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U.S. Senate, 

Permanent Subcommittee on Investigations, 

OF THE Committee on Homeland Security 
AND Governmental Affairs, 

Washington, DC. 

The Subcommittee met, pursuant to notice, at 9:34 a.m., in room 
SD-106, Dirksen Senate Office Building, Hon. Carl Levin, Chair- 
man of the Subcommittee, presiding. 
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Law Clerk; Tiffany Greaves, Law Clerk; Ken Reidy (Sen. Baldwin); 
Henry J. Kerner, Staff Director and Chief Counsel to the Minority; 
Michael Lueptow, Counsel to the Minority; Scott Wittmann, Re- 
search Assistant to the Minority; Elise Mullen, Research Assistant 
to the Minority; Kyle Brosnan, Law Clerk to the Minority; Chris- 
tina Bortz, Law Clerk to the Minority; Jennifer Junger, Law Clerk 
to the Minority; Ferdinand Kramer, Law Clerk to the Minority; 
Chapin Gregor, Law Clerk to the Minority; and Derek Lyons (Sen. 
Portman). 


OPENING STATEMENT OF SENATOR LEVIN 

Senator Levin. Good morning, everybody. 

Today, the Subcommittee meets to discuss the product of a 2- 
year investigation into Wall Street bank involvement with physical 
commodities. Our 396-page bipartisan Report with nearly 800 
pages of exhibits provides facts and details that, for too long, have 
been missing from the public debate about the growing role of large 
Wall Street banks in sectors of the economy outside of banking — 
in this case, activities involving physical commodities such as oil, 
metal, coal, and electricity — while at the same time trading in fi- 
nancial instruments whose value could be affected by a bank’s in- 
volvement with those physical commodities. 

For more than a century, the United States, by law and practice, 
has worked to maintain the separation of banking from commerce, 
directing banks to concentrate on taking deposits, transferring 
funds, and providing credit, and to avoid commercial activities like 
supplying oil, producing electricity, or storing aluminum. The prin- 
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ciple of separating banking from commerce wisely seeks to reduce 
risk to the economy and risk to the integrity of commodity markets. 

Our investigation found that this principle has eroded and, pre- 
dictably, that erosion has increased risk for the economy, markets, 
industry, and consumers. We found that banks — and for clarity’s 
sake, I will use that term generically to refer to federally insured 
banks and their holding companies registered with the Federal Re- 
serve — we found that banks have vastly accelerated their physical 
commodity activities, and are competing directly with commercial 
businesses that lack the big banks’ easy access to government-sub- 
sidized capital. At the same time, these banks have taken on dra- 
matic new risks — risks that, because of the size of these banks, fall 
not just on them, but on the larger financial system and, therefore, 
our entire economy. In addition, their activities raise significant 
questions about whether banks are profiting at the expense of end- 
users who must wait longer and pay more for critical raw mate- 
rials. And they give Wall Street the opportunity to use valuable 
non-public information to gain unfair trading advantages or to prof- 
it from the manipulation of prices. 

Today’s hearing will focus on the activities of three major 
banks — Goldman Sachs, JPMorgan Chase, and Morgan Stanley — 
that over the last 10 years have become very active in physical 
commodity markets. 

If you like what Wall Street did for the housing market, you will 
love what Wall Street is doing for commodities. Some of the same 
people who brought us the synthetic mortgage-backed security — 
and with it, the term “toxic asset” and the recent financial crisis — 
now dominate the commodities futures markets. Producers and end 
users once held 70 percent of commodities futures; by 2011, that 
had fallen to about 30 percent, with the majority of futures held 
by speculators looking to profit from price volatility. This means 
commodities markets are increasingly unable to fulfill their pur- 
pose — which is to allow end-users, from shipbuilders to beverage 
companies, and from automakers to airlines, to manage their risks. 

These Wall Street banks have stored and sold aluminum, oper- 
ated coal mines and metal warehouses, stockpiled aluminum and 
copper, operated oil and gas storage facilities and pipelines, 
planned a compressed natural gas facility, supplied oil refineries, 
sold jet fuel to airlines, and operated power plants. They have ac- 
quired staggeringly large positions and executed massive trades in 
oil, metal, and other physical commodities. While Wall Street’s 
growing role in physical commodities has been discussed and de- 
bated, the scope of this involvement, and the potential for abuse, 
have not been widely known. 

Those physical commodity activities bring with them many risks. 
Goldman Sachs’ involvement with uranium and coal mines exposed 
it to the kinds of environmental and catastrophic-event risks that 
traditional banks do not usually face. Morgan Stanley used shell 
companies in its plans to build a compressed natural gas plant, ex- 
posing itself then to direct liability should disaster strike. The Fed- 
eral Reserve recently reported: “[CJatastrophes involving environ- 
mentally sensitive commodities may cause fatalities and economic 
damages well in excess of the market value of the commodities in- 
volved or the committed capital and insurance policies of market 
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participants.” Should a catastrophe occur, it could undermine a 
bank or spur fears that it might fail, sparking a bank run, a shut- 
down of lending, and turmoil in the tl.S. economy. 

Wall Street has made legal arguments contending that its liabil- 
ity risk is limited and manageable. But at times even the banks 
acknowledge that they could be held liable if they, for example, are 
negligent in managing these activities. And even if courts eventu- 
ally upheld a bank’s legal defense, even the possibility of liability 
judgments on the scale of a Deepwater Horizon or Exxon Valdez 
could freeze a bank’s access to capital and risk a Lehman Brothers- 
style crisis. 

And there is much more. Bank involvement with physical com- 
modities also raises concerns about unfair trading. In some cases, 
banks have been implicated in outright market manipulation. 
JPMorgan recently paid $410 million to settle charges by the Fed- 
eral Energy Regulatory Commission that it used manipulative bid- 
ding schemes at its power plants to elicit $124 million in excessive 
electricity payments in California and Michigan. 

Activities involving physical commodities also give Wall Street 
banks access to valuable non-public information with which they 
can profit in physical and financial commodity markets at the ex- 
pense of other market participants. The banks and their regulator, 
the Federal Reserve, acknowledge as much. JPMorgan, in a 2005 
application for authority to make physical commodities invest- 
ments, said that its plan would “provide access to information re- 
garding the full array of actual [production] and end-user activity 
in those markets.” And it went on: “The information gathered 
through this increased market participation will help improve pro- 
jections of forward and financial activity and supply vital price and 
risk management information that JPM Chase can use to improve 
its financial commodities derivative offerings.” 

Similarly, a Morgan Stanley executive publicly spoke of the ad- 
vantage of its involvement in oil storage and pipelines: “We’re right 
there seeing terminals filling up and emptying.” And a Fed anal- 
ysis of Morgan Stanley and Goldman Sachs said the banks’ phys- 
ical commodities activities provided “important asymmetrical infor- 
mation — which a market participant without physical infrastruc- 
ture would not necessarily be privy to.” 

Our bipartisan Report contains nine case studies illustrating the 
risks and unfair trading concerns raised by bank involvement with 
physical commodities. Each is worthy of its own hearing. Today we 
will examine activities at three banks, and we will highlight one 
case study in particular, to demonstrate how actions taken by a 
single financial institution — in this case Goldman Sachs — in a sin- 
gle commodity — aluminum — has given that Wall Street giant the 
ability to affect prices and supplies of that commodity while trading 
in financial instruments related to that commodity. 

In 2010, Goldman Sachs bought a company called Metro Inter- 
national Trade Services, which owns a global network of ware- 
houses certified by the London Metal Exchange, or LME, the 
world’s largest market for trading metals. LME certification means 
that Metro can store metal that has been warranted as meeting 
LME standards for quality and quantity and is approved for use in 
settling LME aluminum trades. Under Goldman’s ownership. 
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Metro mounted an unprecedented effort to dominate the North 
American market for storing aluminum. By early this year, Gold- 
man’s warehouses in the Detroit area held nearly 1.6 million met- 
ric tons of aluminum — roughly 25 percent of the annual aluminum 
consumption in North America — and 85 percent of the LME-war- 
ranted aluminum in the United States. 

Now, why is this important? Because aluminum warehouses 
owned by Goldman, and overseen by a board consisting entirely of 
Goldman employees, manipulated their operations in a way that 
impacted the price of aluminum for consumers, while at the same 
time Goldman was trading in aluminum-related financial products. 

Goldman’s subsidiary achieved this dominant position through 
aggressive incentives for metal owners to store aluminum in its 
warehouses — incentives that appear to be inconsistent with the 
LME’s prohibition on “exceptional inducements.” One set of incen- 
tives involved a series of “merry-go-round” transactions that bottled 
up millions of tons of aluminum and appears to have affected 
prices for businesses and consumers. 

Those merry-go-round transactions first came to the public’s at- 
tention through a 2013 New York Times article. We dug into the 
facts behind the story and uncovered a troubling set of practices 
that included six merry-go-round trades involving more than 
600,000 metric tons of aluminum. 

To remove LME-warranted metal from an LME warehouse, the 
metal’s owner must cancel its warrants and pay any rent or storage 
bills. Then the metal is placed in line for load-out. That line is the 
“queue” which you will hear a lot about today. 

Until Goldman bought Metro, aluminum in the load-out line was 
shipped from a warehouse in a matter of days or weeks. But as you 
can see from that chart we have up there. Exhibit lf,i since Gold- 
man’s acquisition of Metro, the queue to exit the Detroit ware- 
houses has gotten longer and longer. In January 2010, it was about 
40 days; by September of this year, it had grown to an unprece- 
dented 600 days. Why? Because of actions taken by Metro, the 
Goldman-owned warehouse operator. And what difference does it 
make? A big difference. The price consumers must pay for alu- 
minum is made up of the benchmark price set on the LME’s ex- 
change, plus a regional premium based on regional storage and lo- 
gistics costs. The longer the queue, the higher the storage costs, 
and the higher the storage costs, the higher the premium con- 
sumers must pay. Statistical analysis shows an extremely high cor- 
relation between the length of the queue and the U.S. premium 
level. 

LME rules require that warehouses each day load out a min- 
imum quantity of metal. That minimum was 1,500 metric tons a 
day for large warehouses such as Metro’s, until April 2012, when 
it was increased to 3,000 metric tons. Goldman’s warehouses have 
treated the LME minimum as a maximum, shipping no more than 
the minimum. In addition, Metro formed a single exit line for all 
28 of its Detroit-area warehouses combined, and decreed that the 
daily minimum applied to that single exit line. 


^See Exhibit No. If, which appears in the Appendix on page 821. 
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Now, the merry-go-round deals increased the length of the queue 
and clogged the exit line. In most of the merry-go-round deals, the 
metal owner agreed to cancel warrants on a large amount of alu- 
minum and put that metal in the exit queue. When the owner got 
to the front of the line, it loaded out its metal onto trucks, but the 
metal did not leave the Metro system. Instead, the trucks moved 
the aluminum to a nearby Metro warehouse, and the metal owner 
eventually re-warranted the metal. In exchange, Metro paid mil- 
lions of dollars to the metal owners — once when they canceled the 
warrants and again when they re-warranted the metal in another 
Metro warehouse. 

It is important to understand that the first of these deals, 
reached with Deutsche Bank just 7 months after Goldman bought 
Metro, came after Deutsche Bank simply asked for a discount on 
rent for its aluminum. Nothing prevented Metro from simply giving 
such a discount. Instead, the warehouse proposed the convoluted 
merry-go-round, which effectively gave Deutsche Bank the discount 
it wanted, but with the added benefit to Metro and Goldman of 
adding 100,000 tons of aluminum to the exit queue. 

Metro used this same model in several subsequent deals. In some 
deals, metal was loaded onto a truck and shipped a mere 200 yards 
to a different warehouse building. Most of the deals involved shuf- 
fling virtually identical loads of aluminum among multiple ware- 
houses, which is why a forklift operator called it a “merry-go-round 
of metal.” Because each deal involved between 100,000 and 265,000 
metric tons of aluminum, loaded out at 1,500 and then 3,000 metric 
tons a day, the net effect was that each deal added weeks or 
months to the queue. 

The lengthening queue had a number of effects. First, it boosted 
revenue at Goldman’s warehouses — the more metal stored in the 
warehouses, the more rent and fees. 

The longer queue also affected aluminum prices. The “all-in” 
price that consumers pay for aluminum has several components, 
but the two major components are the LME Official Price, set on 
LME’s exchange, and a regional premium that reflects local vari- 
ations in storage and delivery costs. The regional premium in the 
United States is known as the Midwest Aluminum Premium. And 
as the chart shows. Exhibit lf,i as the queue in Metro’s Detroit- 
area warehouses increased, so did the Midwest Premium. As the 
queue increases, the premium increases. 

Most market participants believe that a higher Midwest Pre- 
mium means higher all-in prices, which means Goldman’s ware- 
houses are using a tactic that earns the bank higher rents at the 
expense of a wide range of businesses that use aluminum. Those 
businesses include Austal, a company that builds combat ships for 
our Navy and which told the Subcommittee that the effects of ris- 
ing Midwest Premiums have forced it to take costly steps that dam- 
age not just the company, but cost U.S. taxpayers. 

Goldman argues that these market participants are incorrect, 
and that the total price of aluminum was unchanged by the merry- 
go-round deals and the longer queues. It argues that as the Mid- 
west Premium rises, the LME price falls. That is the Goldman ar- 


^See Exhibit No. If, which appears in the Appendix on page 821. 
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gument. The Midwest Premium rises, the LME price falls, so that 
the all-in price remains unchanged. Again, that is not what other 
market participants say. But even if that were true, Goldman’s 
warehouses are still engaged in unacceptable manipulation. As the 
queue-inflated Midwest Premium has risen, it has taken up an in- 
creasing share of the all-in price for aluminum — from just 6 per- 
cent of the all-in price in 2010 to over 20 percent this year. That 
increase means that the LME price has fallen as a percentage of 
the all-in price, making LME futures a less effective tool to hedge 
price risk. 

Now, in addition to assessing supply and demand, aluminum 
users must try to hedge just how long a load-out queue Goldman’s 
warehouses can engineer. What’s more, if Goldman’s theory is cor- 
rect and the LME price goes down as the premium goes up, Gold- 
man has the ability to manipulate the LME price by manipulating 
the Midwest Premium, and then to make trades taking advantage 
of that manipulation. Goldman’s ability to influence any portion of 
the price for a key component of the industrial economy is simply 
unacceptable. 

While the LME has rules designed to prevent a situation where 
a warehouse could share valuable confidential information with 
traders, those rules are porous. Under LME rules, Metro shares 
confidential information with more than 50 Goldman employees, 
including top executives who manage Goldman’s commodities trad- 
ing, while also sitting on Metro’s Board of Directors. The Metro 
Board, which has consisted exclusively of Goldman employees, re- 
viewed and approved all significant business decisions at Metro, in- 
cluding the merry-go-round deals. In other words, a warehouse 
strategy that materially affected the aluminum market was ap- 
proved by executives of a bank uniquely positioned to trade profit- 
ably on the effects of that strategy. Think about the opportunity for 
Goldman to affect the premium and price at the same time it was 
trading in that metal. 

In fact, the information to which Goldman’s top commodities ex- 
ecutives have access through Metro is so sensitive and valuable 
that LME will not publish it. In a 2013 report, LME said it does 
not publish detailed information on warehouse stock and queues 
because “the danger is that those merchants and trading houses 
with the most well-staffed analytical capabilities will take advan- 
tage of the availability of data to derive a trading advantage.” It 
is hard to think of a trading house that better fits that description 
than Goldman Sachs. 

There is little doubt that if we were talking about the stock mar- 
ket, rather than commodities transactions, the use of inside infor- 
mation that affects prices would be strictly prohibited. But until 
passage of Dodd-Frank, there were no legal prohibitions on using 
valuable non-public information to trade commodities, and even 
now, regulators’ authority to stop such abuse is untested. 

So, the potential for abuse is great, and the only protections 
against abuse are company policies against sharing information. 
Given the recent history of banks improperly sharing information 
to manipulate electricity, LIBOR, and foreign exchange rates, the 
reliance on voluntary policies at companies that have an economic 
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interest in the opposite direction is not enough protection for con- 
sumers, to put it mildly. 

This concern is especially relevant given Goldman’s rapid in- 
crease in aluminum trading after it acquired Metro. After buying 
Metro in 2010, Goldman’s physical aluminum stockpile grew from 
less than $100 million to, at one point, more than $3 billion, a 30- 
fold increase. This stockpile also allowed Goldman itself to add to 
the queue at its Metro warehouses, where in 2012, Goldman can- 
celed warrants on about 300,000 metric tons of its own aluminum, 
adding months to the queue. Goldman made a series of massive 
aluminum trades at the same time its warehouses’ dealings were 
pushing the Midwest Premium higher, including trades in 2012 in- 
volving more than 1 million metric tons of metal. 

Goldman contends that it adheres to rules preventing the shar- 
ing of useful information between its warehouses and its traders. 
That contention is hard to square with the bank’s stated justifica- 
tion for its involvement in physical commodities. In a 2011 presen- 
tation to Goldman’s board, its executives wrote that Goldman’s 
commodities division would achieve higher value “if the business 
was able to grow physical activities, unconstrained by regulation 
and integrated with the financial activities.” Goldman’s goal, in the 
words of its own executives, is to profit in its financial activities 
using the information that it gains in the physical commodities 
business. 

All of these issues and concerns come back to the principle of 
separating banking and commerce. Banks are not supposed to be 
running commercial businesses like warehouses, natural gas facili- 
ties, or power plants. Those activities open the door to higher 
prices and greater uncertainty for businesses and consumers, and 
to price manipulation and trading based on information not avail- 
able to other market participants. To restore confidence in com- 
modity markets as well as reduce risk in the banking system, it is 
time to reduce bank involvement with physical commodities and to 
prohibit the use of non-public information in transactions involving 
commodities that the banks themselves control. 

Our Report offers a number of ways to address the issue, and the 
Federal Reserve’s possible rulemaking provides a needed oppor- 
tunity to address these problems. Today we will explore banks’ 
physical commodity activities and the dangers that result. Tomor- 
row we will hear from additional experts and regulators. 

And now I turn to my partner in this bipartisan investigation, 
and my partner in so many other efforts over the years. Senator 
McCain. 


OPENING STATEMENT OF SENATOR McCAIN 

Senator McCain. I thank you, Mr. Chairman, and before I begin, 
I want to say what an honor and privilege it has been to serve 
alongside you in this Subcommittee. Your tireless efforts and stead- 
fast dedication to exposing misconduct and abuse by financial insti- 
tutions and government regulators have set a new standard for 
thoughtful and thorough congressional investigations. 

Whether the topic was the 2008 financial crisis, Swiss banking 
secrecy, or JPMorgan’s “London Whale” debacle, professionals in 
the industry and the public at large knew that they could count on 
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you to get to the bottom of it with authoritative reports and hear- 
ings. Your tenacity in uncovering wrongdoing sparked significant 
changes in the financial sector. 

I also commend you on zealously and effectively pursuing your 
investigations in a way that has furthered this Subcommittee’s 
long-standing tradition of bipartisanship. We may have had our 
disagreements, but we did not let them get in the way of finding 
common ground in most cases. 

While your retirement may come as a relief to some of those on 
Wall Street, your patience, thoughtfulness, and commitment to bi- 
partisanship will be deeply missed on this Subcommittee, on the 
Armed Services Committee, and in the U.S. Senate. 

Today’s hearing explores the way in which major banks produce, 
store, and sell physical commodities like aluminum, natural gas, 
and uranium. It sheds light on the little-known yet large role that 
banks play in the commodities markets and the risks inherent in 
those activities. This lack of insight into the banks’ commodities op- 
erations raises concerns about, among other things, potential mar- 
ket manipulation and excessive risk that could, in extreme cir- 
cumstances, lead to taxpayer bailouts. 

This investigation has shown how, through their commodities ac- 
tivities, some of the country’s largest financial institutions have 
taken on arguably excessive levels of risk, raised suspicions of mar- 
ket manipulation, and potentially gained unfair trading advan- 
tages. 

JPMorgan, for example, paid fines for energy price manipulation 
relating to its dozens of power plants, I believe $410 million. Mor- 
gan Stanley has entered the oil industry and even supplies several 
airlines with jet fuel at airports across the country. Goldman Sachs 
has uranium holdings and manages coal mines in Colombia. In 
each of these operations, there are dangers of toxic spills, deadly 
explosions, and other disasters. These are not the risks we nor- 
mally associate with banks, whose primary role should be focused 
on more traditional banking activities. 

The American people are all too familiar with costly accidents in 
these industries. For example, BP incurred around $40 billion in 
damages resulting from the Deepwater Horizon oil spill. Imaging 
if BP had been a bank. The losses and the liability resulting from 
the spill would have led to the bank failing and another round of 
taxpayer bailouts. Even if a bank survived such a catastrophe, the 
resulting financial shock might hurt ordinary investors and pension 
holders. 

Similarly, inappropriate activities undertaken by financial insti- 
tutions in commodities markets could lead to unfair trading advan- 
tages and conflicts of interest for the banks, and artificially higher 
prices for consumers. 

Mr. Chairman, I think you have just outlined that some of the 
activities have already led to artificially higher prices for con- 
sumers, including aluminum. 

Little is known about these activities, and even less has been 
done to combat some of the biggest concerns about risk and manip- 
ulation. This warrants oversight by Congress and financial regu- 
lators as well as potential changes to laws and regulations, to curb 
the dangers to the economy and halt unfair practices. 
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While Chairman Levin has recommended, and our witnesses may 
offer, some potential solutions in our hearing today, I think we 
should be mindful of unintended consequences. But these concerns 
are serious, and, again, part of it goes back to our failure to commit 
after the catastrophe of 2008 that no institution would ever be too 
big to fail. I do not believe that anyone in America believes that 
these three financial institutions before us, that we have reduced 
them to the state where they are not too big to fail. 

I thank you, Mr. Chairman. 

Senator Levin. Thank you very much. Senator McCain, for your 
warm comments, for our long friendship and collaboration on so 
many matters, for your defense of this country, and your taking the 
gavel at the Armed Services Committee is surely going to be a very 
important moment in the future of this country and that com- 
mittee. And your work and your staffs work on this Subcommittee 
has been essential to whatever successes we have had in terms of 
our investigations and recommendations. So thank you very much. 

We are going to have a number of votes today at 2 o’clock. There 
could be up to five votes, and my plan is to recess the hearing dur- 
ing those votes, which will also allow people time to have lunch. 
That is not what we planned for, but that is what the Senate 
schedule has brought us to. So it is not certain but it is likely that 
we will adjourn for about 90 minutes — it could be 60 to 90 min- 
utes — at around 1:45. 

We will now call our first panel of witnesses for this morning’s 
hearing: Christopher Wibbelman, President and Chief Executive 
Officer of Metro International Trade Services LLC, Allen Park, 
Michigan; and Jacques Gabillon, Head of the Global Commodities 
Principal Investment Group of Goldman Sachs & Co., London, Eng- 
land. 

Gentlemen, I appreciate both of you being with us this morning. 
We look forward to your testimony, and as you, I think, are already 
aware of, all witnesses testifying before this Subcommittee are re- 
quired to be sworn, so I would ask you now to raise your right 
hand as I administer the oath. 

Do you swear that the testimony that you will provide to this 
Subcommittee will be the truth, the whole truth, and nothing but 
the truth, so help you, God? 

Mr. Wibbelman. I do. 

Mr. Gabillon. I do. 

Senator Levin. Under our timing system today, at about 1 
minute before a red light comes on you will see the lights change 
from green to yellow. That will give you the opportunity to con- 
clude your remarks. And your written testimony will be printed in 
the record in its entirety. We would appreciate your limiting your 
oral testimony to 5 minutes. And, Mr. Wibbelman, we will have you 
go first. 
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TESTIMONY OF CHRISTOPHER WIBBELMAN,i PRESIDENT AND 

CHIEF EXECUTIVE OFFICER, METRO INTERNATIONAL 

TRADE SERVICES LLC, ALLEN PARK, MICHIGAN 

Mr. WiBBELMAN. Thank you, Chairman Levin, Ranking Member 
McCain, and Members of the Subcommittee. My name is Chris 
Wibbelman, and I am the CEO of Metro International Trade Serv- 
ices. I have been with Metro since it was founded in 1991 as a 
startup company in Michigan, and I have served as its CEO since 
2006. 

I was born and raised in Detroit. I attended Detroit public 
schools and graduated from Michigan State University. I have 
worked my entire life in the greater Detroit area, managed and ran 
several businesses. I have also served as Manager of Small Busi- 
ness Development for the Greater Detroit Chamber of Commerce. 

Metro operated LME warehouses since 1992 when we secured 
approval for Detroit to serve as an eligible LME delivery point. 
Much of Metro’s growth occurred following the global financial cri- 
sis when worldwide consumption of aluminum declined and the de- 
mand for storage of metal increased. 

Starting in 2008, Metro purchased or leased 5.1 million square 
feet of warehouse space, much of which was unused industrial 
buildings. The process of renovating the industrial space and in- 
stalling rail track and rail sidings created jobs when many Detroit 
residents were out of work or being laid off. 

The first thing to understand about the aluminum warehousing 
business is that it is driven by broader economic forces. Given the 
cyclical nature of this business, from 1994 to 2001, Metro had vir- 
tually no aluminum whatsoever in its Detroit warehouses. During 
that period, we managed the business efficiently and remained 
committed to Detroit. And when the aluminum consumption 
dropped beginning in 2008, Metro was in a position to respond rap- 
idly to the needs of aluminum producers. 

I believe that we were instrumental in allowing North American 
smelters to keep producing aluminum during the period of col- 
lapsing demand. 

The LME rules govern the way in which all LME warehouses are 
operated. These rules are established by the LME and not the 
warehouse companies. One such rule is the amount of metal that 
the LME warehouses must load out each day. When the new LME 
rule increasing the load-out rate was suspended by a court in the 
United Kingdom, Metro announced that it would comply with the 
rule voluntarily, even though it was not required to do so. More 
aluminum has been loaded out of Metro’s Detroit warehouses than 
from any other warehouse company in the United States. In 2014 
alone, we expect to load out approximately 600,000 metric tons of 
aluminum. 

The Subcommittee’s Report makes repeated references to alu- 
minum “queues,” and it is important to understand that all of the 
aluminum stored in and out of aluminum warehouses, 80 percent 
of it is not subject to any queue. Consumers can purchase alu- 
minum from producers or any owner of aluminum that is stored in 


^The prepared statement of Mr. Wibbelman appears in the Appendix on page 139. 
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or out of the LME system, and that metal is available for imme- 
diate outbound shipment. 

It is also important to understand two other aspects of the 
queues. 

First, they are the result of independent decisions of owners of 
metal to realize the relative value of that metal compared to other 
metal. In order to realize that value, the owners must remove the 
metal from Metro’s LME warehouse. 

Second, metal owners pay rent for all metal in Metro’s ware- 
houses, regardless of whether it is in a queue or not. Metro’s reve- 
nues are not dependent on the length of queues. 

The Subcommittee’s Report also refers to the July 2013 New 
York Times article you mentioned, which described supposed 
“merry-go-round transactions” involving the movement of metal off- 
warrant from one warehouse to another. As the article itself ac- 
knowledged, there is no suggestion that the activities violate any 
laws or regulations. Metro offered its customers the opportunity to 
store metal off- warrant in a different Metro warehouse. Such cus- 
tomers had various other options, including storing their metal 
with competing companies, many of which have warehouses near 
to Metro’s. 

Metro offered these off-warrant transactions to compete for stor- 
age of their metal once it was loaded out and it was no longer part 
of the LME system. But it was always up to the owner, not Metro, 
to decide what to do with the metal. 

The metal at issue in these relatively few transactions was load- 
ed by Metro at the owner’s instructions onto a truck, issued a bill 
of lading, and moved to another location at the owner’s direction. 
Once the owner made the choice, the LME rules required that 
Metro follow the owner’s instructions and treat the metal as loaded 
out and reduce its LME inventory stocks accordingly. The fact that 
the metal owner moves the metal between Metro warehouses in the 
Detroit area is no different under the LME rules than if it moves 
to an equally close non-Metro warehouse. 

I appreciate the opportunity to provide this information about 
Metro’s warehouse business, and I hope it will contribute to the 
Subcommittee’s understanding. 

Senator Levin. Thank you very much, Mr. Wibbelman. 

Mr. Gabillon. 

TESTIMONY OF JACQUES GABILLON, i HEAD, GLOBAL COM- 
MODITIES PRINCIPAL INVESTMENT GROUP, GOLDMAN 

SACHS & CO., LONDON, ENGLAND 

Mr. Gabillon. Chairman Levin, Ranking Member McCain, and 
Members of the Subcommittee, my name is Jacques Gabillon. I 
lead Goldman Sachs’ Global Commodities Principal Investment 
Group, or GCPI, and I also serve as chairman of the board of direc- 
tors of Metro. 

In early 2010, GCPI believed that the Metro warehouse was a 
sound investment because the global recession had reduced world- 
wide demand for aluminum and would increase demand for stor- 
age. It was a good investment. 


^The prepared statement of Mr. Gabillon appears in the Appendix on page 142. 
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At the time of the investment, customers had already deposited 
over 800,000 tons of aluminum at Metro, and we believed that the 
surplus condition would persist. Consequently, Metro was well po- 
sitioned to continue to realize this demand for storage. 

Metro’s board of directors sets the general strategy and conducts 
oversight in keeping with standards of good corporate governance 
and the requirements of the Bank Holding Company Act. The 
board has always included people from the firm’s control functions, 
including the Compliance Department. 

As you know, Metro is subject to the rules of the LME, including 
the minimum amount of metal required to be loaded out of ware- 
houses each day. Often the dynamics of this LME system are mis- 
taken for the broader aluminum market, which supplies most con- 
sumer products. 

As a starting point, the price negotiated between many sellers 
and buyers of aluminum in the United States is commonly referred 
to as the “all-in price.” The difference between this all-in price and 
the price for an LME warrant is referred to as the “Midwest Phys- 
ical Premium.” But one thing is clear: The all-in price has actually 
fallen substantially since 2008. Consequently, any suggestion that 
end users are paying more for aluminum because of a higher pre- 
mium is simply not supported by the facts. 

Like every other market, the price of aluminum is established 
through supply and demand, and those trends have been unmistak- 
able. There has been a consistent surplus of aluminum since 2008, 
resulting in a large volume that has been placed in storage. That 
is why there has never been a shortage of aluminum. 

In addition, there are large quantities of aluminum stored out- 
side the LME system. So together with non-queue aluminum, there 
is approximately 9.6 million tons of aluminum to be sold for imme- 
diate delivery to any user. 

I would like to briefly address the issues of queues. To begin 
with, the length of the queue to remove metal from Metro’s ware- 
house is not the result of any action by either Goldman Sachs or 
Metro. General economic confidence and availability of credit im- 
proved, making off-warrant storage a more attractive alternative. 
This occurred not only in Detroit, but also in another major city for 
metal warehousing, Vlissingen in the Netherlands. 

One more thing occurred at the time. The LME changed its rule 
to double the minimum load-out requirement from 1,500 to 3,000 
tons per day. The Subcommittee should know that when the LME 
doubled the minimum load-out requirement, the result was actu- 
ally longer, not shorter, queues. And most importantly, based on 
the reports we have provided to the Subcommittee, these queues do 
not drive the all-in price that consumers pay. 

On a related issue, we have provided a significant amount of in- 
formation to the Subcommittee on the issue of incentives. Opera- 
tors may offer an up-front payment on future rent collections to 
customers who place metal on warrant in their warehouses. In 
other instances, operators offer discounted rent to customers who 
agreed to store their metal for specific durations. These incentives 
are similar to those offered by landlords, such as offering one 
month’s free rent to attract a tenant or reducing rent for a tenant 
who signs a long-term lease. 
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Metro has offered both of these incentives, consistent with the 
LME rules and industry practice. The inducements that have been 
offered result from arm’s-length negotiations between Metro and a 
sophisticated customer. 

Finally, I will briefly conclude with a description of the informa- 
tion barriers that exist between Goldman Sachs and Metro. The 
LME rules require that an information barrier be established be- 
tween a warehouse company and affiliated trading entities. Gold- 
man Sachs has such a barrier in place which not only meets, but 
exceeds, the LME’s requirements. We take this issue very seri- 
ously. 

For example, much of the material that Metro generates and dis- 
tributes to its board is not actionable for a trader and, in any 
event, is dated and sanitized to remove the names of counterpar- 
ties. Regular reviews by Goldman Sachs personnel and outside 
auditors have not found a single instance where confidential Metro 
information went to the metals trading personnel of Goldman 
Sachs. 

Mr. Chairman and Senators, in the many hours we have spent 
with the Subcommittee staff, we have described the market fun- 
damentals that dictate price and availability, and I look forward to 
continuing that discussion today. Thank you. 

Senator Levin. Thank you very much. 

First, Mr. Wibbelman, you are the Chief Executive Officer of 
Metro. Mr. Gabillon, you were for most of the period an executive 
in Goldman’s Global Commodities Principal Investment Group, and 
you were chairman of Metro’s board of directors. So in the very 
first board meeting, after Goldman bought Metro in 2010, the 
board discussed the incentives that Metro would pay to attract 
more aluminum to its warehouses in Detroit. 

If you look at Exhibit lb,i that is a chart which was sent to us 
by Goldman’s legal counsel on the total amount of freight incen- 
tives or allowances paid by Metro in each year from 2010 to 2013. 
You will see that each year after Goldman acquired Metro, Metro 
paid more and more cash incentives to attract aluminum to its De- 
troit warehouses, going from about $36 million to over $128 mil- 
lion. That does not count expanding rent discounts and other incen- 
tives, so that is an increase of about 350 percent over just a few 
years for freight allowances. 

Are those figures accurate? Were those allowances and subsidies 
increased as shown on that chart? 

Mr. Gabillon. I do not recognize exactly the numbers. 

Senator Levin. Are they approximately right? 

Mr. Gabillon. But the trend is correct and is a reflection of the 
evolution of the aluminum markets. 

Senator Levin. Now, Mr. Wibbelman, you told the Subcommittee 
that after Goldman acquired Metro, you generally had to run all 
your major decisions by Metro’s board or a board subcommittee. 
That was made up totally of Goldman people. Did you consult with 
Mr. Gabillon and the board before increasing Metro’s incentives? 

Mr. Wibbelman. So, Senator, I had a level of authority for incen- 
tives at various time periods, and that would be adjusted by the 


^See Exhibit No. lb, which appears in the Appendix on page 817. 



14 


board of directors. And then as circumstances changed, that would 
be occasionally reviewed from time to time or it would be — we 
would make a specific request on a specific case basis, and it would 
be either approved by the Commercial Subcommittee or it 
would 

Senator Levin. Of the board? 

Mr. WiBBELMAN. Of the board, or it would not. 

Senator Levin. So as to whether you consulted with Mr. Gabillon 
and the board before increasing Metro’s incentives, the answer, I 
take it, is generally yes, although you had some authority between 
those approvals. Is that correct? 

Mr. WiBBELMAN. Yes. 

Senator Levin. So basically it was a joint decision to go ahead 
with this program and these incentives, is that correct? 

Mr. WiBBELMAN. Well, Senator, if I might, you know, the market 
itself at that point in time was, you know, incredibly dynamic and 
unique, and so, you know, it was — at that point in time, we were 
evaluating really a wave of surplus metal that was making itself 
available to us. And Metro was trying to respond operationally in 
order to be able to receive it all, and that is 

Senator Levin. You were giving incentives to bring more into 
your warehouse. Is that correct? 

Mr. WiBBELMAN. Incentives have been a part of our business for 
the 23 years 

Senator Levin. I understand, but the amount of the incentives 
dramatically increased. Is that correct? 

Mr. WiBBELMAN. Because the magnitude of the metal also in- 
creased. 

Senator Levin. Did the amount of the incentives dramatically in- 
crease? 

Mr. WiBBELMAN. They increased over the full 5-year period of 
time. 

Senator Levin. As shown on that chart? 

Mr. WiBBELMAN. Yes. 

Senator Levin. And that was a joint decision, was it, between 
you and the board and the board subcommittee? 

Mr. WiBBELMAN. Generally, yes. 

Senator Levin. OK. Now, if you look at Exhibit ld,i this is a list 
of Metro board members, and this was supplied to us by Goldman’s 
legal counsel. Are these all Goldman employees? Is that correct? 

Mr. WiBBELMAN. Not currently anymore, no. 

Senator Levin. They were? 

Mr. WiBBELMAN. At the time of their service, yes. 

Senator Levin. And, Mr. Gabillon, did Mr. Wibbelman talk to 
you personally as well as to other board members about increasing 
the amount of freight incentives that Metro would pay to attract 
metal to its Detroit warehouses? Did you have personal conversa- 
tions with Mr. Wibbelman about that? 

Mr. Gabillon. Yes, we had many conversations in the context of 
the board, yes. 

Senator Levin. About that subject? 

Mr. Gabillon. Yes. 


^See Exhibit No. Id, which appears in the Appendix on page 819. 
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Senator Levin. And then the board members approved these in- 
creased amounts generally. Is that correct? 

Mr. Gabillon. I think there were many times where we did not 
approve an increase. 

Senator Levin. You disapproved an increase? 

Mr. Gabillon. Yes, there were many times where we kept the 
level of approval constant. 

Senator Levin. OK. But when there were increased amounts, the 
board generally approved them. Is that correct? 

Mr. Gabillon. Yes, that is correct. 

Senator Levin. Now, we are going to spend some time talking 
about LME warrants, queues, and so I want to explain this as 
clearly as I can. The LME is the world’s largest metals exchange, 
and when you buy a future contract on the LME, in a fixed period 
of time you can settle the contract by paying money and taking de- 
livery of warrants, which are documents that convey actually legal 
title to specific lots of metal that are stored in an LME-approved 
warehouse. In aluminum, these lots of metal are 25 metric tons or 
about 2,200 pounds. And when an owner of the metal wants to take 
physical possession of the metal, the owner has to cancel the war- 
rants and get in the exit line or queue to leave the warehouse. 

But the LME warehouses only have to load out a specific amount 
of metal every day. For the largest warehouses, it used to be 1,500 
metric tons. It was raised to 3,000 metric tons. So for warehouses 
that store hundreds of thousands or millions of tons, if an owner 
of a lot of aluminum cancels his warrants at once, it can dramati- 
cally increase the queue, making everyone else stay in the ware- 
house and continue paying rent longer. 

But that is not the only thing. As we will learn more about later, 
the length of that queue impacts the prices of metal and related 
financial products. It is highly correlated to the premium, and that 
premium, when added to the LME price, is the so-called all-in 
price. 

Mr. Wibbelman, beginning shortly after Goldman bought Metro 
and over the next few years, Metro entered into what became six 
deals that involved owners of metal being paid incentives by Metro 
for waiting in the queue, moving metal from one Metro warehouse 
to another, and re-warranting. And I am going to call them “merry- 
go-round deals.” That is what a forklift operator called them. 

Mr. Wibbelman, you told the Subcommittee that Metro had never 
done deals like that prior to being acquired by Goldman. Is that 
correct? 

Mr. Wibbelman. Yes, but I do not think it was anything to do 
with Goldman as to why that was not the case. Senator. 

Senator Levin. I understand. But before you were acquired by 
Goldman, you never entered deals like that. Is that correct? 

Mr. Wibbelman. Yes, but there was never a market dividend like 
that either. 

Senator Levin. OK. Now, before doing this new type of deal, did 
you consult with Mr. Gabillon or others at Goldman? 

Mr. Wibbelman. Yes. 

Senator Levin. And did you consult with Goldman employees on 
Metro’s board before finalizing each of these deals? 

Mr. Wibbelman. Yes. 
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Senator Levin. So it was a joint decision to go ahead. 

Mr. WiBBELMAN. Yes, I think it 

Senator Levin. Is that fair to say? 

Mr. WiBBELMAN. I would say that there was an alignment of un- 
derstanding about the deals. Probably some of those deals I might 
have had the authority to execute without formal written author- 
ity, and other ones I did not, but all of them were thoroughly vet- 
ted. 

Senator Levin. And jointly decided upon. Is that correct? 

Mr. WiBBELMAN. Yes. 

Senator Levin. OK. Now, this is what happened on 1 day, De- 
cember 27, 2013. Workers at eight of Metro’s warehouses were rap- 
idly shuffling about 5.5 million pounds of aluminum between Met- 
ro’s warehouses. Workers at a warehouse in Detroit on East 
McNichols Road were busy shipping out ten truckloads of alu- 
minum, which is more than 860,000 pounds, to a warehouse on 
Lynch Road. The Lynch Road warehouse workers were busy ship- 
ping 17 truckloads of aluminum, totaling about 1.4 million pounds, 
right back to East McNichols Road. 

Now, if that were not enough, three other warehouses, on Lafay- 
ette Street, Pennsylvania Road, and 22d Street, shipped millions of 
pounds of aluminum to three other nearby warehouses located at 
East Nine Mile Road, Ecorse Road, and West Jefferson. 

Now, when you look at these deals and look at the specifics, this 
is what happened. Look at Exhibit Ic.i This was provided by Met- 
ro’s legal counsel. It shows that as of January of this year, over 
600,000 metric tons of metal were moved between Metro ware- 
houses in Detroit. All of those 600,000 tons, if you look at Exhibit 
Ic, came from just those six deals that you identified. Is that cor- 
rect? First of all, look at Exhibit Ic and do you agree — this was 
provided, again, by Metro legal counsel — that all 600,000 of those 
tons came from just those six deals that we have talked about. Is 
that correct? 

Mr. WiBBELMAN. Yes. 

Senator Levin. Now, the merry-go-round deals required Metro to 
organize and pay for thousands of truck shipments between its own 
warehouses, pay millions of dollars in incentives to its warehouse 
customers. We have details on the incentive payments for just two 
of those six deals, but those invoices alone show Metro owing two 
warehouse customers. Red Kite, which is a hedge fund, and 
Glencore a total of about $37 million. And Exhibit is an in- 
voice summary of just the most recent two deals. 

Can you tell us first, Mr. Wibbelman, how much Metro paid for 
the first four deals? We know it was about $37 million in subsidies 
and incentives for the two that I have mentioned, but just for the 
first four, do you know what that total is? 

Mr. Wibbelman. I do not know what that total is. Senator. 

Senator Levin. The two deals alone that we are talking about re- 
quired 6,500 truckloads of aluminum to be shuttled between Met- 
ro’s Detroit warehouses. Do you know how many thousands of 


^See Exhibit No. Ic, which appears in the Appendix on page 818. 

2 See Exhibit No. 22a, which appears in the Appendix on page 1002. 



17 


trucks Metro had to arrange and pay for under the previous four 
deals, Mr. Wibbelman? 

Mr. Wibbelman. I do not know that, Senator. 

Senator Levin. That is OK. These deals were so important that 
they were taken to Metro’s board of directors for approval. 

Now, they were not in a formalized contract. Is that correct? 
These deals did not result in a formalized contract? 

Mr. Wibbelman. Overwhelmingly, none of our deals takes place 
on a formal contract. 

Senator Levin. All right. There was an effort at a formal con- 
tract, was there not, with Deutsche Bank? 

Mr. Wibbelman. If a customer wants to have a contract, we will 
look at it and talk about whether we need to have one or not. But 
our deals are settled incrementally over time. 

Senator Levin. That is fine. 

Mr. Wibbelman. So we tend not to need them. 

Senator Levin. And Deutsche Bank wanted one? 

Mr. Wibbelman. They provided one. 

Senator Levin. And signed it? 

Mr. Wibbelman. And signed it. 

Senator Levin. And you did not? 

Mr. Wibbelman. I do not believe it was countersigned. 

Senator Levin. And why? 

Mr. Wibbelman. I think they just decided they did not need it. 

Senator Levin. Oh, they did not want it, Deutsche Bank? 

Mr. Wibbelman. I do not have that recollection at this time. It 
was not a material component of whether the deal took place. We 
knew we would not have had to make any of our payments if it had 
not been executed like it was supposed to. 

Senator Levin. Now, we only have the details on the last two of 
these deals, but, again, the six deals involved Metro arranging and 
paying for thousands of trucks to move over 600,000 metric tons of 
aluminum from one warehouse to another. In one case, the alu- 
minum was moved from one warehouse to another about 200 feet 
away. 

Now, was the point of all these truckloads shifting metal from 
one warehouse to another Metro warehouse to enable Metro to 
claim it was meeting the LME daily minimum load-out rule that 
said that a warehouse had to load out a minimum of 1,500 pounds, 
later 3,000 pounds a day, while at the same time ensuring that vir- 
tually no metal actually left the Metro system? 

Mr. Wibbelman. Well, Senator, I mean, it starts with the 

Senator Levin. Was that the point of it, is my question. 

Mr. Wibbelman. I am trying to answer. It starts with the rec- 
ognition of the customer that the metal that is available within the 
Metro system is of relatively better value than any other metal it 
can purchase. And, typically, for example, in the first deal that you 
mentioned, the owner wanted to own metal and finance it for a du- 
ration of time. And the way for them to capture that was to own 
the metal, and once they owned the metal, the way for them to pro- 
tect their value was to put it in the queue and plan to take it out. 

Senator Levin. They could have continued to own the metal and 
leave it in the warehouse. Is that correct? 
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Mr. WiBBELMAN. They could have, but it would have cost them 
more, and so they chose not to do that. 

Senator Levin. And you gave them a subsidy to go through this 
rinky-dink merry-go-round system. They could have 

Mr. WiBBELMAN. Well, Senator, we do not 

Senator Levin. You could have given them a subsidy, a discount, 
and leave it in the warehouse, could you not? 

Mr. WiBBELMAN. Well, you can — Senator, we are a commercial 
business, right? 

Senator Levin. Is that right? You could have given them a dis- 
count and left it in the warehouse. 

Mr. WiBBELMAN. Yes. 

Senator Levin. But you moved it to another warehouse, some- 
times 200 feet across, and the result of that was it stays in your 
warehouse but it also lengthens the queue. Were you aware of the 
fact that the queue would be lengthened when they did what you 
arranged for them to do? 

Mr. WiBBELMAN. We did not arrange for it, right? The customer 
chose to do it 

Senator Levin. No, but the customer was also paid to do it. 

Mr. WiBBELMAN. The customer was paid 

Senator Levin. By you. 

Mr. WiBBELMAN. In the event that they moved it to another 
warehouse and then chose to warrant it later. They did not have 
to make that choice, and they did not. 

Senator Levin. They were paid by you, were they not, they were 
paid by you to keep that in your warehouse? 

Mr. WiBBELMAN. That was a choice they made. 

Senator Levin. Would they be penalized if they did not do it 
under the contract? 

Mr. WiBBELMAN. Well, it was a contract where they — what they 
did is they, by freedom of contract, chose to agree on an economic 
set of conditions. 

Senator Levin. And under that contract, was there a penalty if 
they did move to another warehouse other than yours? Was there 
a penalty? 

Mr. WiBBELMAN. Well, we presumed that we would get a revenue 
stream in order to provide the incentives we provide, and if they 
chose a different route, they were effectively going to refund us 
back that amount. 

Senator Levin. Mr. Wibbelman, I am asking you a very direct 
question. You gave them an incentive to, first of all, de-warrant, 
right? They would have to then go to the head of the queue, and 
then you gave them an incentive in a contract, in an agreement to 
go to another warehouse, sometimes a few hundred feet away, and 
join another queue. Is that correct? 

Mr. Wibbelman. No, because they had many options. Senator. 
They had the option 

Senator Levin. Not under the contract they did not. 

Mr. Wibbelman. Yes, they did. They had the option 

Senator Levin. They could break the contract. 

Mr. Wibbelman. They can break the contract. 

Senator Levin. OK. That is not much of an option for most busi- 
ness people to break 
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Mr. WiBBELMAN. That was the 

Senator Levin. Wait a minute. Let me finish. That is not much 
of an option for most business people. You say they had the free- 
dom to break the contract. You entered a contract which, if they 
lived up to it, required them to move, sometimes a few hundred 
feet, their metal to another Metro warehouse. You paid them to do 
that, and then there was a penalty if they did not under that con- 
tract. They had the freedom to break the contract. Most business 
people do not consider that a choice. 

Mr. WiBBELMAN. Well, Senator, they set the contract up in the 
beginning 

Senator Levin. Did you not? Were you not a party to that con- 
tract? 

Mr. WiBBELMAN. Of course. I am one part. The other party is the 
counterparty. 

Senator Levin. Of course. 

Mr. WiBBELMAN. And so that was the agreement 

Senator Levin. But under the contract — let us be clear — you in- 
sisted in that contract that they would pay a penalty if they did 
not put their metal into another Metro warehouse. You paid them 
a subsidy to do that, and there was a penalty if they did not do 
that. Is that correct under that contract? 

Mr. WiBBELMAN. That was correct, but it was also in response to 
costs that we incurred or revenues that we did not receive. So we 
were effectively trying to get a reimbursement for things that we 
would otherwise have been able to receive or expenditures were 
made. 

Senator Levin. And you could have given them an incentive to 
stay in the original warehouse, could you not? You could have kept 
them there with a discount? Is that correct? 

Mr. WiBBELMAN. Yes, we could 

Senator Levin. You were allowed to do that. 

Mr. WiBBELMAN. We could have given them anything, but com- 
mercially, as a business, that is not what we choose to do. 

Senator Levin. No. But you chose instead to do this in a way 
which, will you agree, lengthened the queue? 

Mr. WiBBELMAN. So we 

Senator Levin. I am just asking you. Was the effect of this to 
lengthen the queue? 

Mr. WiBBELMAN. Senator, anyone that cancels a warrant in a 
warehouse for that moment adds to the queue. But it could have 
been any — remember, there are tons of other warehouses. 

Senator Levin. I am just getting a direct answer from you, if I 
can. The effect of this arrangement was that the queue was length- 
ened. Is that correct? It is a simple, direct question. And you are 
under oath. Was the effect of that to lengthen the queue? 

Mr. WiBBELMAN. If they chose to cancel their warrants 

Senator Levin. Not if they chose. Did the contract provide 

Mr. WiBBELMAN. Yes, but if they chose that, they had to actually 
obtain warrants and cancel them, and that was something that was 
their choice. 

Senator Levin. This is warranted metal in your warehouse. 

Mr. WiBBELMAN. Yes, but the warrants are freely floating title 
documents. 
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Senator Levin. Of course. 

Mr. WiBBELMAN. They have to go find one, right? 

Senator Levin. I understand. 

Mr. WiBBELMAN. And once they find it, they have to actually can- 
cel it. 

Senator Levin. I want to get a straight answer from you, if I can. 

Mr. WiBBELMAN. I am trying to give you them. 

Senator Levin. OK, but let me go through this. You entered into 
a contract which required the counterparty, is that not correct — if 
they lived up to the contract 

Mr. WiBBELMAN. Yes, if they chose to. 

Senator Levin. If they chose to live up to a contract, do not most 
people you deal with honorably live up to their contract? 

Mr. WiBBELMAN. But it was always their option. 

Senator Levin. To cancel — to not live up to the contract? 

Mr. WiBBELMAN. It was always if you do it, then you will get the 
incentive. 

Senator Levin. The contract you entered into required them to 
immediately cancel their warrants. Is that correct? 

Mr. WiBBELMAN. I do not recall that it was a requirements con- 
tract. I recall it was an optional contract, an option. 

Senator Levin. Well, we will get into the words of the contract 
and which you did not want to put in writing, but we do have one 
contract that is in writing. And I just want to sum — just get to the 
bottom line. The contract which you entered into required them, if 
they lived up to the contract 

Mr. WiBBELMAN. Which they did not have to do, right? 

Senator Levin. Let me just finish this. If they live up to the con- 
tract, they were required to immediately cancel the warrants, move 
the metal to another warehouse, and the result of that is to length- 
en the queue. Is that accurate? If they lived up to the contract. 

Mr. WiBBELMAN. If they made all those choices, which they did 
not have to make by the contract, in my recollection. 

Senator Levin. If they lived up to the contract, is my question. 

Mr. WiBBELMAN. My recollection is that the contract was an op- 
tion contract where they had the option to do it. 

Senator Levin. The option to enter the contract? 

Mr. WiBBELMAN. They had the option — they never had to cancel 
the metal in the first place. 

Senator Levin. OK. Senator McCain. 

Senator McCain. Remarkable. Mr. Wibbelman, it used to take 40 
days for Metro to remove aluminum from its warehouses for its cli- 
ents. Now it takes over 600 days. How do you explain that? 

Mr. Wibbelman. Senator, that is a recognition of the relative 
value of the metal that is in Metro’s warehouses compared to any 
other metal that exists in the LME system or with any other pri- 
vate owner in the world, and that is — what happens is those war- 
rants are canceled when someone perceives it as being a value, a 
relative value. 

Senator McCain. That has to do with the time that it takes to 
remove aluminum from a warehouse? 

Mr. Wibbelman. Well, the LME system. Senator, is a seller’s 
choice contract. So, in other words, if someone sells metal, they get 
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to pick which warrant that they want to surrender in satisfaction 
of that contract. 

Senator McCain. Someone wants Metro to remove aluminum 
from its warehouse, a client does. Now it takes over 600 days, and 
it used to take 40 days. And you are saying that has to do with 
the nature of the contract? 

Mr. WiBBELMAN. No. Well, I am saying that it is a reflection of 
the fact that the London Metal Exchange price moves in relation 
to the relative value of the available warrants that are freely float- 
ing in the market. 

Senator, if I can explain 

Senator McCain. Mr. Gabillon, Metro’s warehouses are approved 
by the London Metal Exchange. Isn’t it true that LME raised con- 
cerns about the merry-go-round scheme in your warehouse oper- 
ations? Is it true that they raised concerns about it? 

Mr. Gabillon. First, Senator, if I may, we do not call them 
“merry-go-round transactions” for a very precise reason. We refer 
to them as “off-warrant transactions” because that is what Metro 
offers to its customers. 

Senator McCain. I am just asking, is it true or not true, yes or 
no, that LME raised concerns about your warehouse operations? 

Mr. Gabillon. They started an investigation on a very specific 
point, yes. 

Senator McCain. Mr. Gabillon, over 50 Goldman employees re- 
ceived confidential information about Metro’s warehousing oper- 
ations. So, therefore, they have access to commercially valuable 
non-public information. And Goldman, as we know, has other inter- 
ests, including trading. What procedures does Goldman have or do 
you have to ensure that its traders do not have access to commer- 
cially sensitive information? 

Mr. Gabillon. So we have a very precise system, and as I said 
in my opening statement, we take that very seriously. So if I can 
describe briefly, as you know, it is an LME requirement to have an 
information barrier between a warehouse company and affiliated 
trading companies. So right at the acquisition time, we put in place 
a procedure that actually goes beyond the LME requirements on a 
couple of levels, and effectively restrict to a very small list, not the 
50 people you mentioned but I believe it is 8 people right now. We 
receive some sanitized, aggregated information, which are really 
the people in my team and some of my superiors that represent the 
shareholders of Metro, because you will relate to that. But Metro 
is owned 100 percent by Goldman Sachs, and it is actually consoli- 
dated in the Goldman Sachs Group, so this means that we need — 
we have a need for information. 

So some of the people you referred to — and I believe the number 
is well below 50 currently, constitute of people that receive non- 
commercial information, primarily financial information, and they 
sit in our Financial Control Department. They will also sit in our 
Legal and Compliance Department. There are also some people 
that actually sit in the E-Mail Surveillance Group, and that’s the 
information received. 

Then we have this policy where all this information is restricted 
to that very small group of people, and nothing goes to the metal 
sales and trading people. We have a segregated room, and we have 



22 


email surveillance which is perfected by our Compliance Depart- 
ment. And I would say in the last 5 years, since acquisition, we 
never had a breach of that policy. 

Senator McCain. How would you know that, Mr. Gabillon? Don’t 
Goldman employees oversee the operations of your warehousing 
business? How would you know whether they used that informa- 
tion or not? 

Mr. Gabillon. I am not sure what you meant by Goldman Sachs 
people oversees the 

Senator McCain. Goldman employees have access to sensitive in- 
formation about your operations, right? Because they own it, and 
I think that is legitimate. What confidence do we have that they 
do not share it with the other aspects of Goldman’s operations, 
which they could use to their advantage? 

Mr. Gabillon. We have two levels. We have the system that I 
described, and nothing has ever come up, so we have email surveil- 
lance which has confirmed 

Senator McCain. So nothing has ever come up is the answer to 
the fact that they have access to sensitive information which could 
give them an advantage in their other operations. So nothing has 
ever come up so it is OK? 

Mr. Gabillon. No, I would say two things. One, they do not — 
metal and sales trading people do not have access to any of the 
Metro information. Even myself as chairman of the board, the data 
I get from the Metro people for the perfecting of the — as a share- 
holder — 

Senator McCain. Is there a prohibition from them sharing oper- 
ation — 

Mr. Gabillon. Yes, there is. 

Senator McCain. There is? 

Mr. Gabillon. There is under our policies, yes. 

Senator McCain. And how do we know that that is enforced? 

Mr. Gabillon. OK. So the second thing I was going to say, I be- 
lieve 2V2 years ago the LME introduced a further requirement on 
the information barriers which would require Metro to have a 
third-party certification of the information barrier policy. This 
audit has been performed twice by PwC, and twice Metro has 
passed successfully, the fact that no information, no confidential in- 
formation went to metal trading people at Goldman Sachs. So that 
is a third-party certification which might give you additional com- 
fort. 

Senator McCain. Well, I am glad you have that confidence. Un- 
fortunately, we have seen time after time instances where that is 
not necessarily true, and to me it sets up a relationship which 
could over time lead to manipulation, and because you have had no 
complaint does not mean necessarily that that is the case. 

Mr. Chairman, I have no more questions. 

Senator Levin. Thank you. 

Senator Portman, are you ready? I can go, or you, either way. 

Senator Portman. Mr. Chairman, I will go ahead if that is OK. 

Senator Levin. Sure. Senator Portman. 
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OPENING STATEMENT OF SENATOR PORTMAN 

Senator Portman. And I apologize. I was on the floor talking 
about one of Senator McCain’s and your favorite topics — in fact, I 
mentioned you — which is the issue in Ukraine and what is going 
on with Russia. But I am happy to be here, and I appreciate your 
holding the hearing, which gives us an opportunity to explore the 
role that banks play in the commodities markets. 

Since Gramm-Leach-Bliley was enacted, banks have had this 
legal authority to engage in physical commodity activities, and I 
know that many end users of commodities think that the banks’ in- 
volvement in this area has been beneficial. I know municipalities 
in my State of Ohio have told me that. The natural gas market is 
an example for them where they think it has been helpful. 

Nevertheless, I agree this is a responsible use of our oversight 
responsibilities to revisit that decision by Gramm-Leach-Bliley pe- 
riodically and to ensure that banks are using that authority in re- 
sponsible ways that do not threaten the security of our financial 
system. 

The focus of this panel is on how one particular bank, Goldman 
Sachs, has used its authority under Gramm-Leach-Bliley to partici- 
pate in the market for a particular commodity, so this is, as I un- 
derstand it, focused on one particular issue, and that is aluminum. 
Specifically, Goldman used its authority to purchase a company 
called Metro that warehouses aluminum. I understand the alu- 
minum market is characterized by two types of warehouses: One 
are warehouses governed by the rules established by the London 
Metals Exchange, known as the LME warehouses, and then those 
not governed by LME rules, known as the non-LME. Metro’s LME 
warehouses are the focus, as I understand it, of this Subcommit- 
tee’s inquiry today, and I also understand that aluminum owners 
have three basic options for what they do with their metal. They 
can sell it to end users. They can store it for sale later. If they 
choose to store it, they can do so in LME warehouses or in non- 
LME warehouses. 

So my questions, I guess, are more about how does this all work? 
If you could just explain to me — and I know some of this discussion 
has already occurred, although we had somebody monitoring the 
hearing earlier who said that some of these issues have not come 
out yet, so let me ask some specific questions. 

Describe for us how the aluminum warehousing system really 
works. Why do aluminum owners warehouse their metal at all? 
How do they decide whether to use an LME warehouse or a non- 
LME warehouse? 

And let me go ahead and give you the second question that I 
have, which is: Since 2008 it seems that aluminum owners have in- 
creasingly chosen to warehouse their metal instead of selling all of 
it under the physical market. This has resulted in rising warehouse 
inventories, particularly at LME warehouses. Can you explain 
why? Why are these warehouse inventories, particularly LME in- 
ventories, increasing over the last several years? In some cases, 
these inventories have risen dramatically. 

So how do aluminum owners decide where they are going to put 
their metals, LME or non-LME? And why, since 2008, have we 
seen the increasing inventories? 
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Mr. WiBBELMAN. Well, Senator, the London Metal Exchange op- 
erates as a futures market, and it is a market unto itself. It can 
he interacted with by the consumers if they choose to do that, but 
it has provided itself a market by which producers could continue 
to produce metal during periods when the demand was collapsing. 

So following the global financial crisis, for example, since that 
point in time, Metro has received into Detroit 3.6 million metric 
tons of metal, and that really acts as a strategic stockpile and a 
buffer stock, which really gives the consumers a chance to have 
some alternative sources of metal. 

Now, they have not entered the warehouse to take metal out di- 
rectly very often, but what has happened is Metro has been ship- 
ping metal out in great quantity — 600,000 tons a year for the last 
several years — and that metal goes to the particular owners. And 
those owners have a choice. They can put it back onto the LME. 
They can put it back — they can sell it to consumption, or they can 
store it off-warrant in off-warrant storage areas. 

And so what the LME system has done is essentially allow us 
to create a strategic stockpile within North America, a large one. 
And so that is why the argument about pricing. I mean, Metro’s 
activities have done really, I think, nothing but amplify the com- 
petitive options that people have had, when you are talking about 
3.6 million metric tons that really might never have been produced 
in the first place. And really it was only when the LME system 
rules were under some revision that smelters started to really am- 
plify their shutdowns, for example, in your State. 

And so really the LME system has been quite vital for producers 
to be able to have a predictable customer when no customer exists 
in the physical consumption world. 

Senator Portman. Mr. Gabillon, any additions to that? 

Mr. Gabillon. Yes, maybe I will just add one thing, because you 
asked a question about whether people decide to store on the LME 
or not on the LME. 

Senator Portman. Right. 

Mr. Gabillon. I think to put things in context — and I think it 
is relevant to the earlier debate that took place on those off-war- 
rant transactions. In the LME, you are under rules set by the 
LME, but you have a lot of benefits that are attached to it because 
you have what we call liquidity, which is, each metal is described 
as a warrant, and there is a trading place where you can buy and 
sell futures contracts that will deliver on these warrants. 

So if you want to be, for instance, a financier and you want to 
finance your metal, you will find that if you own metal under the 
LME, meaning stored in an LME-approved warehouse’s warrant, 
banks will give you a lot of financing, you will have a lot of liquid- 
ity, because if your collateral needs to be foreclosed, it will be very 
easy for the bank to foreclose on it and then sell it into the market. 
And so that is under the contract of the LME. 

Of course, the downside of that, the LME has to have rules, so, 
for instance, the minimum load-out rules and when you can take 
it, and you might have to wait. 

Senator Portman. But customers are willing to have those re- 
strictions in order to get the benefits, including more liquidity? 
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Mr. Gabillon. Yes. And when we say “customer,” I think we 
should try to he a hit more precise. The other thing I would say 
of this LME warehousing system, it is not a supply storage system. 
It is an LME warehouse system that has been huilt and estab- 
lished to support the LME as a marketplace. So not a lot of people 
would use that. Producers would use that as a market of last resort 
when it happened in 2008 because suddenly there was a collapse 
of demand, and the only people that could actually buy this alu- 
minium and finance it, to your point, was on the LME. But that 
is easy to deliver onto. If you buy onto the LME, for instance, it 
is actually the seller that decides which ones they are going to de- 
liver. So they could be in Malaysia, they could be in Rotterdam, or 
they could be in Detroit. You do not know in advance. So people 
generally have not used the LME to provide. 

Then if you are storing off-warrant, very quickly, which is part 
of what our customers sought to do in the past, you are taking 
much more risk because you are on your own, if you like. You are 
storing metal in a warehouse somewhere. There are no rules, right? 
It is a bit more difficult to get financing. You need to organize the 
logistics. 

Senator Portman. And more exposure. 

Mr. Gabillon. And more exposure because most of the people 
are storing aluminum, and that is something we have not gone 
through yet. It is a bit more complicated, but when people own the 
commodity, most of the time they would have hedged it. If you 
have done all of that on the LME, again, your risk is very reduced 
because if something happened, you can just wait and deliver your 
LME warrant. If you are doing that in a field, though, in a ware- 
house which is far from an LME delivery point, you run a lot of 
risk between the two, and it is more complicated, and that is why 
banks are reluctant. So people always have to decide between those 
two, and right after the financial crisis, there was not a lot of con- 
fidence, funding was difficult, so that is why all this material went 
onto the LME. And now as the situation has improved, that is why 
the LME metal is trying to get out. Sorry for the long answer. 

Senator Portman. As the economy began to pick up — one of the 
questions I have, just hearing you all — what percent of the market 
does this particular warehouse and this company represent? The 
Goldman investment is in Metro, I take it. Do you have other ware- 
houses? You are the Goldman guy, right? 

Mr. Gabillon. We own 100 percent of Metro. That is it. It is a 
bit difficult to answer the question about market share because it 
does vary over time. So as I said, at the beginning of the financial 
crisis, all this metal went onto the LME, and not a lot of metal was 
stored outside. If you look at it today 

Senator Portman. What percent of aluminum is in this ware- 
house today, the Metro warehouse? 

Mr. Gabillon. Today it is about a million. 

Mr. WiBBELMAN. About a million. 

Mr. Gabillon. A million tons, and the annual market for alu- 
minum is about 50 million tons, and probably observers of this 
market would tell you you probably have something like 12 million 
tons being stored on the planet right now. It is difficult — we know 
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about the LME because it is publicized, but what is outside, we do 
not have the data. 

Senator Portman. Are you saying 2 percent? Are you saying 50 
and 1? 

Mr. Gabillon. Two percent of production; 2 percent of annual 
production is stored right now in Metro. 

Senator Portman. OK. And what percent of the aluminum that 
is stored is in your warehouses? 

Mr. Gabillon. Then it would be 1 versus 12, so 8 percent. 

Senator Portman. One of the things that the Subcommittee staff 
Report indicates is that the LME warehousing facilities at Metro 
affected price movements for aluminum in the United States. It 
sounds like it is about 8 percent of the stored aluminum. In your 
opinion, do LME warehousing practices have a meaningful effect on 
the physical price of aluminum? If not, what other factors influence 
that price? 

Mr. WiBBELMAN. Senator, I would say that there are a lot of ac- 
tors in the marketplace, and so you have what producers choose to 
do, if they continue to produce metal or not. You have got fin- 
anciers. We have been operating in a zero interest rate environ- 
ment lately, and so the people who are owning metal are often 
owning it because the returns on — the safe returns on owning 
metal and deploying their capital into metal create a return of be- 
tween 5 and 8 percent for many of these institutions and trades. 
That is why a lot of these institutions have wanted to own metal 
and were willing to buy metal in order to do it. It is because they 
are looking at the difference between a 0-or a 1-percent return 
versus a 5-or 8-percent return during this whole 5-year period at 
various times. 

Senator Portman. So how do you respond to the concern that the 
way you have stored the product at Metro affects pricing? What is 
your response to that specific concern? 

Mr. Gabillon. Well, Senator, I think as we discussed, there are 
two parts in what we call the all-in price, which is the price paid 
by customers. We have the LME price, which it is called the LME 
price because it is the price on the LME, so it is affected by LME 
rules, clearly. And then you have the physical premium. So as the 
physical premium has gone up, the LME price has actually gone 
down. And if you may, we have a graph which we think is pretty 
relevant, if we could show it to you. 

Senator Portman. My time is up, so it is up to the Chairman. 

Senator Levin. Sure, if you want to. 

Senator Portman. Yes, let us see the chart if you have one. 

Mr. Gabillon. I will start to describe it, but you are going to 
have it in one second. 

Senator Portman. And while we are getting the chart, what is 
the comparison to what goes on, say, in the Asian market, the Jap- 
anese market, for instance, where there is a significant amount of 
aluminum used, or the European market? 

Mr. Gabillon. Well, I think if you look globally, you will see it 
is not perfect in timing. But the markets tend to be reacting at the 
same time, so if you wanted to look at those equivalents of the 
physical premium in the United States and in Europe and in Asia, 
you would say that they have all risen at the same time. And part 
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of the reason is also because the LME price — we have talked a lot 
about the United States here, but the LME price is a global price, 
because as I said, when you deliver aluminum on the LME, you de- 
cide where you can deliver it. So people are always calculating 
which metal to deliver when, and the LME price, if you think about 
the LME price today, it probably reflects much more the situation 
in Vlissingen in the Netherlands than it did. But at another point 
in time it would be different, so you have a constant evolution. 

If you look at this chart we have provided, ^ just to put it in con- 
text, it is between the beginning of 2007 to very recently. The light 
blue curve is what we call the aluminum all-in price, and you could 
see that it was quite elevated before the financial crisis. Then it 
went down a lot. And then it has been moving — we have a kind of 
trend line. It has been moving down over the last of those years. 
And then we have represented as one example of what has been 
going on the LME, what we call the aluminum queue calculated in 
this, which reflects something which is well known to observers, 
that those queues have risen. Actually, they actually started to fall 
off quite a lot this year, and you can see when everything is said 
and done, you can see that actually there is no correlation between 
the increase of the queue and the all-in price that is paid by cus- 
tomers in the United States. 

So we know it is complicated. There are many factors. At times 
it varies, the dynamic varies. A lot of the people that actually ob- 
serve those markets, including us, sometimes get it very wrong. 
But when everything is said and done, you can see that there is 
no correlation. So we do not believe that the LME rules impact the 
all-in price for customers. 

Senator Portman. And of all those factors — and you say it is 
complicated — you would say that the economy would be the No. 1 
factor, in other words, the demand in the economy? 

Mr. Gabillon. On the all-in price, definitely. If you see again 
this graph, you can see that the all-in price went down pretty much 
a lot until the end of last year. And actually, it is only this year, 
with the combination of increased demand, in particular in the 
United States, and also a lot of smelters closures in the United 
States and in Europe in response to those prices, that the situation 
has started to shift, and now the aluminum all-in price is starting 
to rise at a time where the queues are very limited. 

Actually, if you look at it specifically in 2014, you would see that 
at the beginning of the year, even if you think about the physical 
premium itself, it started the year at 250, finished the year at — 
currently we are at 500. Eor instance, the queue in Detroit has ac- 
tually been reduced a lot during the same period. So that is why 
I am trying to say when it is complicated, at times the correlations 
change. But overall we think this graph summarizes the situation. 

Senator Portman. If the EU economy were growing right now 
and the U.S. economy having picked up some steam recently, you 
would see this light blue line going back to here it was probably 
in early 2008? 

Mr. Gabillon. I mean, it is always difficult to speculate, but that 
is not impossible. 


^See chart provided by Mr. Gabillon, which appears in the Appendix on page 147. 
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I think the other thing which is starting to drive that price is as 
smelters have closed here, the North American sector needs to im- 
port aluminum, in particular, to the United States, and, therefore, 
they need to import it from abroad, and that has higher transpor- 
tation costs and most of the production increase is in China these 
days. 

Senator Portman. OK. I have additional questions, Mr. Chair- 
man, but I do not want to take your time. 

Senator Levin. Thank you. 

Just while we are on that point, I think most experts in the field 
will say there is a relationship, by the way, between queue length 
and the price that people pay for aluminum. But we are going to — 
and that is an important argument, but to me, an equally impor- 
tant argument is whether there is a relationship between queue 
length and what you call and everyone else calls the “premium.” 
Would you acknowledge there is a relationship — and this is some- 
thing Senator Portman was getting to, I think. Is there a relation- 
ship, a direct correlation, in fact, a very high correlation between 
queue length and premium? Just, yes, is there a high correlation? 

Mr. WiBBELMAN. Senator, what I would say is that when the pre- 
mium goes up, the value of the available metal within Metro’s 
warehouses becomes more attractive, and so then people look for 
it and try to cancel warrants, and then, therefore, it becomes a 
longer queue. So I think it is just a question of cart before the 
horse. 

Senator Levin. No, my question is: Is there a direct, high correla- 
tion between queue length and premium? 

Mr. Gabillon. Senator, I would say if you look at 2014, I would 
say no. 

Senator Levin. In general, is there a high correlation, yes or no? 

Mr. Gabillon. First, correlation does not mean causality. 

Senator Levin. I did not say it meant causality. I did not ask you 
causality. I asked you correlation. 

Mr. Gabillon. If you ask me as a statistician, including the data 
up to today, I would say the correlation is not great, no. 

Senator Levin. OK. Then that is a major argument here. If you 
can say there is no correlation between premium and the length of 
the queue, then you are in a very different mathematical world 
than most of the mathematicians that look at this. OK? 

By the way, on your chart, when there was a big jump in the 
queue length, what happened there? Weren’t there a whole lot of 
cancellations right there? 

Mr. Gabillon. So there were 

Senator Levin. Can you give me a yes or a no to that question? 

Mr. Gabillon. Yes, cancellation drives queue, so yes, there were 
a lot of cancellations. 

Senator Levin. That is, as far as I am concerned, the most im- 
portant six words I have heard yet this morning. Cancellations 
drive the queue, and we all ought to remember that. OK? And then 
if there is a correlation between the queue and the premium, which 
most statisticians will say there is, then you have the important 
connection between the premium and the queue. And if the queue 
is driven by cancellations and if your contracts require cancella- 
tions — which they do if they are living up to — at that point you 
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have your contracts requiring cancellations. In order to get dis- 
counts, you have to cancel the warrants, which in turn drives the 
queue, which in turn is correlated to the premium. And the pre- 
mium is, by your argument, just part of the all-in price. You say 
it does not affect the all-in price. Most of the users will say it sure 
does. But that is an argument that we will take up with every 
panel as to whether or not the premium, if it goes up, leads to 
higher all-in prices. You folks differ with most users on that issue, 
but in terms of the premium — the premium is clearly an important 
part of the all-in price, and your actions are directly correlated to 
the premium, because you are driving the queue, as you just point- 
ed out, and the queue has a direct correlation to the premium. 

Now, that is not just the price of aluminum we are talking about, 
folks. This is also the transactions in aluminum which Goldman 
are involved in, because the premium — there are transactions 
based on premium. And if you are right that if the premium goes 
up, the other part of the price will go down — that is what your ar- 
gument is — you are saying then that the LME price will go down 
if the premium goes up. There are huge amounts of aluminum-re- 
lated transactions that are based on the LME price. 

So if your argument is right and, again, most users disagree with 
your argument, and I think most experts would disagree with your 
argument, and we are going to hear from some of those on the next 
panel. But if your argument is right, two things then are affected: 
First, the premium, if it goes up, there are financial transactions 
based on that premium; second, your argument, the premium goes 
up, LME price goes down because there is no effect on the all-in 
price. At that point the effect on the LME price by the increase in 
the premium is part of your argument. You are saying premium is 
up, LME price has to go down, because the all-in price is the same. 
That is your argument. At that point, now driving the queue, which 
is obviously driven by cancellations, and the queue correlation to 
the premium is directly affected to the LME price, by your argu- 
ment. 

Again, most people do not agree with your argument. Most peo- 
ple that use aluminum believe that when you increase the pre- 
mium, which is what the queue does — forget causation, it is cor- 
related, the length of the queue to the premium is correlated, that 
is what most mathematicians will say in a very high way, you are 
having a very significant impact on LME price and — and this is 
significant for Goldman, because this is what I believe it is mainly 
about for Goldman, are the financial transactions, because their 
impact on the queue by what they do with cancellations — and that 
is what these contracts are about. These contracts are about you 
must cancel. That is in the contract. I know, they do not have to 
live up to the contract. I understand that. They can violate the con- 
tract. But most people do not enter into contracts to violate them. 
And so if they live up to the contract, under the words of the con- 
tract you must immediately cancel, which means the queue goes 
up, cancellations drive the queue, you just said it. And the relation- 
ship, the correlation between the length of the queue at that point 
and the premium is a direct correlation. And at that point, under 
your own argument, it seems to me you lose a very significant 
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other argument, and that is the relationship here between pre- 
mium and the LME price. 

So I do not know if Senator Portman wants to go on. I have a 
lot of additional questions, but the issue. Senator, which we have 
just been talking about is the relationship between the premium 
and the queue, and there is a high correlation. This is the all-in 
price. They are arguing here that the all-in price is not driven by 
queue length, because their argument is that if the queue length 
goes up, the LME price — excuse me, if the premium goes up, the 
LME price goes down, because the all-in price stays the same. But 
it is the premium issue which is the issue here as well as the effect 
of the queue on the all-in price. But there is not much doubt in 
most statisticians’ minds and beliefs that there is a direct, high cor- 
relation between the length of the queue and the premium. 

I know their argument, and I have heard it. Most of the people 
that we are going to hear from do not agree with the argument 
that the len^h of the queue does not have any effect on the all- 
in price, on the price of aluminum. But even if they are right — and 
most people disagree with it — where they are clearly wrong by al- 
most any statistical analysis is the fact that there is a high correla- 
tion between the premium and the length of the queue. And once 
that is true, if, as they argue, the all-in price is made up of two 
components — one the premium, the other one the LME price — then 
the LME price is affected by the premium going up or down, and 
at that point the LME price is very significant in terms of financial 
transactions. 

So this chart is very much disagreed with, again, by most users, 
including the auto industry, which is using aluminum, which is a 
big, big problem with the way in which aluminum prices are set. 

Senator Portman. You are part of this, too, so I will get back to 
you. But they care a lot about the all-in price. 

Senator Levin. They do. 

Senator Portman. I am admitting I am no expert in the alu- 
minum market, but why is the premium so important as compared 
to the price? And is this a matter of — you say correlation. Does that 
mean causation? And are there other things that could explain that 
correlation? 

Senator Levin. Well, when you look at their chart, that big line 
jump right there, is when there was a whole bunch of cancellations 
of warrants. The queue went up, including the ones we are talking 
about today. Many of them, right at that big jump right there. And 
this is the queue length. And so, again, the high correlation be- 
comes critical because under their contracts, for instance, that 
Deutsche Bank had to immediately cancel warrants — under all 
their contracts. If we are talking about these six contracts, all the 
warrants had to be immediately canceled. That immediately caused 
the queue to increase. You can see it with that huge jump right 
there. And so the queue increases, and then the question is: Is 
there a correlation between the length of the queue and the pre- 
mium? And there is a high correlation at that point. And the pre- 
mium is a big, growing part of the all-in price, by the way. It used 
to be 5 percent of the all-in price. A few years ago, the premium 
was 5 percent of the all-in price. It is now over 20 percent of the 
all-in price. 
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Senator Portman. Let me just ask you gentlemen about that. 
The question I just asked a second ago is does correlation mean 
causation? And what else would you think, assuming you agree 
with the correlation, would be the causation? Is it the LME rules? 
What is your sense of that? 

Mr. Gabillon. So if I may, first, to come back to our graph, that 
is not the theory, with just the observation of this, I think every- 
body can conclude from that graph. 

If we go back to the precise point of premium versus cancella- 
tion — and, again, I appreciate it is complicated — there is effec- 
tively — that is a factor. The queue is a factor in the premium, and 
there is a simple fact, which is if you receive a warrant on the 
LME and there is a long queue in front of you, the owner of that 
warrant is going to have to pay the storage fee for that period of 
time. So as that period goes, the LME price will go down. That is 
the various effect of the premium. 

Now, when we say queue — and this is where it gets a bit more 
complicated — it depends which queue you are talking about. So 
there is a period of time where maybe for a few days — the queue 
in Detroit was the longest in the LME system, and then that might 
have a bigger impact. But there was a period when, if you look at 
it today, the queue on aluminum is not the longest in Detroit. It 
is actually in Vlissingen. And this is a global market. This is a 
global contract. In the LME you do not have a contract in United 
States, a contract in Europe, a contract in Asia. You have one glob- 
al contract, and everything is priced out. So right now the queue 
in Vlissingen has probably a bigger impact than any other queues 
in the world. So that works like this. At another period it might 
be different, and that is why the correlation can vary from time to 
time. And, yes, I mean with correlation, we can have people fight- 
ing all the time. But there are periods where it is different, and 
so the correlation exists at that time. And sometimes, as Mr. 
Wibbelman said, it is the other way around. When premium — when 
you look back at why cancellations started to happen, it is because 
the premium was starting to go up. That was a signal to the mar- 
ket, which is take that metal which is on-warrant, cancel it, and 
bring it outside. So sometimes it works both ways. That is why the 
correlation-causality is more complicated than that. And this mar- 
ket is complicated, and people disagree all the time. That is what 
makes markets. 

I will give you one anecdote how complicated it is, and Senator 
Levin referred to it when he showed us the big increase in cancella- 
tions in Detroit. By the way, if you had the chart of other parts 
of the LME system, you would see there was an even bigger can- 
cellation a few weeks before that event, and that event happened 
when the LME, after doing an independent report on queues, 
reached the conclusion, had a consultation, and implemented the 
rule to double the load-out from large warehouses like ours, with 
a view to reduce queues. The impact on the market was that queue 
did not shorten, but queues became longer as a result of that. 

So that is an example of how even when you have the best brains 
that have studied this market, you look at it and try to understand 
what drives what and when, it is not that simple. 
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So I appreciate that, it is a very complicated issue of correlation 
between premium and things, but I think it is more complicated 
than that. 

Senator Portman. By the way, the LME rules under which 
Metro operates, are these rules that if you were to sell the ware- 
house, which I understand you are thinking of doing, that the new 
owners would also operate under? 

Mr. Gabillon. That is correct. 

Senator Portman. And who might the new owners be if you sold 
the warehouse? 

Mr. Gabillon. We are running a sales process right now, and we 
have a variety of interest from companies in Europe, Russia, and 
China. There is a variety of them right now. 

Senator Portman. You think it would be a foreign owner? I do 
not mean to probe here, but I will. 

Mr. Gabillon. I think it is possible, yes. 

Mr. WiBBELMAN. Even if it is not a foreign owner, it is safe to 
say that the center of gravity of the business generally is going to 
move from the United States to Europe or to Asia, and essentially 
it is because the competitive environment that Metro operates in. 
I mean, all of the other warehouse company owners are essentially 
unregulated traders that operate in those areas, and so they are 
able to do things to acquire metal for their own warehouse compa- 
nies, which will essentially create strategic stockpiles elsewhere or 
within those companies. 

Senator Portman. So if it is not owned by a bank or Goldman, 
it is likely to be owned by a trading company. And let me just be 
clear: Is that trading company going to be living under the same 
LME rules or not? 

Mr. WiBBELMAN. It will not have all the banking restrictions if 
it is not a bank, right? So it will not necessarily have that type of 
restriction. Many of the companies that own LME warehouse com- 
panies, the parent companies, are trading conglomerates in some 
cases, and they essentially, source metal for their own warehouse 
company, and the profit will go up vertically into the same owner- 
ship structure. I mean, Metro has been run from a profit center 
basis, completely separately from Goldman. In other words, we act 
maybe as counterparties occasionally, but not as a unified, vertical 
structure. 

Senator Portman. Thank you, Mr. Chairman. I have, unfortu- 
nately, another appointment I cannot miss, and I appreciate your 
testimony, gentlemen, and thank you, Mr. Chairman, for letting me 
come and indulging me with the time. 

Senator Levin. Thank you very much. Senator Portman. 

Let us now start with the Deutsche Bank contract under which 
they were required to cancel their warrants, the first one. Now, 
that deal was in September 2010, just a few months after Goldman 
acquired Metro, and it involved Deutsche Bank and 100,000 metric 
tons of aluminum. Here is what Deutsche Bank told us: That in 
September of 

Senator Baldwin. 
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OPENING STATEMENT OF SENATOR BALDWIN 

Senator Baldwin. Thank you, Chairman Levin. I actually want- 
ed to start by thanking you for your leadership of this Sub- 
committee. I remember our first meeting together as I became a 
new Senator and you talking about the importance and the power 
of the gavel of this particular Subcommittee, and you have wielded 
it so much in the interest of the American people, and I deeply, 
deeply appreciate your work and leadership on this Subcommittee. 

I also want to thank you for holding today’s hearing. I am greatly 
concerned about the role that financial institutions are playing in 
physical commodities markets, and particularly aluminum, because 
I have heard about this issue from manufacturers all across my 
home State of Wisconsin, from breweries that use aluminum in 
their cans to Mason jar manufacturers to heavy trucks, and if you 
are making a product with aluminum in it, you know this issue 
very well. 

The fundamental basis for any well-functioning commodity fu- 
tures market is that futures and cash converge, and I think we 
have seen a massive disconnect in the aluminum market, and to- 
day’s Report identifies the reason. 

Mr. Chairman, because I know you have probed during this first 
panel into the relationship between the queue and the premium, 
my real interest is asking some questions of the second panel. I 
know it is going to be a little while before they come. I wanted to 
come here today to note my concerns. I hope to be back to ask my 
questions of the second panel. If that is not possible, I am going 
to leave my questions with you for the record, but I do not have 
any questions right now of this panel. 

I thank the Chairman for your indulgence in allowing me to 
thank you and state my interests in this issue. 

Senator Levin. We are always happy to indulge colleagues who 
want to thank me. Believe me, it is 

[Laughter.] 

Senator Levin. Thank you. Senator Baldwin, for your great in- 
volvement in so many issues involving consumers, as well as this 
one, and for your comments about me. I very much appreciate 
them. 

Let us get to the Deutsche Bank deal again. This was September 
2010. It was just a few months after Goldman acquired Metro. It 
involved 100,000 metric tons of aluminum. Deutsche Bank told us 
that in September 2010 it entered into negotiations with Metro 
seeking cheaper rent for the metal that it was storing at Metro 
warehouses in Detroit. 

The LME told the Subcommittee that no LME rule prevented 
Metro from giving Deutsche Bank a rent discount for LME storage. 
So Metro could just give, if they had decided to, Deutsche Bank the 
discounted rent while still on-warrant in the first warehouse. Is 
that correct? You had the power to do that? 

Mr. WiBBELMAN. We could do that, yes. 

Senator Levin. And Metro has given rent discounts for LME- 
warranted metal in the past. Is that correct? 

Mr. WiBBELMAN. Yes. 

Senator Levin. Metro did not do that here. Metro instead pro- 
posed that Deutsche Bank cancel warrants on its 100,000 metric 
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tons of aluminum “as soon as possible.” Cancel warrants as soon 
as possible, and then wait in the queue; when it got to the head 
of the queue, send its metal from one set of Metro warehouses to 
another. After a brief period, Deutsche Bank would then re-war- 
rant the metal at the new warehouses. 

Again, Mr. Wibbelman, why not just let Deutsche Bank stay in 
the first warehouse and give it a cheaper rent? 

Mr. Wibbelman. Well, I mean, we are a commercial business, 
and we evaluate every commercial opportunity independently, ac- 
cording to what is in the best interests of our commercial position. 
In that case, I can tell you that Deutsche Bank had the optionality 
to move the metal out or not move the metal out. And, in fact, they 
did not move a great deal of the metal out. They left it in the ware- 
house and re-warranted it in place because it was commercially 
more viable for them to do that. 

Senator Levin. How many tens of thousands of tons did they 
move to a different Metro warehouse? 

Mr. Wibbelman. My recollection was of the 100,000 tons, they 
moved 70,000 metric tons, and they did not move 30,000 metric 
tons, and they re- warranted all the stock in — whether having left 
the warehouse or not having left the warehouse. 

Senator Levin. Exactly. It was important to you, however, that 
they move to another warehouse. Is that correct? 

Mr. Wibbelman. Well, they wanted the optionality 

Senator Levin. Was it important to you that you required them 
to cancel the warrants as part of this deal? 

Mr. Wibbelman. Senator, the issue for them 

Senator Levin. I am just asking you if it was important to you. 

Mr. Wibbelman. I am trying to explain that the issue is that if 
they do not put the metal in the queue, Metro having at that point, 
for example — I am just guessing — a million tons of metal in stor- 
age, then someone else could cancel metal, and that they could 
then jump ahead of them and make their metal less valuable. So 
the LME rules actually 

Senator Levin. I am just asking a simple question. Was it impor- 
tant to you? And is that why it was in the contract that they cancel 
the warrants? 

Mr. Wibbelman. Metro was going to make the same amount 
of 

Senator Levin. So it was not important to you? 

Mr. Wibbelman. So it was — we gave them an option to do it. 

Senator Levin. I am just asking you whether or not, if they live 
up to the contract, did they have to cancel warrants? That is all. 
It is a pretty simple question. 

Mr. Wibbelman. Yes, I would say that the — what we were doing 
was we were providing them options for once the metal left the 
warehouse, if that is what they chose to do, and that was the basis 
of the contract. 

Senator Levin. I take it you are not going to answer the question 
as to whether or not it was important to you that they cancel the 
warrants. 

Mr. Gabillon. Maybe I can try 

Senator Levin. No. 
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Mr. WiBBELMAN. I am trying to answer the question, Senator. I 
am sorry. I think it was probably not important to me personally 
whether it happened 

Senator Levin. Not personally. I am talking about the company. 
You paid them to move 70,000 tons, did you not? You gave them 
a discount. Is that correct? 

Mr. WiBBELMAN. We gave them some discounts if they moved it. 

Senator Levin. Right. 

Mr. WiBBELMAN. But it was their choice. 

Senator Levin. It was not their choice whether to cancel or not? 

Mr. WiBBELMAN. Yes, it was. They owned the metal. 

Senator Levin. No, but wait a minute. If they lived up to the 
contract, they had to cancel. Once they sign a contract, is it not 
true that, to live up to that contract, they had to cancel the war- 
rants? Yes or no. 

Mr. WiBBELMAN. It was not a requirements contract, it did not 
require them to cancel metal. If they wanted to achieve the — if they 
wanted to put it back on warrant from a different warehouse, then 
they would 

Senator Levin. Take a look at Exhibit 23, ^ would you, please? 
Page 5, Section 3.1: “. . . the Parties agree that [Deutsche Bank] 
will request the maximum number of Slots and place the Goods or 
part of the Goods off-warrant as soon as possible thereafter . . .” 
That means cancel the warrants, doesn’t it? Does that mean cancel 
the warrants? 

Mr. WiBBELMAN. Cancellation would be required for that, yes. 

Senator Levin. OK. The parties agree that they would “as soon 
as possible thereafter,” obviously “dependent on existing demand 
for slots.” But, nonetheless, as soon as possible. And then they can- 
celed, and look what happened to the queue. See that big jump in 
the queue? That is what happened when they canceled the war- 
rants. Do you think there is a correlation there between canceling 
warrants and the length of the queue? 

Mr. WiBBELMAN. Oh, if they cancel, there is definitely — the 
queue would lengthen until the metal ships out, until some of the 
metal shipped out. That is right. 

Senator Levin. OK. So I am glad we finally got to that point, 
that there is a correlation between canceling the queue — canceling 
the warrants and queue length. That is progress. 

Let us keep going then with Deutsche Bank. The contract was 
signed by Deutsche Bank, not by Metro. Did it reflect the agree- 
ment that was reached between you? 

Mr. WiBBELMAN. I mean, it was — my recollection is this was 
written by Deutsche Bank. It was signed and sent over by them, 
and that it was never executed, and 

Senator Levin. You mean never signed by you? 

Mr. WiBBELMAN. Yes. 

Senator Levin. You do not mean executed. 

Mr. WiBBELMAN. Well, it was never signed by me or executed by 
us, yes. 

Senator Levin. It was not executed. Didn’t you live up to this 
contract? 


^See Exhibit No. 23, which appears in the Appendix on page 1011. 
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Mr. WiBBELMAN. Well, I do not — sir, I cannot tell you that these 
terms were 

Senator Levin. Did you live up to a contract with Deutsche Bank 
which was like this contract? 

Mr. WiBBELMAN. No question, generally speaking, this type of 
thing took place, yes. 

Senator Levin. Not this type. This thing took place. 

Mr. WiBBELMAN. So the reason, sir, why we do not have con- 
tracts is because how Metro’s business operates is it is basically a 
timeline. 

Senator Levin. OK. Let me go back. That is not my question. Ba- 
sically this contract was executed. Is that correct? This agreement 
was executed? 

Mr. WiBBELMAN. I can tell you that the amount of tons that were 
contemplated when this contract was sent across ultimately did get 
canceled, and some of it did ship out. 

Senator Levin. OK. And did you live up to the section that said 
that Deutsche Bank would have to pay $65 per metric ton if it sold 
the metal instead of moving it to another Metro warehouse and re- 
warranting? Was that part of the deal? 

Mr. WiBBELMAN. They did not ultimately sell any of the metal. 

Senator Levin. No, I know. But would they have had to — was 
there a penalty here? Come on, let us just get to it. The section 
says Deutsche Bank would have to pay — this is Section 3.8 — $65 
per ton if it sold the metal instead of moving it to another Metro 
warehouse. Am I reading it right? Was that part of the deal? 

Mr. WiBBELMAN. So generally we do have break fees to our 
agreements, yes. If they agree to do 

Senator Levin. I am not talking about generally. Was that part 
of the deal with Deutsche Bank? 

Mr. WiBBELMAN. I cannot recall specifically. Senator, I am sorry 
to tell you, but I would not doubt that it was not part of the deal. 
I just cannot tell you for certain that it was. 

Senator Levin. OK. You have no recollection as to whether that 
was part of the deal or not? 

Mr. WiBBELMAN. I do not know. Senator, if it was actually ulti- 
mately invoiced and paid out that way. 

Senator Levin. I am not talking about ultimately invoiced. I am 
talking about the deal. 

Mr. WiBBELMAN. It was perhaps a term contemplated by this 
agreement. Again, I do not know if it was followed through upon. 

Senator Levin. That would be a $6.5 million penalty for 100,000 
tons of aluminum. 

Now, if Deutsche Bank broke the agreement to send the metal 
to a Metro warehouse, then Deutsche Bank would have to pay $65 
a ton. That is not free metal to me, by the way. You may want to 
talk about as free metal, then you may want to talk about choice. 
But when you enter into a contract, a business contract, you have 
given up choice. You can break the contract. That is always a 
choice. You could run a red light. You have got a choice. You made 
a deal. I do not know why you want to suggest you did not make 
a deal. You are in business. You made a deal. 

Mr. WiBBELMAN. Absolutely. Yes, we did. 
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Senator Levin. And part of that deal with that they would cancel 
warrants as soon as possible, and as you point out, finally, there 
is a direct relationship between canceling warrants and queue 
length. And most statisticians will tell you — and they will in the 
next panel — there is a direct correlation between the length of the 
queue and the premium. That may not always be true, by the way. 
Maybe that is not true every day or every year, but it is generally 
true. There is a correlation between queue length and premium. 
Why? Because the longer the queue length, the more rent that is 
going to be paid, and that is part of the premium, is how much rent 
do you have to pay on top of what the LME price is. That is what 
the premium is all about. It is cost of storage. 

So Deutsche Bank did not pay any penalty here because, after 
canceling warrants for all 100,000 tons, Deutsche Bank ended up 
keeping 30,000 warrants, as you pointed out, in the original ware- 
house and re-warranting it, and they sent about 70,000 tons into 
other Metro warehouses, and they re-warranted it. 

Now, let us talk about correlation. The contract, or the “deal” — 
let me put it in your words — was dated September 15, 2010. Is that 
correct? 

Mr. WiBBELMAN. Yes. 

Senator Levin. Thanks. And then on September 20, 2010, Deut- 
sche Bank canceled warrants for 100,000 metric tons pursuant to 
the deal. 

Now, would you say that you had some influence over the can- 
cellation by entering into a deal which required them to cancel if 
they lived up to the deal? 

Mr. WiBBELMAN. Well, I think there were incentives that they 
were trying to capture, but those incentives were not all Metro. 
Some of those incentives were what the market was offering in 
terms of its ability to capture a higher interest rate on the capital 
it deployed, plus whenever Deutsche Bank would enter into a 
transaction like that, they would gain the optionality. They would 
have this metal, and then if the market moved in any direction or 
another, they would be able to take advantage of that movement. 
And so, for example, when the market must have moved in some 
way where they decided not to ship, for example, the 30,000 tons 
and to put it back on-warrant within its existing location, they 
probably did that in exchange of some market movement, I am 
guessing. 

Senator Levin. Did that contract have an effect on cancellations? 

Mr. WiBBELMAN. Certainly I would say that their choice to take 
advantage 

Senator Levin. No. Did the agreement 

Mr. WiBBELMAN. We were providing a solution 

Senator Levin. I am talking about did the agreement itself pro- 
vide for cancellations. Did the deal say if they lived up to it. I know 
they did not have to. 

Mr. WiBBELMAN. We are part of the market. We are part of the 
LME’s market, and I believe that this contract was — allowed Deut- 
sche Bank to have solutions to its — to the problems that come with 
its 

Senator Levin. I am sure that is why Deutsche Bank signed the 
contract, because they were given some money to keep the ware- 
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house there and they were penalized if they did not keep the metal 
in the warehouse. OK. 

Now let me go back to my question. Did the agreement have a 
provision that related to cancellations? I will read it to you again 
if you want. 

Mr. WiBBELMAN. Any 

Senator Levin. Not any, this one. The deal that you made with 
Deutsche Bank? 

Mr. WiBBELMAN. It is a condition precedent for them to cancel 
the warrants should they want to have the option of the incentives 
we were offering. That is right. 

Senator Levin. Did it have a provision relative to cancellations? 

Mr. WiBBELMAN. It talked about 

Senator Levin. Not talked. Come on. They do not talk. Contracts, 
written things, do not talk. You talk. 

Mr. WiBBELMAN. OK. Again, Senator 

Senator Levin. I am trying to get you to just acknowledge what 
is obvious. This contract had a provision saying that if they lived 
up to the contract and if they exercised the options and all the rest, 
that they would cancel as soon as possible. 

Mr. WiBBELMAN. That is right, as long as it is with the “if.” 

Senator Levin. Of course. You never have to live up to a con- 
tract. You can pay a penalty. Or you cannot live up to it — ^you can 
create a reputation for yourself that you do not live up to contracts. 
You do not have to obey a red light. You could go through a red 
light. 

Now, did you enter into a deal with them? 

Mr. WiBBELMAN. Certainly there was a deal that took place. 

Senator Levin. And did that deal, if lived up to, relate to can- 
cellations? 

Mr. WiBBELMAN. If they did cancel the metal, then, yes 

Senator Levin. No. Did it say they would cancel as soon as pos- 
sible? 

Mr. WiBBELMAN. Sir, I am trying to tell you that was the con- 
tract that they wrote, that we 

Senator Levin. I do not care who wrote it. Did you agree to it? 
You did not sign it. Did you agree to a deal? 

Mr. WiBBELMAN. We had a deal. There is no question about that. 

Senator Levin. Well, you had a deal. You did not agree to the 
deal? 

Mr. WiBBELMAN. Yes, our deal was conditional. If they chose 
to 

Senator Levin. No. Did you have a deal? 

Mr. WiBBELMAN. Yes, we had a deal. 

Senator Levin. Did you agree to the deal? 

Mr. WiBBELMAN. Yes, we did. 

Senator Levin. Did the deal have a provision that, if lived up to, 
would require cancellations as soon as possible? 

Mr. WiBBELMAN. The deal was that if they cancel, then we will 
make these payments. But it was their choice to cancel or not can- 
cel. We were not going to sue them if they did not. It was a reg- 
ular — 
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Senator Levin. Did it say they would cancel as soon as possible 
if they lived up to it and exercised it? Did it have that provision? 
Are the words that I am looking at, am I reading them accurately? 

Mr. WiBBELMAN. Senator, I am just trying to tell you that the ac- 
tual written document does not have as much weight as you are 
imagining and in the way the actual transaction took place. 

Senator Levin. Was it in your interest that they cancel? 

Mr. WiBBELMAN. I mean, they had to cancel in order to get our 
incentives. That is certainly true. 

Senator Levin. Was it also in your interest that they keep the 
metal in your warehouse and that they cancel? 

Mr. WiBBELMAN. Well, in our interest. Senator, would be if no- 
body shipped metal out of the warehouse. 

Senator Levin. Did they cancel? 

Mr. WiBBELMAN. They did cancel. 

Senator Levin. Was it in your interest that they cancel? 

Mr. WiBBELMAN. No, I do not think it was. 

Senator Levin. So you entered into a deal that said they would 
cancel as soon as possible, but that was not in your interest? 

Mr. WiBBELMAN. Well, remember that the relative bargaining 
power, the owner can cancel with or without our involvement, 
right? So we are trying to give them solutions that involve us if 
they move us, right? And so that is what we were doing. We were 
trying to provide solutions to them in the event that they canceled 
and moved the metal. 

Senator Levin. You are just telling us under oath that you did 
not care whether they canceled or not. 

Mr. WiBBELMAN. I cannot tell you that it was — I do not know if 
they have 

Senator Levin. I am asking you. You are telling us under oath 
you did not care if they canceled or not. 

Mr. WiBBELMAN. Well, I would have to say. Senator, that I do not 
recall then because I cannot tell you with certainty that I cared. 
I can tell you that the intent of the deal was that we are providing 
them with options to move — in the event that they moved it. 

Senator Levin. So the Deutsche Bank deal was approved by Met- 
ro’s board of directors, all Goldman employees, that explicitly called 
for Deutsche Bank to cancel warrants for 100,000 tons of alu- 
minum “as soon as possible.” That is the agreement. 

Then right afterwards, on September 20 , Deutsche Bank can- 
celed warrants for 100,000 tons of aluminum. So now let us look 
at the queue. There is the chart on the queue. This is what hap- 
pened when they cancel, that dramatic spike upward in the length 
of the queue, jumped from about 25 days to 120 days. That is when 
Deutsche Bank canceled. A hundred days more now the queue is, 
and the queue is correlated to the premium, and the premium is 
an important part of the price, and unhappily, a growing part of 
the price for aluminum buyers. You at least I think have acknowl- 
edged now that that spike was a result of cancellation. I think you 
gave us that much acknowledgment. Is that correct? 

Mr. WiBBELMAN. Yes. 
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Senator Levin. OK. And just for the record, that chart is Exhibit 
lk.i 

Let us look at another deal now, the fourth Red Kite deal. Metro 
told the LME, London Metal Exchange, that the deal was approved 
by a subcommittee of Metro’s board on November 1. Was that an 
accurate statement by LME, that the fourth Red Kite deal was ap- 
proved by a subcommittee of your board, which is all Goldman em- 
ployees? 

Mr. WiBBELMAN. That could be true. I do not have a recollection 
exactly, but it would be 

Senator Levin. OK. 

Mr. WiBBELMAN. I would not say it is untrue. 

Senator Levin. Take a look at Exhibit 25, ^ if you would. This is 
an email, I guess, from Gabriella Vagnini. Is that correct? 

Mr. WiBBELMAN. Yes. 

Senator Levin. She works for Metro? 

Mr. WiBBELMAN. Worked for Metro. 

Senator Levin. Worked for Metro at the time? 

Mr. WiBBELMAN. Yes. 

Senator Levin. And this was to someone named Barry Feldman, 
who was at Red Kite. Is that correct? 

Mr. WiBBELMAN. Yes. 

Senator Levin. And they are a hedge fund in London? 

Mr. WiBBELMAN. Yes. 

Senator Levin. And it says, “Dear Barry, I hope this email finds 
you well. Please note, Metro’s issued deal number” — there is a deal 
number here. There is an agreement. Do you see the word “agree- 
ment” there or “deal”? Do you see those two words? 

Mr. WiBBELMAN. Yes. 

Senator Levin. And then they lay out the deal between you and 
Red Kite. And if you look down at the bottom of that Exhibit 25, 
it says $36 per metric ton will be paid within 2 weeks of cancella- 
tion. That is a freight allowance, right? 

Mr. WiBBELMAN. Yes. 

Senator Levin. And that is like a subsidy that you are going to 
pay them if they do what this deal provides for. Is that correct? 

Mr. WiBBELMAN. Yes. 

Senator Levin. OK. And Metro is going to truck this material to 
an off-warrant Metro storage facility in Detroit. Is that correct? 

Mr. WiBBELMAN. Yes. 

Senator Levin. And then at the top of the next page, it says 
Metro will incur the shipping costs. Metro, you guys are going to 
pay the shipping cost to the other warehouse, right? 

Mr. WiBBELMAN. Yes. 

Senator Levin. And then it says Red Kite cancels 150,000 metric 
ton of aluminum in Detroit immediately. That was part of the deal? 

Mr. WiBBELMAN. Should they take up on it, yes. 

Senator Levin. I am saying it was part of the deal. I asked you 
before, part of the deal was you are going to incur shipping costs. 
That is if you accepted the deal, right? 


1 See Exhibit No. Ik, which appears in the Appendix on page 826. 

2 See Exhibit No. 25, which appears in the Appendix on page 1026. 
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Mr. WiBBELMAN. Yes. But what I am trying to explain is that 
there are deals that are conditional. A condition to us paying all 
this stuff is that they do that. 

Senator Levin. Right, exactly. Red Kite cancels 150,000 metric 
tons of aluminum immediately. 

Mr. WiBBELMAN. Yes, because timing is important in these trans- 
actions. 

Senator Levin. Yes. You wanted immediate cancellation of the 
warrants, right? 

Mr. WiBBELMAN. Just in order for this economics to apply. 

Senator Levin. Right. That is what you wanted. That was part 
of the deal that you agreed to, right? 

Mr. WiBBELMAN. Yes. 

Senator Levin. And Red Kite fulfills the requirements to get into 
the queue. 

Mr. WiBBELMAN. Yes. 

Senator Levin. There is a requirement to get into the queue. 

Mr. WiBBELMAN. Yes, only if they want to cancel and only if they 
want to ship it out. 

Senator Levin. And you are going to incur shipping costs only if 
they ship it out, right. 

Mr. WiBBELMAN. That is right, yes. 

Senator Levin. So it is like every other part of this deal. 

Mr. WiBBELMAN. That is right. That is how they all work. 

Senator Levin. Yes, exactly. You have obligations, responsibil- 
ities, commitments. You are going to pay what you call a freight 
allowance, a subsidy. You will pay it if they do these things, and 
you are going to truck the material. If they follow through, you got 
to follow through. Metro will take care of the shipping costs. And 
they will cancel. Is it not part of all one deal here? 

Mr. WiBBELMAN. Well, it is. Senator, but they have — things hap- 
pen, like just with the 

Senator Levin. I know things — I am just saying 

Mr. WiBBELMAN. With the Ileutsche Bank transaction 

Senator Levin. Is it part of one deal or isn’t it? 

Mr. WiBBELMAN. It is. But it is not to say that that is the only 
path by which this can be fulfilled. 

Senator Levin. No, they cannot 

Mr. WiBBELMAN. Right. 

Senator Levin [continuing]. Pursue the deal. 

Mr. WiBBELMAN. And just like with the Deutsche Bank 

Senator Levin. And you do not have to pursue the deal either, 
do you? 

Mr. WiBBELMAN. No. But with the Deutsche Bank transaction, 
for example, they decided not to ship the last amount. That did not 
happen. 

Senator Levin. The 30,000 

Mr. WiBBELMAN. Right. 

Senator Levin. I understand. They did not ship 30,000. They 
kept it in your warehouse. I got it. 

Did Red Kite, in fact, cancel 150,000 metric ton of aluminum im- 
mediately or promptly? Did they do that? 

Mr. WiBBELMAN. I expect they did. 
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Senator Levin. No, not expect. You know whether they did or 
not, don’t you? 

Mr. WiBBELMAN. Senator, there is a long timeline of this busi- 
ness activity. I do not have the particular recall of one deal at one 
moment in time, but I do not 

Senator Levin. Just another 150,000 metric tons of aluminum on 
trucks, hundreds of trucks going back and forth. You do not have 
any memory of the Red Kite at all? 

Mr. WiBBELMAN. Oh, I have a memory of it. 

Senator Levin. Well, let me refresh your recollection. Take a look 
at the deal, will you? Exhibit 25. You agreed it is all one deal? 

Mr. WiBBELMAN. What page are you on, sir? 

Senator Levin. Page 2. Since you do not have any recollection as 
to what the deal was here with Red Kite, top of page 2, “Red Kite 
cancels 150,000 [metric tons] of aluminum . . . immediately.” Does 
that help your recollection? 

Mr. WiBBELMAN. Sir, can you give me a page number? 

Senator Levin. Sure. Page 2 of Exhibit 25. 

Mr. WiBBELMAN. This page? OK. 

Senator Levin. Does that refresh your recollection, “Red Kite 
cancels 150,000 [metric tons] of aluminum in Detroit immediately”? 

Mr. WiBBELMAN. Well, yes, I know that was part of the deal if 
they did it. The only question I am having is, I just do not recall 
that they did it. But I assume that they did. 

Senator Levin. OK. And then it says, “Red Kite fulfills the re- 
quirements to get into the queue.” Does that refresh your recollec- 
tion, that there is a requirement to get into the queue? 

Mr. WiBBELMAN. Well, what that refers to, sir, is that 

Senator Levin. Not refers to. Does that refresh recollection that 
there was a requirement that they get in the queue? 

Mr. WiBBELMAN. That is not what this says, sir. What this is 
saying is that there are requirements to getting into the queue be- 
sides just canceling metal. They have to give us shipping instruc- 
tions. They have to provide us with 

Senator Levin. It is all there. 

Mr. WiBBELMAN [continuing]. The rental payment, right. 

Senator Levin. With instructions. Yes, it says, “Red Kite fulfills 
the requirements to get into the queue . . .” 

Mr. WiBBELMAN. Right. 

Senator Levin [continuing]. “. . . with shipping instructions for 
maximum appointments asap.” 

Mr. WiBBELMAN. I am trying to make the distinction 

Senator Levin. What does “asap” mean? 

Mr. WiBBELMAN. As soon as possible. 

Senator Levin. Get into the queue as soon as possible. I agree, 
with shipping instructions for maximum appointments. 

Mr. WiBBELMAN. The distinction I was trying to make. Senator, 
is it was not a requirement that they fulfill to get into the queue. 
It was that they had to fulfill requirements that Metro generally 
has in order to get into the queue, right? In other words, we had 
a series of steps which all of these businesses have to fulfill in 
order to get into the queue at all. 

Senator Levin. Were they required to get into the queue? 
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Mr. WiBBELMAN. No, they were not required to get into the 
queue. They were required to do it if they wanted to take advan- 
tage of the economics of this deal, though. 

Senator Levin. In other words, if they wanted to live up to the 
deal, they had to get into the queue? Yes or no. 

Mr. WiBBELMAN. OK. If they wanted to — they could have can- 
celed the deal and not done it. 

Senator Levin. If they wanted to live up to the deal, they had 
to get into 

Mr. WiBBELMAN. It was not a requirements deal, sir. 

Senator Levin. I am just asking a very direct question. If they 
were going to live up to this deal, did they have to get into the 
queue? 

Mr. WiBBELMAN. If they wanted the benefit of our economics in 
this deal, then they had to do that, yes. 

Senator Levin. I do not know how that is any different than 
what I am saying. If they were going to live up to the deal and get 
the benefits that they saw in the deal, they had to get into the 
queue. 

Mr. WiBBELMAN. Yes. I am just saying it is an option for them. 
They had the choice. You are saying it is a requirement. 

Senator Levin. I am going to keep asking it until you give me 
an answer. 

Mr. WiBBELMAN. I have given one. 

Senator Levin. In order to have the economic advantages that 
they saw in this deal, and if they were going to live up to the deal, 
they had to get into the queue. 

Mr. WiBBELMAN. That is right. 

Senator Levin. It took an hour to get there. 

Mr. WiBBELMAN. You asked it differently. 

Senator Levin. No, not really, because you knew very well that 
people enter deals with the intent to live up to them, and they 
enter deals because there is an economic benefit to them. You know 
that. You are a business person, a very active business 

Mr. WiBBELMAN. In this case, it was an option deal, right? They 
had the option to take advantage of this or they did not. 

Senator Levin. To enter the deal or not, to live up to the deal 
or not. It is always an option. Break the deal or not. You are free 
in that sense. We are all free to break deals. Not if you want to 
stay in business for very long. 

Now, I think you have already answered this question. You paid 
them $27 million, I believe, is that correct, as part of this deal? We 
can go through the invoice. 

Mr. WiBBELMAN. Could have been. 

Senator Levin. Does that sound about right? 

Mr. WiBBELMAN. Could have been. We think of things in dollars 
per metric ton. We do not tend to look at totals too much. 

Senator Levin. Do you want to go through these with me? Be- 
cause I can take the time and do it. 

Mr. WiBBELMAN. No, I will stipulate to your facts. 

Senator Levin. OK. 

Mr. WiBBELMAN. I am just telling you how it works. 

Senator Levin. That is fine. Now, would you agree with me — I 
think you already have, but I better ask it to be sure — that for 



44 


100.000 tons of metal where warrants are canceled for that 
amount, that at a load-out rate of 3,000 tons a day, that the queue 
would increase from that cancellation? I think you have already 
agreed to that. 

Mr. WiBBELMAN. Or from any cancellation, yes. 

Senator Levin. Including that one? 

Mr. WiBBELMAN. Yes. 

Senator Levin. Now, Goldman canceled warrants, its own war- 
rants, for over 300,000 metric tons of aluminum in 2012. Do you 
remember that? 

Mr. WiBBELMAN. I know Goldman has canceled warrants, yes. 

Senator Levin. OK. Assume that for the purpose of discussion 
that they canceled warrants for over 300,000 metric tons of alu- 
minum in 2012. You do not dispute that? 

Mr. WiBBELMAN. No. 

Senator Levin. So with those cancellations by Goldman, did 
Goldman through that action lengthen the queue? 

Mr. WiBBELMAN. Yes, if they did cancel them, they would have 
lengthened the queue. Any cancellation lengthens the queue. 

Senator Levin. I believe in your written testimony today that 
you said that, “The length of the queue to remove metal from Met- 
ro’s Detroit warehouse is not the result of action by either Goldman 
Sachs or Metro.” Now, that statement would not be true relative 
to the 300,000 warrants of their own that Goldman canceled. 
Would you agree that your written statement, at least that part of 
it, is not accurate? 

Mr. WiBBELMAN. What I am trying to say there is that 

Senator Levin. No, not trying to say. Would you agree that as 
a matter of fact that when Goldman canceled 300,000 warrants, 
that it did as a matter of fact increase the length of the queue? 

Mr. WiBBELMAN. Any cancellation increases 

Senator Levin. My question wasn’t any cancellation. You are an- 
swering any cancellation. My question is Goldman’s cancellation. 

Mr. WiBBELMAN. Yes. 

Senator Levin. When Goldman canceled warrants for over 

300.000 metric tons of aluminum in 2012, did that cancellation di- 
rectly lead to the lengthening of the queue? 

Mr. WiBBELMAN. They occupied spots in the queue and, there- 
fore, yes. Senator, it lengthened the queue. 

Senator Levin. So, therefore, you would want to modify your 
statement, which you are free to do, and I am not your lawyer, but 
I would suggest you would be wise to do, that your written testi- 
mony says that, “The length of the queue to remove metal from 
Metro’s Detroit warehouse is not the result of action by either 
Goldman Sachs or Metro.” In that case, at least, I believe you 
would want to acknowledge that when Goldman canceled the war- 
rants on 300,000 metric tons that it owned, that that did have a 
direct effect on the queue? 

Mr. WiBBELMAN. Yes. 

Senator Levin. OK. Now, next question. At least one person who 
worked for you was concerned by this type of deal which we have 
been talking about. If you would take a look at Exhibit 28, ^ this 


^See Exhibit No. 28, which appears in the Appendix on page 1052. 
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is an email sent by Mark Askew, who is co-head of sales at Metro, 
a long-time warehouse executive. I believe he worked for you, for 
several years. Is that true so far? Do you know who Mark Askew 
is? 

Mr. WiBBELMAN. Yes. Your characterization is accurate. 

Senator Levin. OK. In this email, Mr. Askew relays a rumor that 
another trading company had heard about the 100,000-ton can- 
cellation and that “we were blocking others.” Do you know what 
Mr. Askew meant when he said “we were blocking others” by that 
cancellation? I think that is the Deutsche Bank cancellation. 

Mr. WiBBELMAN. Well, sir, at the time it was a rumor by another 
trader at another conference, so I did not think I paid much atten- 
tion to it at the time. 

Senator Levin. All right. So you do not remember seeing it? 

Mr. WiBBELMAN. Well, I do not say that I did not see it. I am 
just saying that I do not recall having seen it at the time. 

Senator Levin. Do you know what he referred to when he was 
saying “we were blocking others”? 

Mr. WiBBELMAN. Well, I think, as you pointed out, that he was 
saying that if there is a cancellation, it would occupy spaces in the 
queue. 

Senator Levin. Does that mean he would be blocking others from 
leaving the queue? Is that what you understand he meant? 

Mr. WiBBELMAN. No. I mean, the LME system 

Senator Levin. The answer is no, that is not what you think he 
would mean by that? 

Mr. WiBBELMAN. I was trying to explain that the LME system is 
effectively a jump ball, whoever gets there first. So it is a system 
where people cancel metal, and the first actor in the system is the 
one that is able to get in the queue. 

Senator Levin. In that same email. Exhibit 28, he uses the term 
“Q management.” What does that mean? 

Mr. WiBBELMAN. Well, I think that at the time we were mar- 
keting our off-warrant services to our own customers, effectively 
people already in the warehouse. And so what we were doing was 
offering them options on what they would do when the metal left 
the Metro system. And so part of those options were that it could 
be re-warranted. And, remember, at this same time, we had a lot 
of metal that was going to our other off-warrant competitors. It was 
leaving Metro and going — again, another thousand feet or whatever 
to Metro competitors who were LME warehouses. And so we were 
just competing for that same business. 

Senator Levin. The Deutsche Bank deal was, as we have said, 
the first of six of these merry-go-round deals, and the next four 
were with Red Kite. As we indicated, that is the hedge fund in Lon- 
don. It took place in 2012. They involved a total of over 400,000 
metric tons. And in each deal, they agreed to cancel warrants, wait 
in the queue, get to the head of the queue, transfer the metal from 
one set of Metro warehouses to another, and then re-warrant the 
deal. 

Each time, if Red Kite did anything other than send the alu- 
minum to another Metro warehouse, it had to pay a substantial 
penalty. And in January, February, and March 2012, Metro en- 
tered into three separate merry-go-round deals with Red Kite. In 
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these deals, Red Kite was paid to cancel its warrants, join the 
queue, pay again to re-warrant the aluminum in other Metro ware- 
houses. 

Mr. Wibbelman, before entering these deals, did you consult with 
Mr. Gabillon and the Metro board of directors or a board sub- 
committee? 

Mr. Wibbelman. Yes. 

Senator Levin. Would you say then it is fair to say that each of 
these deals was a joint Goldman-Metro decision? 

Mr. Wibbelman. Some of the deals were specifically authorized 
by the subcommittee, and others of the deals were sort of vetted 
and understood. But generally we were aligned on the transactions. 

Senator Levin. So is it fair to say these basically followed a joint 
Goldman-Metro decision? 

Mr. Wibbelman. Yes. 

Senator Levin. OK. Now, the fourth and the last Metro deal with 
Red Kite was on November 5. It called for Red Kite to start can- 
celing warrants “immediately.” Red Kite started canceling war- 
rants 2 days later, on November 7, and the deal ultimately in- 
cluded over 180,000 metric tons of aluminum. The invoice. Exhibit 
22a, 1 showed Metro owed Red Kite $26 million in payments due 
under this deal. 

Now, Exhibit 25, ^ if you will take a look at it, Mr. Wibbelman, 
reflects the terms of the last Red Kite deal. It is an email from 
Metro to Red Kite on November 5. And if you will go to the top 
of page 2, where it says, “Red Kite will cancel 150,000 [metric tons] 
of aluminum . . . immediately.” And we have gone through that 
word “immediately,” and Red Kite will cancel, and I think it is 
pretty obvious you cared if they were going to comply, and you fi- 
nally agreed that if they were going to comply with the deal, it was 
important that they comply with the whole deal, and that was that 
they cancel 150,000 metric tons of aluminum immediately. And 
then they will fulfill the requirements as part of this deal “to get 
into the queue with shipping instructions for maximum appoint- 
ments asap” — as soon as possible. 

Now, if you go back to page 1 of that deal, Metro agreed to pay 
Red Kite $36 per metric ton within 2 weeks of cancellation, can- 
cellation of the warrants. Metro agreed to pay and ultimately did 
pay, and you have, I think, agreed to that so far. Right? 

Mr. Wibbelman. Yes. 

Senator Levin. And Red Kite got in line to leave. Is that correct? 

Mr. Wibbelman. Yes, to my recollection. 

Senator Levin. And then when Red Kite canceled, you now, I 
think, have agreed finally that that will lengthen the queue. 

Mr. Wibbelman. Yes. 

Senator Levin. Mr. Wibbelman, at the end of the fourth Red Kite 
deal in December 2012, the queue to leave the Metro warehouses 
in Detroit was about 500 days long. 

Mr. Wibbelman. Yes. 

Senator Levin. Did Red Kite’s cancellation of warrants on 
400,000 metric tons of aluminum over the course of the year con- 


1 See Exhibit No. 22a, which appears in the Appendix on page 1002. 

2 See Exhibit No. 25, which appears in the Appendix on page 1026. 
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tribute to the length of the queue? I know there were lots of can- 
cellations, but did their cancellations contribute to the length of the 
queue? 

Mr. WiBBELMAN. Any cancellation 

Senator Levin. Including those. 

Mr. WiBBELMAN. Including those, yes. 

Senator Levin. Mr. Wibbelman, the LME told us that queues 
were never terribly long nor persistent prior to Metro’s acquisition 
by Goldman. Was that accurate, what the LME told us? 

Mr. Wibbelman. Yes. 

Senator Levin. And then shortly after Goldman acquired Metro, 
the queue grew from under a month to nearly 2 years. Metro has 
the power, I believe, to load out more metal and bring down the 
queue. Is that correct? You could do that if you wanted to? The 
3,000 tons is a minimum, not a maximum, right? 

Mr. Wibbelman. Right. We did adjust from 1,500 to 3,000, so we 
presumably could adjust further upward if the LME changed the 
rules, yes. 

Senator Levin. Well, you could do that without LME changing 
the rules. 

Mr. Wibbelman. Yes. But our business model is based on the 
LME rules and our conforming to them. 

Senator Levin. Yes, but you could do that. You are not violating 
the rules by loading out more than 3,000 tons, are you? 

Mr. Wibbelman. No, but Eord could sell cars for $2,000 also. 
They do not do it. 

Senator Levin. I am not suggesting that — and I do not know 
what Eord’s pricing is. What you said may be true, it may be not 
true. I am sure they subsidize some cars and make profit on other 
cars. But that is a different issue. The point here is you could load 
out more than 3,000 tons if you want to, right? 

Mr. Wibbelman. If we adjusted the business, yes, we could. 

Senator Levin. And the queue then is significantly in your con- 
trol, the length of the queue. 

Mr. Wibbelman. We have 

Senator Levin. You say you have no control over the queue. You 
enter contracts which require people to increase the queue. If they 
live up to the contract 

Mr. Wibbelman. But there are many other participants in the 
contract that — and in the queue with whom we did not have any 
such contracts. 

Senator Levin. I understand. I am just talking about the con- 
tracts that you did have, probably hundreds of thousands of tons. 

Mr. Wibbelman. But there are also many other pricing compo- 
nents in the whole marketplace, other warehouses around that 
have as much as 4.5 million tons of metal that is available without 
going through the queue. 

Senator Levin. Exactly right. 

Mr. Wibbelman. So we are not the only actor. 

Senator Levin. Oh, I know. That is exactly the point, without 
going through a queue, a queue that is very important to Goldman. 
Instead we have these incredible merry-go-round deals that I do 
not know — they never existed before Goldman. Do you know of any 
other warehouse that goes through those kind of deals, they move 
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from one warehouse to another, a few hundred feet sometimes, pay 
people to cancel warrants, and then they penalize them if they do 
not do that, if they live up to the deal, and then they pay them 
again to re-warrant at another warehouse? Do you know of any 
other company that does that? 

Mr. WiBBELMAN. Well, Senator, I do not have visibility into what 
all of my competitors do, hut all of the warehouses in the LME sys- 
tem are quite close together, generally. Detroit is really an excep- 
tion where we have 1,600 square miles of eligible space in the tri- 
county area. So a lot of these areas are in tiny little ports. 

Senator Levin. Mr. Gabillon, in addition to sitting on the Metro 
board, you have a full-time job, I believe, as an executive at Gold- 
man Sachs. Is that correct? 

Mr. Gabillon. That is correct. 

Senator Levin. And right now you are head of the Global Com- 
modities Principal Investments Group at Goldman? 

Mr. Gabillon. That is correct. 

Senator Levin. And in 2010 you led the analysis to acquire 
Metro. Is that correct? 

Mr. Gabillon. That is correct. 

Senator Levin. And at the time Goldman acquired Metro, accord- 
ing to Goldman’s records, Goldman owned no physical aluminum 
and in the months leading up to it had less than 50,000 metric tons 
of aluminum. And after acquiring Metro, Goldman’s physical alu- 
minum trading spiked to over 1.5 million metric tons in December 
2012. Is that true, sound true? 

Mr. Gabillon. I do not know the specific numbers, but that 
sounds the right direction. 

Senator Levin. Sound about right? 

Mr. Gabillon. I do not know the exact numbers, but the direc- 
tion of travel, yes. 

Senator Levin. Well, would you say it sounds about right? I 
know the directions are right, but the direction would be right if 
they moved from 50,000 to 100,000. I am saying here the direction, 
according to Metro, Goldman’s physical aluminum trading spiked 
to over 1.5 million metric tons from zero or at the most 50,000 met- 
ric tons before it bought Metro, and my question is: Does that 
sound about right? 

Mr. Gabillon. That sounds about right, except I do not know the 
numbers, but I believe the metal trading group made some hires 
in 2010 and 2011 that probably resulted into this increased busi- 
ness activity, yes. 

Senator Levin. OK. Now, you told the Subcommittee that about 
the time that Metro was acquired by Goldman that Goldman hired 
two aluminum traders that you had referred to them, and these 
were traders that you knew from your years in the business with 
whom — I am sorry. This is to Mr. Wibbelman. 

Mr. Wibbelman. That was my testimony. 

Senator Levin. I misspoke. This is to Mr. Wibbelman. That at 
the time Metro was acquired by Goldman — and let me repeat it be- 
cause I was addressing the wrong witness. I apologize. 

Mr. Wibbelman, you told the Subcommittee that about the time 
Metro was acquired by Goldman that Goldman hired two alu- 
minum traders that you had referred to them, traders that you 
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knew from your years in this business and with whom you had 
good relationships. Is that true? 

Mr. WiBBELMAN. Yes, Senator. 

Senator Levin. OK. I want to talk about these information bar- 
riers that is your policy. LME-approved warehouses acquire the fol- 
lowing kind of information: Warehouse metal stocks, information 
about the size of those stocks, the current and future metal ship- 
ments, LME warrant cancellations, warehouse queue length infor- 
mation that is not available generally to market participants. 

Now, the LME has recognized that traders privy to this kind of 
warehouse information before it becomes available to the broader 
market could use that non-public information to benefit their trad- 
ing strategies, which would gain an unfair advantage over the rest 
of the market and over their counterparties. 

Now, as I said before, this type of information about warehouse 
queues is so sensitive and valuable that the LME will not publish 
it. And in a 2013 report, the LME said it does not publish detailed 
information on warehouse stock in queues because “the danger is 
that those merchants and trading houses with the most well- 
staffed analytical capabilities will take advantage of the avail- 
ability of data to derive a trading advantage.” 

To prevent confidential information from the warehouse from im- 
properly flowing to traders, the LME requires warehouses to create 
information barriers. Metro has a policy implementing that re- 
quirement, and I happen to agree with what I believe Senator 
McCain was driving at before about the potential value of that in- 
formation and how that value is very readily available to somebody 
who could profit from it. 

Now, we have 50 Goldman personnel who have been approved to 
receive confidential information about the warehouse. If you will 
look at Exhibit 40, ^ pages 2 and 3, those are two lists of Goldman 
personnel who are allowed to receive confidential Metro informa- 
tion. Exhibit 40. And that list includes, if you look at it, people who 
trade commodities and who supervise commodity traders. Is that 
right? That is for you, Mr. Gabillon. 

Mr. Gabillon. This list includes some people that are involved 
in trading, but not in metal trading. 

Senator Levin. OK. But they are involved in trading? 

Mr. Gabillon. I believe there is one board member who is in- 
volved in natural gas trading. 

Senator Levin. And that is a commodity? 

Mr. Gabillon. Yes. 

Senator Levin. He is a commodity trader? 

Mr. Gabillon. But he is not a metal trader. 

Senator Levin. Right. Not metal, but he is a commodity trader. 
Now, I do not believe that we should have to rely on Goldman em- 
ployees not sharing this information with other Goldman employ- 
ees, information which is important to the economic interest of the 
company that they work for. I just do not think we can rely on a 
private policy to make sure that this does not happen. The stakes 
here are too great, and it ought to be — as far as I am concerned, 
it should be illegal to share this kind of information. It is also un- 


^ See Exhibit No. 40, which appears in the Appendix on page 1236. 
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ethical, that is clear, but when you have a huge economic interest 
that is on the other side of ethical interests, too often the ethical 
interests give way. 

Now, Mr. Wibbelman, in June 2013, Mr. Whelan — that is Mark 
Whelan, I believe — quit. And take a look at Exhibit 30, ^ which is 
Mr. Whelan’s resignation email. And here is what he writes. He 
says: “I have some questions and concerns regarding the Chinese 
Wall Policy that is in place which regulates the interaction between 
Metro International, its customers, and J Aron.” Now, J. Aron — 
and I want to finish the email, and then I will tell you who J. Aron 
is. But he says: “I have some questions and concerns regarding the 
. . . Policy that is in place which regulates the interaction between 
Metro . . ., its customers, and J Aron.” And then he goes on to say, 
“This morning’s confrontation was extremely questionable.” 

Now, J. Aron is Goldman’s leading commodities subsidiary that 
executes its trades. Is that correct, Mr. Wibbelman or Mr. 
Gabillon? 

Mr. Wibbelman. Yes. 

Mr. Gabillon. Yes. 

Senator Levin. OK. And what was the confrontation all about, 
Mr. Wibbelman? 

Mr. Wibbelman. So the trader in the middle of our night ap- 
proached Mr. Gabillon with a complaint effectively about Metro in 
a transaction. But it was referred immediately to Goldman Compli- 
ance, who investigated the issue, and the issue was about Gold- 
man’s, J. Aron’s trading information. In other words, the Chinese 
Wall Policy is meant to protect information from Metro from flow- 
ing up to Goldman. This was about J. Aron’s own trading informa- 
tion, and so it was not really confidential information; it was really 
just flowing in the other direction than the policy is intended to 
block. In other words, Goldman could tell people about their own 
trading positions if they chose to. 

Senator Levin. And there is nothing in the Chinese Wall Policy, 
even if it is implemented properly, that stops Goldman from send- 
ing direction and information to you? 

Mr. Wibbelman. Well, this is about their own business in which 
we were usually conversing. 

Senator Levin. They own you, right? 

Mr. Wibbelman. Yes. But we are owned by the private equity 
side of Goldman, not the trading arm. 

Senator Levin. I understand. Goldman owns you. 

Mr. Gabillon. But I think 

Senator Levin. No, wait. Goldman owns you. Is that right? 

Mr. Wibbelman. We are owned by a subsidiary of Goldman, yes. 

Senator Levin. And there is nothing in even the Chinese Wall 
Policy, if it were implemented, if you could rely on it, which affects 
information flowing from Goldman to you? 

Mr. Wibbelman. That is not what the Chinese Wall Policy is in- 
tended to do. That is right. 

Senator Levin. And is there anything that prevents information 
coming from Goldman to you? 


^ See Exhibit No. 30, which appears in the Appendix on page 1060. 
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Mr. WiBBELMAN. They have their own confidentiality policies 
about their own information, but that is not what this is about. 

Senator Levin. But the Chinese Wall Policy does not stop that 
flow? 

Mr. WiBBELMAN. It does not. 

Senator Levin. OK. 

Mr. WiBBELMAN. It is not intended to. 

Senator Levin. Is there anything that stops Goldman from giving 
you direction, saying we want you to do X, Y, and Z? Is there any- 
thing that stops them from doing that? 

Mr. WiBBELMAN. So the way that it was set up. Senator, is that 
Metro operates in a silo, and J. Aron operates in a silo, and occa- 
sionally we have — we do sort of commercial business like with any 
other customer. And so we really do not listen much to J. Aron 
about anything other than their own business. 

Senator Levin. But there is nothing that stops that information 
from flowing? 

Mr. WiBBELMAN. There is no 

Senator Levin. There is no policy that stops the information from 
flowing to you? 

Mr. WiBBELMAN. I do not know about J. Aron’s internal policies. 

Senator Levin. You do not know about a policy? 

Mr. WiBBELMAN. Not about their policy 

Senator Levin. Or Goldman’s policy. 

Mr. WiBBELMAN. So I know about what Metro can 

Senator Levin. No. I know what Metro can convey in that direc- 
tion. I am talking about the other direction. 

Mr. WiBBELMAN. Correct. I do not have any visibility into that. 

Senator Levin. All right. So the Chinese Wall Policy, even if it 
is not a tissue paper, is a one-way information barrier. 

Mr. WiBBELMAN. It is, but we are the ones with what is supposed 
to be the confidential information, right? So they have information 
which may or may not be confidential, and that is for them to de- 
termine. 

Senator Levin. Did Goldman traders routinely talk to Metro em- 
ployees about their metal and about seeking discounted or free 
rent? Is that a routine matter? 

Mr. WiBBELMAN. It is at least an occasional matter, and at var- 
ious times it has been — we talk to them about their own metal or 
about just their ability to acquire metal, yes. 

Senator Levin. And about discounted or free rent? Have you 
talked to Goldman traders about that? 

Mr. WiBBELMAN. Have, yes. 

Senator Levin. Goldman approved the freight incentives? The 
freight incentives, the subsidies, that was approved, as you said al- 
ready, by Goldman? 

Mr. WiBBELMAN. Yes, we had transactions in which there were 
freight incentives involved, yes. 

Senator Levin. All right. And it approved each and every one of 
the six merry-go-round deals and decided not to take steps to short- 
en the queue, when it could have? Goldman can shorten that queue 
anytime it wants. You have already acknowledged that. They can 
load out more. They can tell you to load out more. And you have 
the power to load out more and to reduce the queue. At the same 
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time all of this is happening, Goldman is trading in aluminum-re- 
lated financial instruments whose prices are impacted by those de- 
cisions. If that is not a recipe for manipulation, then I have not 
seen recipes for manipulation. It is just vivid. I mean, they are en- 
gaged in financial transactions involving aluminum. They can 
change the queue and the length of the queue which affects the 
premium, and that premium, even by Goldman’s argument, is an 
important part, it is a growing important part, now 20 percent, of 
the all-in price for aluminum. I mean, that is just a recipe, again, 
for the kind of manipulation which — we have to prevent that, I be- 
lieve. 

Now, company policy I know says on a slightly different issue, in- 
formation about your transactions, Mr. Wibbelman, are not sup- 
posed to go to Goldman. I understand that. But a whole bunch of 
their employees get that information who are engaged in trading. 
Maybe not trading metals. Engaged in trading. And just to rely on 
a company policy in terms of information sharing, which is very 
beneficial and useful to a trader, is not good enough for me. 

Do you think we ought to make it illegal for a company to be 
using that kind of non-public information? 

Mr. Wibbelman. Well, Senator, to answer that, I would say that 
one thing you need to do if you do that is to take a look at the 
whole complex of actors in the international system and not just 
banks, because the banks act somewhat commercially, and eco- 
nomically they do. But there are other actors that act with sov- 
ereign interests and as unregulated traders. And they also own 
warehousing companies, and they also have large inventories, and 
they have trading positions, and they act vertically. 

So we act separately with intentionally separate economic inter- 
ests, and they act vertically with a lot of cooperation. 

Senator Levin. Well, we cannot protect our economy from 
other — we can, but not in this particular discussion. There are 
other ways of protecting our economy from wrongdoing from other 
countries. But we have to protect our economy from banks 

Mr. Wibbelman. Well, Senator, what I would say is that 

Senator Levin. Excuse me. We have to protect our economy from 
banks that engage in huge involvement in commodities which can 
open up some real possibilities about their own health, and that 
means the economy’s health. But I am particularly interested in 
this potential here and this reality of manipulation, because there 
is just no doubt that queues were affected, influenced, and manipu- 
lated in contracts which this warehouse company entered into, a 
warehouse company owned by Goldman. There is no doubt that 
these six deals that we talked about, which you obviously welcomed 
as a warehouse company and Goldman approved, had a direct in- 
fluence, as we can see from the chart, on the length of the queue, 
given the correlation between the length of that queue and the pre- 
mium price of aluminum and the importance of that premium 
price, by everybody’s measure — even Goldman acknowledges it af- 
fects the all-in — not the total all-in price, but it affects the size of 
the LME price, because Goldman argues that if the premium price 
goes up, the LME price then goes down. That is Goldman’s argu- 
ment. So, therefore, the length of the queue even by Goldman’s ar- 
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gument has an impact on how the pieces of that price, that all-in 
price, come together. And Goldman is trading on those pieces. 

Mr. WiBBELMAN. Senator, I would say one thing, and that is 
that 

Senator Levin. You do not have to — you can respond. I will give 
you a minute. But I am talking about Goldman here. 

Mr. Gabillon. Senator, can I 

Senator Levin. We will give you a chance to respond. 

Mr. Gabillon. Thank you. 

Mr. WiBBELMAN. I would just like to say one thing, which is that 
there are, as I mentioned, many international actors in the system 
and you have to give us credit — Metro credit for having brought in 
4.6 million metric tons of aluminum into the system, and that cre- 
ated, again, a buffer stock for these consumers without which they 
would have only a single source of supply, the actual producers of 
metal. Someday those producers might only be in Russia, right? 

And so we brought a strategic stockpile into the United States. 
I mean, China has an actual entity which actually collects strategic 
stockpile 

Senator Levin. The issue is not whether you bring a strategic 
stockpile into the United States. The question is the rules of the 
game relative to that strategic stockpile, and we cannot allow that 
stockpile to be used to manipulate a premium on aluminum. We 
cannot allow that because that premium, in the eyes of most, af- 
fects the price of aluminum, and even in the eyes of Goldman af- 
fects the LME price, because Goldman argues the LME price goes 
down as the premium goes up, and that means that the overall 
price, the all-in price is not affected by these kinds of maneuvers. 

OK. If Goldman is right, then they still have this huge potential 
to use the queue length in order to affect the premium, and they 
deal in these premiums, and they deal in the LME price in their 
financial transaction side. That is what we cannot allow. I do not 
have any problem in your business gaining more aluminum. It is 
the way in which Goldman is using this product, this particular fa- 
cility. 

Mr. Gabillon. So, Senator, if I may, sir? 

Senator Levin. Yes. 

Mr. Gabillon. So we are absolutely aware of the risk that you 
mentioned, and this is why we have all those information barriers. 
And as I mentioned earlier, we do not rely only on the Goldman 
Sachs surveillance that takes place. PwC has audited the informa- 
tion barriers twice in the last — it is now a requirement under the 
LME rule. It has happened twice already. It is going to happen 
every year going forward. And all those audits have been success- 
fully passed. 

Our information barrier policy goes above and beyond the LME. 
I am responsible on the board. I see all the information. There is 
no confidential information that goes to those 50 people. 

Senator Levin. You do not mean that there is no confidential in- 
formation that goes to those 50 people. Those 50 people get con- 
fidential information. 

Mr. Gabillon. No. I think most of the 50 people here are in our 
financial control and compliance and legal to actually help the 
risk — to control the risk on this company. 
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Senator Levin. Are they all allowed to get that confidential 

Mr. Gabillon. No, they are not. Compliance conveyed — even the 
information I receive, Senator, is not actionable as a trader. It is 
delayed, it is sanitized, it is aggregated. It is not per location. It 
is all controlled. We have a system in place on that. 

Senator Levin. Different people get that information in different 
real time. Is that correct? 

Mr. Gabillon. Not real time 

Senator Levin. No. Some of those 50 people get it in real time. 

Mr. Gabillon. No, nobody ever gets 

Senator Levin. Are they allowed to get it in real time? 

Mr. Gabillon. No, they are not. 

Senator Levin. OK. We are going to take that up later. 

Mr. Gabillon. We are up here to discuss it. The other point I 
would make 

Senator Levin. OK. I want to go back to one thing that Mr. 
Wibbelman said, by the way, when you say you are a reasonable 
source of supply, with a 600-day wait 

Mr. Wibbelman. But people are choosing to cancel warrants dur- 
ing that time because they perceive the relative value, right? Here 
is the issue. The other warehouses in the world, the metal is not 
available without the consent of the seller, right? 

Senator Levin. Of course. 

Mr. Wibbelman. The difference was Metro’s warehouses really 
from day one, the metal has been freely available, and that is what 
has been giving people the chance to make a value decision on 
whether it has been worthwhile or not to cancel. 

Senator Levin. Is it freely available with a 600-day wait? Is that 
aluminum available? 

Mr. Wibbelman. Those are the warrants at that time that were 
in circulation. If you would trade on the LME 

Senator Levin. I am just asking, is that aluminum freely avail- 
able? That is all I am asking. 

Mr. Wibbelman. It is available to own, and they make a deci- 
sion — 

Senator Levin. Not own. To get. 

Mr. Wibbelman. It was available to get, but 

Senator Levin. Not was. Is. 

Mr. Wibbelman. Well, the warrants were available to get. 

Senator Levin. Not warrants. Is the aluminum available? 

Mr. Wibbelman. But they generally know that, and then they do 
not 

Senator Levin. I am asking, is that aluminum, which is subject 
to a 600-day wait, available? That is all I am asking. And the an- 
swer is no, that aluminum is not. 

Mr. Wibbelman. It is relatively more available than the metal in 
all of the other warehouses where the seller does not want to sell. 

Senator Levin. Well, it is more available — if you cannot buy it 
anywhere else, then it is more available if there is no other alu- 
minum you can buy. I am just asking you 

Mr. Wibbelman. What I am saying is there are a lot of actors 
in the system, and they have big stockpiles of metal, and they are 
not selling. 
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Mr. Gabillon. I think Mr. Wibbelman refers to all the other 
warehouses in the LME system that are not flowing at all, not even 
with a queue with no flows. 

Senator Levin. Fine. If you cannot buy aluminum anywhere else, 
that is fine. I am just asking whether aluminum with a 600-day 
wait is freely available. That is all I am asking. And the answer 
is no, that aluminum is not. It is a 2-year wait. That is the answer. 
It is the obvious answer. That is OK. I am not going to get even 
obvious answers. I understand that. 

Here is what we have, and I am going to wind up here. Goldman 
acquires a business, and everything changes, and that is Metro’s 
business we are talking about. Metro had not ever paid enormous 
freight incentives before. They had paid some, but they went up in 
a huge way, the amount of freight incentives, subsidies. Metro had 
never entered a merry-go-round deal before. These were unique. It 
had never had enormous queues before. A couple of Metro sales- 
people who had been in the company for a decade quit after raising 
concerns about these practices. 

Now, here is where Goldman sits in all this. Goldman is in the 
catbird seat. It controlled or had a say over every variable about 
Metro and through Metro. It impacted aluminum prices, current 
and future. It impacted the premium. It impacted the LME price 
by Goldman’s argument. Other people will argue — and we will hear 
from them — that it directly also had an impact on the all-in price, 
but even by Goldman’s argument, again, it impacted the LME 
price. And I think it is clear that I am not a statistician — every 
statistician says there is a huge correlation between the length of 
that queue and the premium. 

Goldman employees had a say over how much incentives Metro 
would pay to attract aluminum, and they approved previously un- 
precedented levels of incentives. They had a say and agreed to the 
merry-go-round deals. They approved them to keep aluminum in 
the warehouses, block the exits, and that resulted in longer queues 
and higher premiums. 

Goldman itself — and this one is now undisputed, by the way, un- 
disputed, even with these witnesses. Goldman canceled warrants 
and lengthened the queue. Goldman could have shortened the 
queue that it helped create by directing Metro to load out more 
metal, but it did not. All the while Goldman is engaging in its own 
trading of financial instruments related to aluminum, including 
trading in futures contracts. 

We thank you. We thank you for your cooperation with the Sub- 
committee, by the way. Both of your companies have been coopera- 
tive with the Subcommittee in terms of providing information to us, 
and we appreciate that, and we will now move to our second panel. 

Mr. Gabillon. Thank you. 

Senator Levin. We will now call our second panel of witnesses 
for today’s hearing: Jorge Vazquez, Founder and Managing Direc- 
tor, Harbor Aluminum Intelligence Unit LLC, Austin, Texas; and 
Nick Madden, Senior Vice President and Chief Supply Chain Offi- 
cer, Novelis Inc., Atlanta, Georgia. We very much appreciate both 
of you being with us today. We look forward to your testimony. 

According to our rules, everyone who testifies in front of us is 
sworn in, so we would ask you both to please stand and raise your 
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right hand. Do you swear that the testimony you will provide to 
this Subcommittee will be the truth, the whole truth, and nothing 
but the truth, so help you, God? 

Mr. Vazquez. I do. 

Mr. Madden. I do. 

Senator Levin. Your written testimony will be made part of the 
record in its entirety. The red light will come on in front of you 
about 5 minutes from now. We would ask that you try to limit your 
oral testimony to 5 minutes, if you could, and before that red light 
comes on, there would be a light change from green to yellow about 
a minute before the end of the 5 minutes. 

So, Mr. Vazquez, why don’t you go first, and then Mr. Madden. 

TESTIMONY OF JORGE VAZQUEZ, i FOUNDER AND MANAGING 

DIRECTOR, HARBOR ALUMINUM INTELLIGENCE LLC, AUS- 
TIN, TEXAS 

Mr. Vazquez. Thank you. Good afternoon. Chairman Levin, Sen- 
ator McCain, and other Members of the Subcommittee. Thank you 
for your invitation to provide my views on areas related to alu- 
minum warehousing and market premiums. 

I would like to summarize my opinions in the following four 
points: 

Since 2010, the North American aluminum consumer has lacked 
an efficient market of last resort to go to. Harbor estimates that 
North America will end 2014 with an aluminum production deficit 
of 2.4 million tons of aluminum. Although 1 million tons of metal 
is stored in LME Detroit, an aluminum consumer who would like 
to source metal from these warehouses faces a load-out waiting 
time of 665 days. As a reference, prior to 2010, waiting times aver- 
aged less than 2 weeks. This long waiting time of 665 days and the 
capital requirements to source the metal out from these ware- 
houses makes it prohibited for the consumer to effectively use the 
LME as a backup. This is taking place as North America is experi- 
encing a growing aluminum deficit. 

A critical mass of metal was allowed to be formed in Detroit 
Metro. This has created unprecedented effects. By January 2009, 
as a result of the aluminum market surplus generated by the eco- 
nomic crisis, LME Detroit had accumulated 342,000 tons of alu- 
minum in its warehouses. Baltimore had also the same volume, but 
diluted among survival warehousing companies. 

This concentration of metal in one warehousing company gave 
Metro the ability to offer more warehouse incentives than any 
other company, the ability to outbid the aluminum consumer, and 
the start of a self-feeding cycle that allowed the company to perma- 
nently increase the metal stored in its warehouses in spite of a 
growing market deficit. 

One month after Detroit’s critical mass and dominance position 
was established, Goldman Sachs acquired Metro. When Goldman 
acquired Metro, LME Detroit had an equivalent of less than 44 
days of a load-out queue. Five months later, LME Detroit started 
to experience ongoing massive and unprecedented cancellations 


^The prepared statement of Mr. Vazquez appears in the Appendix on page 148. 
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which lengthened the queue to an unprecedented waiting time of 
702 days by May of this year. 

In my view, the lengthening of Detroit’s queue to unprecedented 
waiting times has impacted market premiums, the all-in price of 
aluminum, and the aluminum consumer. While the logistical cost 
to source metal from Russia and the Middle East, North America’s 
main aluminum suppliers, has remained stable since 2009, the cost 
of sourcing metal from LME Detroit has increased more than ten- 
fold. 

As the cost of sourcing metal from LME Detroit increased, so did 
the reference point for consumers, traders, and producers to nego- 
tiate with. As a result, the Midwest Premium is today ten times 
higher than what it was in 2009. 

Harbor estimates that the lengthening queue in Detroit has cost 
the North American aluminum manufacturer at least $3.5 billion 
since 2011. There are warehouse practices that may pose a conflict 
of interest. 

Paying warehouse incentives to attract metal is a standard and 
historical practice. What is certainly not a common practice, how- 
ever, is when LME warehouse operators offer and pay an incentive 
to warehouse customers to cancel metal and wait in the queue. 
That practice poses serious conflicts of interest because incen- 
tivizing the lengthening of load-out queues can materially impact 
market premiums. 

Thank you. 

Senator Levin. Thank you. And, by the way, if you would just 
spend a minute telling us what Harbor Aluminum does, what is 
your role and goal? 

Mr. Vazquez. I am the Founder and Managing Director of Har- 
bor Aluminum, which is an independent, privately owned con- 
sulting firm that specializes in analyzing the aluminum industry 
and its various markets, and in providing market intelligence to 
our customers. We serve over 300 clients along the entire supply 
chain in every region of the world. 

Senator Levin. Thank you. 

Mr. Madden, we will hear from you next.. 

TESTIMONY OF NICK MADDEN, i SENIOR VICE PRESIDENT AND 

CHIEF SUPPLY CHAIN OFFICER, NOVELIS INC., ATLANTA, 

GEORGIA 

Mr. Madden. Chairman Levin, and Ranking Member McCain, I 
very much appreciate this opportunity to speak to you today and 
to answer your questions. 

My name is Nick Madden, and I am the Senior Vice President 
and Chief Supply Chain Officer of Novelis. Our company is 
headquartered in Atlanta. We are the world’s leader in aluminum 
rolling and recycling, and we are also the largest buyer of alu- 
minum in the world, with a buy of about 3 million tons. I am re- 
sponsible for that, and I have been in the industry for 36 years. 

For the last 3y2 years, Novelis has been very public in our advo- 
cacy to restore normal functioning to the market, specifically 
around the London Metal Exchange warehouse practices. The 


^The prepared statement of Mr. Maddin appears in the Appendix on page 164. 
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warehouse issue is having a profoundly negative impact on our cus- 
tomers’ businesses, and our customers include some of the most fa- 
mous brands in the world, with beverage companies like Coca-Cola 
and Anheuser-Busch, automakers like Ford, General Motors, 
Chrysler, and BMW, and consumer electronics manufacturers like 
Samsung and LG. 

As an aluminum roller, we seek to keep ourselves neutral to 
movements in the London Metal Exchange price. But last year, our 
Asian operations took a $40 million hit as a result of this issue. 

The consequences are equally serious for consumers in the 
United States. Supply and demand in the aluminum market has 
been completely upended in recent years, and since 2010, when the 
banks and trading companies bought into the warehouses, alu- 
minum premiums have tripled. Now premiums are at the highest 
levels ever in history, and last year this was coincident with inven- 
tories being at the highest level ever in history. It is an unprece- 
dented situation in the history of the global aluminum market. 

So for companies like us — we are an aluminum converter — we 
have three key issues: 

First, inflated premiums. We estimate that consumers around 
the world — and this is a conservative estimate — are paying at least 
$6 billion a year more than they should be. 

The second is supply chain risk. If I buy metal from Detroit 
today, I have to wait until September 2016 to pick it up. 

And then, finally, price exposure. With the premium now at 20 
percent not 5 percent of the all-in price, we can no longer manage 
price risk effectively. 

But the most serious issue is the inflated cost. Whether it is for 
a truck or a smartphone or a beverage can, the American consumer 
ultimately will pay the price, and we liken this to a hidden tax on 
the price of today’s aluminum products. 

All this is happening at a time when the aluminum industry is 
in actually a very healthy situation. We see strong growth around 
the world, but the most exciting growth is in the automotive sector, 
specifically in North America. And my company has invested $400 
million to meet that growth and added 375 highly skilled jobs in 
our plant in Oswego, New York. 

So you can imagine our frustration when we see threats to the 
supply chain and to the competitiveness of aluminum as a result 
of what appears to us to be an engineered squeeze in our market. 
While the LME has finally begun to act, progress is slow, and the 
situation on the ground gets worse every day. 

So what is the fix? Because I know everything cannot be fixed 
today, but if I had a magic wand and could make things improve, 
there are three things that we would like to see happen which we 
think would benefit our company, our industry, and the American 
consumer. 

The first of those is banks and trading companies should not be 
allowed to own warehouses. 

Second, we need to clarify the scope of the CFTC to ensure that 
there is no vagueness over its coverage of the warehousing attach- 
ment to the LME market. 



59 


And, third, warehouses should not he allowed to charge rent once 
a warrant has been canceled, and we believe if you implement that, 
the incentive for this whole problem would disappear overnight. 

So, again, as the world’s largest buyer of aluminum and on be- 
half of Novelis, I thank you for this opportunity and would be very 
happy to answer questions. 

Senator Levin. Well, thank you both for coming and for your tes- 
timony. It is very powerful testimony. 

Mr. Madden, I think you perhaps have already answered this, 
but I am going to ask a question in a way that perhaps you could 
expand a bit on what your testimony is. I think as a result of our 
investigation and Report probably you have learned for the first 
time about the participants and circumstances behind some of the 
warrant cancellations at the Metro warehouses in Detroit since 
2010 that contributed to the hugely longer queue, including some 
of those merry-go-round trades, the large cancellations by Goldman 
and JPMorgan as well as Metro’s premium-sharing arrangements. 
And on a practical level, you have given us some of the impact al- 
ready on your customers and on you. 

Were you surprised when you heard about these practices? 

Mr. Madden. I was kind of surprised, but not entirely. I would 
say it equated with our worst fears of what could be happening, be- 
cause this behavior of massive cancellations is unprecedented. And 
you asked that question earlier. I know of no occurrence in history 
at the aluminum — since the LME started trading in 1978, which is 
when I started working in the industry, I know of no precedent. So, 
yes, this surprised — the actual activity surprised us. But am I com- 
pletely — something strange was going on, but it was very opaque 
to us because all these transactions happened in a non-reported 
way. 

Senator Levin. Well, were you horrified by what you saw? 

Mr. Madden. Well, it makes us look naive; being the biggest 
buyer in the world, we did not know this was going on. But we do 
believe that the activity was definitely prolonging the queue, and 
we do believe absolutely that there is a direct linkage between the 
premium and the queue, and, therefore, we think this issue — and 
this is what we have been kind of talking publicly about for the 
last 3 V 2 years, that the issue around Detroit — and now it has 
moved to Vlissingen in Europe as well — is pushing up premiums to 
levels never seen in history. 

Senator Levin. Now, Mr. Vazquez, if you can tell us in your judg- 
ment the relationship — two relationships: First, between the length 
of the queue in a warehouse and the premium, what is the rela- 
tionship between the premium and the so-called all-in price? Those 
two things, first between the queue and the premium, and then be- 
tween the length of the queue and the overall all-in price. Some- 
times I call it “market price.” I guess it is somewhat different from 
market price, but for most intents and purposes, market price. 

Mr. Vazquez. Our work, our mathematical work, our empirical 
tests are really clear to indicate that queue length determines or 
impacts greatly the premium. And not only there is a strong cor- 
relation between the length of the queue and the premium, but 
there is causation, meaning mathematically, econometrically, the 
queue causes the premium. And the reason for that is that 
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Senator Levin. When you say “causes” 

Mr. Vazquez. Yes, causes. 

Senator Levin. It is a part of the premium. 

Mr. Vazquez. Yes. 

Senator Levin. Or has a direct relationship to the length? 

Mr. Vazquez. Yes. It is hoth, yes. Not only there is a correlation, 
because sometimes there are two variables that may be correlated, 
but they are not really — one does not cause the other. But in the 
case of the queue and in the case of the premium, not only there 
is correlation but there is causation, meaning 

Senator Levin. Why is that? 

Mr. Vazquez. Because the premium is the full logistical cost of 
sourcing metal. When a consumer or a buyer looks to buy metal, 
they have three options: They can go to the trader, they can go to 
the smelter, or they can go to the LME. How much it costs to move 
the metal all the way from the smelter to the consumer plant is 
an important factor behind the premium. 

The full logistical cost of moving metal from the trader’s ware- 
house to the consumer’s warehouse also impacts the premium. And 
the full cost of buying a warrant, canceling the warrant, paying 
storage fees, paying the FOT charge, which means how much you 
pay to load out the metal and put it in a truck, and then from 
there to your own warehouse, to the consumer warehouse, is an- 
other important logistical cost. 

So the combination of these logistical costs determine the pre- 
mium. So the backup that the consumer has is the LME. That is 
the market of last resort. If the trader or the producer is charging 
too much in terms of premium, the consumer can go to the LME 
and source the metal himself, paying storage. But if the backup 
has a prohibitive cost, if the queue is so long that you have to pay, 
like today, 665 days of rent, then the trader and the producer know 
that your option is not really an option, and it is too expensive. So 
the point of reference, the point of negotiation goes up. 

In the past, when queues were less than 2 weeks or were less 
than 30 days, the consumer, whenever they were negotiating with 
the trader and the producer, said, ‘You want to charge me so much 
for premium? Eorget it. I can go to the warehouse and source it 
myself. And the equivalent cost is such that it is cheaper than 
what you are charging me.” 

So the consumer has always used the LME as a leverage, as a 
point of reference when negotiating with the producer and the trad- 
er. But if you take that away, then the trader and the producer can 
charge at least what is the cost for the consumer to load out the 
metal from the LME warehouse into his plant. So that is the 
backup that the consumer has. 

Senator Levin. Goldman is arguing that when the premium goes 
up, the LME price goes down because the all-in price will always 
be about the same. That is their argument. If you buy it 

Mr. Vazquez. Senator, evidence tells us the opposite. Why the 
opposite? There is no clear, robust empirical data that tells us that 
the LME moves inversely to the premium. They move in tandem. 
There is no — the LME price impacts the all-in price. The premium 
impacts the all-in price. There is no objective data, analysis, that 
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tells us that the LME falls when the premium goes up. Quite the 
opposite. 

Senator Levin. Before I turn it over to Senator McCain, do you 
agree with that, Mr. Madden? 

Mr. Madden. I do. 

Senator Levin. That the argument of Goldman that when the 
premium goes up, the LME price goes down because the all-in price 
always stays about the same — ^you just do not buy that? 

Mr. Madden. No, I do not. I can think of a parallel in history, 
so the last time we saw stocks at the levels we have today was in 
the early 1990’s after the collapse of the Soviet Union, and lots of 
metal flooded out of Russia into the United States, and so on. At 
that point the LME price was down at $1,070 a ton at the low 
point. And the Midwest Premium was between 0 and half a cent. 
So when the demand is very weak or there is so much oversupply, 
you would expect both the premium and the underlying price to be 
weak. What we have today is, as I said, the highest stocks in his- 
tory, and, therefore, one would expect the fundamentals are not 
great. But we have the highest premiums ever in history. There is 
no parallel, there is no time ever in the history of this market that 
we have seen a Midwest Premium of 23 cents, and historically it 
ranged from 0 to 7 cents a pound. So this is a whole new phe- 
nomenon that we are trying to get to grips with. 

Senator Levin. Thank you. Senator McCain. 

Senator McCain. So as a followup, it probably would not be pos- 
sible, could it, unless one company or corporation had 85 — as Gold- 
man Sachs does, controlled 85 percent of the LME aluminum in the 
United States. I do not see how you can draw any other conclusion. 
Is that yours? 

Mr. Vazquez. Yes, it is. See, it is really difficult to move the 
LME price, to manipulate the LME. But the volumes that move the 
premium, 100,000 tons under current conditions can move the pre- 
mium. It is much easier to move the premium than to move the 
LME price. And if you have 85 percent of the volume that is in 
North America within LME warehouses, well, that is an interesting 
data point to observe. 

Senator McCain. Something that really is startling about this to 
me that has really made an impression during the course of this 
hearing: Why would anyone that is interested in service to the cus- 
tomer and a product at the lowest price, why would that organiza- 
tion, in this case Metro, pay its clients to move metal from one 
Metro warehouse into another warehouse, which sometimes is a 
mile away? What could possibly logically, if you are trying to do 
any — impose any efficiencies, why would you want to pay people so 
that you can move it from one warehouse to another? Please, 
maybe for the record, you can explain that practice, which I think 
is called “merry-go-round deals.” Maybe you, Mr. Madden? 

Mr. Madden. Yes, I mean, I read about this first in David 
Kocieniewski’s article in the New York Times, and I honestly did 
not really understand what he was saying at that point. And now 
I see it in black and white, I understand. And I can only assume 
that if it was my business, I want to keep hold of that metal in 
any way I can because it is generating rent. But I also have to sat- 
isfy the LME obligation. 
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Now, this is my theory because I do not actually know exactly 
what the driver is, but my theory would be if I make metal move 
out at the LME rate but it does not really move out, it just goes 
somewhere else, and then ultimately gets re-warranted, I have re- 
tained control of that pool of metal and, therefore, I can continue 
to count on rent provided there is a queue. And so if I can then 

Senator McCain. So you are going to make — even though you are 
paying your client to move their product from one warehouse to an- 
other, you are still going to make more money that would be more 
than the amount you are paying your client. And so ultimately all 
that cost is borne by the consumer sooner or later. 

Do you want to add to that, Mr. Vazquez? 

Mr. Vazquez. Yes, the reason why there is an incentive for a 
warehousing company to make sure that the metal comes back to 
the LME warehouse that they operate is because they can make 
more money off of it. And, of course, they want to keep the critical 
mass of metal because having the critical mass of metal keeps this 
business model going on. 

Senator McCain. That is why you want 85 percent of the supply. 
If that was not the case, then obviously this practice would be non- 
productive. 

Now, again for the record — and let us assume that there are 
some complexities here — there is now a 670-day waiting time from 
the time that a consumer orders the product, the aluminum, to the 
time that it would get to that consumer. Is that correct? 

Mr. Vazquez. Correct. 

Senator McCain. One more time, explain how that has ballooned 
from — what was it, 30 days? I think something like that. Explain 
to me how that happens for the record, again. I apologize if it is 
repetitious, but it is staggering to think that 600 days would elapse 
between the time you order something that is in a warehouse in 
the United States of America and it gets to the consumer or the 
user. 

Mr. Vazquez. Well, the size of the cancellations are completely 
unprecedented. And, the size of the exit door is too small compared 
to the size of the volume of the metal in the warehouse. That is 
the second reason. And the third reason, in my opinion, is that the 
system was not designed to make sure that no critical mass of 
metal could be concentrated in one warehousing company without 
having the proper exit door if the time for need for that metal 
came. So that is my reflection. That is my opinion. The exit door 
was not appropriate, the system was not appropriate to make sure 
this did not happen. 

Senator McCain. And, obviously, the LME does not seem to feel 
it necessary to take some action, apparently. 

Mr. Madden, do you want to add anything to that? 

Mr. Madden. Yes, I would be happy to. So we have talked to the 
LME a lot. I am a member of the LME Aluminum Committee, and 
the Physical Market Committee which was introduced very re- 
cently when they changed the rules, and I see, too, a shift change 
in the LME leadership. So the business was acquired at the end 
of 2013 — 2012, excuse me, by the Hong Kong Exchange. Prior to 
that, it was owned by — and I think it was mentioned earlier. It was 
owned by the members. So, for instance, some of the investment 
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banks that are talking here today and tomorrow were actually sig- 
nificant shareholders of the LME with shareholdings of around 10 
percent each. 

So the company was kind of regulating, managing itself, so a 
major change in a policy — like we were pressing for them to move 
the load-out rate to 9,000 or 10,000 tons a day for a warehouse like 
Detroit. They were very reluctant to move it. In the end, they con- 
ducted an inquiry by European Economics. They got recommenda- 
tions, and they chose to take what I would say is one of the softer 
options. We then became — complained about it in the press and so 
on. So they were extremely slow to react. 

Since the changeover, I see a complete change of mind-set for 
them because the new investors have paid a lot of money for that 
exchange, and its reputation is being dragged through the mud. It 
is losing credibility all the time because of this loss of convergence 
in the market in the physical delivery points like Vlissingen and 
Detroit. 

So I see a kind of energy now developing in the LME to change 
rules, but when they do try and make a move, they get sued. So 
they tried to introduce a new load-out rate which would more 
equalize the inputs and outputs, which today would not make any 
difference, in all honesty, but in the future we would be less likely 
to see this recur. But Rusal, an aluminum company — ^because what 
a lot of people do not realize is that one of the major beneficiaries 
of this are the aluminum producers themselves as well as the 
banks and the trading companies. Rusal sued them because they 
tried to block the change. And I think the LME’s mind-set now is 
it is really difficult for us to introduce new rules because whatever 
we do, there is going to be a stakeholder with some vested interest 
who is going to take action against us. 

Senator McCain. So what is your recommendation? I think this 
problem has been pretty graphically demonstrated, Mr. Chairman. 
What is your fix? We will start with you, Mr. Vazquez. 

Mr. Vazquez. I think the exchange needs help, needs a higher 
authority to help the exchange make sure 

Senator McCain. What about the SEC getting involved? 

Mr. Vazquez. I just think that we need a higher authority. It 
could be the solution, because I do see a change in attitude from 
the exchange, a clear change of attitude, a positive change of atti- 
tude. But it seems to me that they lack the authority to move as 
fast and as decisively and effectively as I think they should. 

Senator McCain. Well, is one of the answers that no one entity 
should control 85 percent of the supply? For the record. 

Mr. Vazquez. Yes. 

Senator McCain. Mr. Madden. 

Mr. Madden. Yes, I agree with Jorge. I think the LME needs 
help. It needs regulatory help to help it implement what I know it 
believes to be healthy changes in the market and probably the 
most — the one I mentioned which I think is the most helpful is to 
ban the charging of rents once a warrant is canceled, or at least 
within some reasonable period, 30 days. 

Senator McCain. Don’t you think there is a regulation that if 
someone is moving a commodity from one warehouse to another 
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and paying the owner of that commodity in order to do so, doesn’t 
this border on manipulation of the market? 

Mr. Madden. It is difficult to comment because it is kind of new 
information. I think it is a day old. But it is an extremely imagina- 
tive approach to maintaining a profitable warehouse company, is to 
not allow stuff to leave. I think they are able to take advantage of 
the LME rules. They are able to use the minimum rate as a max- 
imum. 

Senator McCain. And it eventually drives the price of aluminum 
up. 

Mr. Madden. Absolutely. 

Senator McCain. Which then drives up the cost of anything in 
an aluminum container. 

Mr. Madden. Absolutely. 

Senator McCain. So we are really talking about who really pays 
the price here is the consumer. 

Mr. Madden. Ultimately. 

Senator McCain. Well, I want to thank you for your testimony. 
I think it has been extremely helpful, Mr. Chairman, and it made 
this situation, I think, a lot more clear for the record. And I thank 
the witnesses. 

Thank you, Mr. Chairman. 

Senator Levin. Thank you. 

Now, in addition to the warehouse company, with these merry- 
go-rounds, maintaining and increasing the amount of metal in the 
warehouse company, getting rent, storage fees, that is the ware- 
house company’s interest. Of course, it is owned by Goldman, so if 
the warehouse company does better, Goldman does better in that 
regard. But I am at least equally interested in what the cancella- 
tion does in terms of increasing the queue, which affects the pre- 
mium, while Goldman is trading in transactions relating to alu- 
minum. That gives them a huge opportunity, does it not, Mr. 
Vazquez? 

Mr. Vazquez. Yes, if you really know the market, you know that 
if you cancel massive amounts of metal, the queue is going to 
lengthen, and you know that premiums are going to go up. So if 
premiums go up and you have metal outside the exchange, inside 
the exchange, or trading derivatives, or just simply having a long 
position, your mark-to-market value of your overall position goes 
up when premiums go up. 

Senator Levin. And is there not something even more potent 
than that, as potent as that is? If you have advance information 
that queues are going to go up and you are engaged in trading in 
derivatives, which are impacted by premiums, if you have that ad- 
vance information and these huge traders like Goldman thrive on 
information, and if they can get advance information that queues 
are going up longer, doesn’t fiiat give them a huge advantage in 
terms of their financial transactions in the market? 

Mr. Vazquez. Definitely, knowing that there is going to be not 
only a big cancellation but a set of cancellations of important vol- 
umes, if you know that ahead of time, definitely that has a benefit. 

Senator Levin. And when Goldman employees on that board, 
that warehouse board, are involved in decisions on cancellations 
and know there are contracts, which are not public, that require 
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cancellations, from the warehouse perspective that maintains the 
amount of metal in the warehouse; but from a trader perspective, 
to know in advance that agreements are being entered into, which, 
if lived up to, require cancellations, and that means longer queues, 
and that means greater premiums, is that information not of huge 
benefit to a trading company that deals in derivatives and in fu- 
tures? 

Mr. Vazquez. I believe so. 

Senator Levin. Do you agree with that, Mr. Madden? 

Mr. Madden. Yes, and it is kind of ironic if you think about the 
theory that they profess, that the all-in price does not really 
change, and, therefore, then you would know to short the LME if 
you are going to increase the queue because the higher Midwest 
Premium would mean the LME had to go down. So you are abso- 
lutely right. Whatever you believe, if you are aware that the queue 
is going to lengthen, you know the premium is going to strengthen. 

But I think the real benefit is, of course, on all the other alu- 
minum they own. So there is a rent, but then when they crystallize 
the value of the metal that they own, however, the $3 billion worth 
of metal, because that is where all that value is being created, be- 
cause the value of it is going up all the time, because the LME 
component would be hedged, except the only opportunity for price 
appreciation and value creation will be the — it is the mark-to-mar- 
ket of the premium increase. 

Senator Levin. So there is a huge advantage here for Goldman. 
They own a warehouse that is putting in more and more alu- 
minum, now what, 75 percent of whatever the LME, total alu- 
minum in this country is in Goldman-owned warehouses. Then 
they have advance information about the length of the queue be- 
cause they are approving contracts, working on contracts, which 
will require warrant cancellations, and, therefore, the length of the 
queue will be increased. And they have advance information on 
that. 

And now what you have added, Mr. Madden, is something which 
is pretty potent, too. They own a lot of aluminum. Goldman owns 
a lot of aluminum. And if the price of aluminum is positively im- 
pacted through all of this, if the price of aluminum itself is going 
to go up through those activities, then they benefit, as you call it, 
mark-to-market, but the value of what they own physically is also 
going up, so they have an advantage in their trading world, be- 
cause they are dealing in derivatives and futures and have advance 
information on things which will happen which will affect the price 
of those derivatives. 

Mr. Madden. That is what I believe. 

Mr. Vazquez. Plus any physical position they may have. 

Senator Levin. There is some evidence here that this warehouse 
company shared premium payments with a metal owner when the 
metal is delivered to the physical market, so that the premium pay- 
ments themselves are shared with the metal owner. Is that per- 
mitted by the LME, do you know? 

Mr. Madden. I do not know. 

Senator Levin. OK. 
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This is Exhibit 32. ^ This was a page, and I will read it to you. 
If you were here earlier — and I think you were — you would have 
heard me read from this. It is the management brief which was 
supplied to Metro board members, all of whom are Goldman em- 
ployees. And if you look at that management brief that was pre- 
sented, it said the following: “Extraordinary income from counter- 
parties sharing physical premium with Metro” — in other words, 
they were making additional income from the counterparties shar- 
ing that physical premium, but this is something that 13 agree- 
ments in the United States Metro shared in a fee that was tied to 
the premium — which would give Metro another incentive to length- 
en the queue, by the way, if that is the case, which it was. 

You have given us, I think, a number of suggestions as to how 
to end this situation. Mr. Madden, I believe you gave us three. One 
was that the CETC should be able to cover this market, I believe. 
Are you going to weigh in on that with the CETC? 

Mr. Madden. We have already. 

Senator Levin. OK. 

Mr. Madden. And I was pleased that they did take action — I 
cannot remember precisely when — and requested the warehousing 
companies and the producers who have been supplying the trading 
company to freeze correspondence and make it available. So they 
did actually assert themselves. 

Senator Levin. But they have not acted yet except to tell people 
to freeze your correspondence. Is that right? 

Mr. Madden. I do not know what they did subsequently. That 
was not public, yes. 

Senator Levin. OK. I want to ask just a few questions about the 
so-called information barrier requirements. These are not law. 
They are policy, and that means they are left up to the companies 
to implement, and these companies have a financial interest which 
runs the opposite direction from preventing themselves from get- 
ting information. 

Mr. Vazquez, could a trading company like Goldman that is in 
a position to approve a warehouse company’s budget for freight in- 
centives or rent discounts use that to improve its trading position 
in transactions relating to aluminum? 

Mr. Vazquez. I believe so. 

Senator Levin. And do you have an opinion on that, Mr. Mad- 
den? 

Mr. Madden. I mean, it is not where we operate, but I have to 
believe it creates an opportunity. 

Senator Levin. I will not ask you to look at it because I will 
quote from it. I think there has been enough said about it already. 
Exhibit 36d2 is a March 2013 packet which was given to the Metro 
board of directors, and here is what it provides. It provides pro- 
jected freight incentives and real discounts. So the Metro board of 
directors is given projections of incentives, subsidies, and rent dis- 
counts. Is that information commercially valuable? Would a trader 
want to know if you are trading in metals? 


^See Exhibit No. 32, which appears in the Appendix on page 1063. 

2 See Exhibit No. 36d, which appears in the Appendix on page 1157. 
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Mr. Vazquez. Yes, definitely. The more information you have, 
the better for your trading strategy. 

Senator Levin. And the amount of metal coming in or out of a 
warehouse, would that be valuable to a trader? 

Mr. Vazquez. It definitely is something you would like to know 
in terms of trading spreads, and also in terms of trading warrants. 
See, there are different types of metal coming in in terms of the 
purity, the quality of the metal. Knowing from what smelter the 
metal is coming and what trader is bringing the metal, it is also 
information that is valuable to know. 

Senator Levin. Would you agree with that, Mr. Madden? 

Mr. Madden. Yes. 

Senator Levin. Well, we thank you both very much for your testi- 
mony. It has been very powerful testimony. And where we are, we 
are going to adjourn here for 45 minutes or until after the votes 
are finished in the Senate. We hope it would be no later than an 
hour from now. But where we are at this point in the hearing is 
that what we have seen very clearly is, after Goldman bought 
Metro, the freight incentives tripled; merry-go-round deals were 
done for the first time; queues went from 40 days to 665 days; the 
premium tripled; Metro profited, Goldman profited; and consumers 
lost out. 

That is where we are at. We will pick this up with our third 
panel at — it is 1:30 now. The votes are now starting at 2 o’clock. 
We are going to shoot for 2:45. We are going to adjourn until 2:45. 
I hope everybody will let their Senators know and let the public 
know and all of our witnesses who are on the third panel know. 

We thank all of our witnesses. It has been a very useful morning 
and early afternoon. We thank you two specifically for coming in 
to help us. 

Mr. Vazquez. Thank you. Chairman. 

Mr. Madden. Thank you. Chairman. 

[Whereupon, at 1:31 p.m., the Subcommittee adjourned, to recon- 
vene at 2:45 p.m., this same day.] 

Senator Levin. We will come back to order, and I would now like 
to call our third panel of witnesses for today’s hearing: Simon 
Greenshields, Co-Head of Global Commodities at Morgan Stanley, 
New York; Gregory Agran, Co-Head of Global Commodities Group 
at Goldman Sachs, New York; and John Anderson, Co-Head of 
Global Commodities at JPMorgan Chase, New York. 

We very much appreciate your being with us today and the co- 
operation with this Subcommittee in terms of providing informa- 
tion. 

Pursuant to Rule 6, all witnesses who testify before us are re- 
quired to be sworn. So I would ask all of you to please stand and 
raise your right hand. 

Do you swear that the testimony you’re about to give will be the 
truth and nothing but the truth; so help you, God? 

Mr. Greenshields. I do. 

Mr. Agran. I do. 

Mr. Anderson. I do. 

Senator Levin. Under our timing system, before the red light 
comes on, you will be seeing a shift from the green light to a yellow 



68 


light, and that will give you an opportunity to conclude your re- 
marks. 

Your written testimony will be printed in the record in its en- 
tirety. 

Please try to limit your oral testimony to 5 minutes. 

Mr. Greenshields, I think we will have you go first. 

TESTIMONY OF SIMON GREENSHIELDS, i GLOBAL CO-HEAD OF 

COMMODITIES, MORGAN STANLEY, NEW YORK, NEW YORK 

Mr. Greenshields. Thank you, Senator. Chairman Levin and 
Members of the Subcommittee, my name is Simon Greenshields. 
Thank you for this opportunity to be here today. 

I am Co-Head of the Commodities Division at Morgan Stanley. 
I am proud to work with an extraordinary group of professionals 
whose experience and expertise has helped to develop an industry- 
leading enterprise. 

Morgan Stanley has been in the commodities market for more 
than 30 years. We are committed to being responsible market par- 
ticipants, providing price risk management solutions and physical 
supply services to our clients and counterparties. 

We also believe in a strong regulatory framework and the sound 
management of the full spectrum of risks associated with the busi- 
ness. 

At Morgan Stanley, we put safety first, and we are dedicated to 
operating our business in a sound manner. 

I had a brief opportunity to review the Subcommittee’s Report, 
and I look forward to studying it at length in the coming days. 

We already know that we can learn a lot from the work of Con- 
gress and the perspectives of our peers and regulators. 

At Morgan Stanley, we are focused on our core strengths — pro- 
viding intermediation, risk management and supply services — 
where we believe that we can provide the most value to our clients. 

We are in the process of exiting some parts of our commodities 
business, particularly the ownership of physical assets. We believe 
that this approach will work best for Morgan Stanley and positions 
us where we think we should be in light of the evolving market 
conditions and regulatory expectations. 

We would also agree with you that regulatory guidance should 
be clear and that oversight should be robust, to ensure the risks 
undertaken in these markets are prudent and appropriately miti- 
gated. More reporting and clarification through notice and com- 
ment rulemaking could also be helpful to promote confidence in the 
overall market. 

At Morgan Stanley, we will not take on the risk of engaging in 
activity unless we fully understand it and we can manage it effec- 
tively. 

We appreciate and want to be responsive to the feedback we re- 
ceive from our regulators and other key stakeholders, and we un- 
derstand the critical importance of transparency. 

We are in the business because we believe we are adding value 
responsibly. Our clients and counterparties are cooperatives, cities 


^The prepared statement of Mr. Greenshields appears in the Appendix on page 268. 
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and corporations, ranging in size from small businesses to global 
enterprises. We want to help them succeed. 

We appreciate the hard work of your staff and look forward to 
responding to your questions. 

Senator Levin. Thank you very much, Mr. Greenshields. 

Mr. Agran. 

TESTIMONY OF GREGORY AGRAN, i CO-HEAD, GLOBAL COM- 
MODITIES GROUP, GOLDMAN SACHS & CO., NEW YORK, NEW 

YORK 

Mr. Agran. Thank you. Senator. Chairman Levin, Ranking 
Member McCain, and Members of the Subcommittee, my name is 
Gregory Agran, and I am Co-head of the Goldman Sachs commod- 
ities trading, where I have overall responsibility for the firm’s trad- 
ing activities. Commodity trading activities, excuse me. 

As you know, for much of modern financial history, a close con- 
nection has existed between capital markets and commodities. The 
interplay between financial and physical commodity markets is 
crucial to determining the returns that thousands of companies 
earn for their products as well as the risk they bear in producing 
them. By one measure, almost 40 percent of the equity capitaliza- 
tion of the S&P 500 index has meaningful exposure to commodities. 

A core function for Goldman Sachs is to act as an intermediary 
or market maker for a range of clients. We perform this role across 
markets for interest rate, currency, equity, credit and commodity 
products, each of which we refer to as an asset class. 

Many of these transactions are settled financially, in which the 
parties make payment based on the terms of the transaction. A cer- 
tain portion of these transactions are settled physically, where one 
party delivers an asset to the other in exchange for a payment. 

Depending on the asset class, the asset that is delivered may be 
a bond, a number of shares, or a specified volume or currency or 
commodity. 

We have been an active market maker in commodities and com- 
modity derivatives since 1981. Though these activities involve 
physical commodities, they otherwise mirror our market-making 
and purely financial instruments. And it is in this role that we 
serve as a bridge between producers on the one hand, and con- 
sumers and investors on the other, whose interests and exposures 
offset each other but do not perfectly match. 

Our clients in the commodities business include many of the 
largest companies in the world across virtually every sector. Many 
of these companies, as well as several municipal and trade organi- 
zations, more than 100 in total, have been outspoken about the im- 
portance to them of having financial institutions participate in the 
commodity markets, including with respect to physical markets. 

Apart from helping clients finance their inventories or manage 
their risk, the Subcommittee staff has focused on specific instances 
in which the firm makes an investment in commodity-related 
areas. 

While this is a relatively small part of our commodities business, 
we do undertake extensive due diligence and risk analysis beyond 


^The prepared statement of Mr. Agran appears in the Appendix on page 274. 
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just an analysis of the economic risks. This includes examining en- 
vironmental impacts, legal liability, insurance considerations and 
even whether the business we are considering has operated under 
high standards of compliance. 

I want to briefly address three issues on which the Subcommittee 
staff has focused. While the significance and role of these issues 
are minor in the context of our overall commodities activities, I be- 
lieve it is important to correct any misimpressions. 

First, our sales and trading in aluminum are unrelated to the 
firm’s ownership of Metro. Metro was never integrated into our 
market-making business, and we maintain a strict information bar- 
rier between the two. 

Confidential information relating to Metro is not shared with 
Goldman Sachs metal sales and trading personnel. As the informa- 
tion we have provided to the Subcommittee confirms, there has not 
been a single instance where confidential information went to our 
metals trading personnel. 

Second, we have provided to you information involving uranium 
trading, a very small part of our business. In 2009, to provide a 
broader array of products to our mining company and public utility 
clients, we acquired Nufcor, a company that had acted as a market- 
maker in uranium and related financial derivatives. 

After extensive due diligence, we believed then and remain con- 
fident now that this activity does not present environmental risk 
to an entity acting in the limited capacity in which we act. In this 
business, our activities are limited to buying and selling 
unenriched uranium and entering into related financial derivatives. 

Of course, unenriched uranium is not a harmful radioactive sub- 
stance. Moreover, we do not take physical possession of uranium; 
let alone transport, deliver, or process it. 

Finally, our ownership interest is merely reflected as book en- 
tries at highly secured depositories that are subject to substantial 
government oversight. 

Notwithstanding these various considerations, given the mis- 
conceptions about this business, we have decided to manage down 
Nufcor’s assets to zero. 

Finally, I would like to address our stand-alone investment in 
CNR, a coal mining investment in Colombia. The acquisition of 
CNR arose from a pre-existing contract to purchase coal over a pe- 
riod of time. 

Notwithstanding the Subcommittee’s statement regarding CNR, 
since Goldman Sachs made the investment, CNR has achieved the 
highest international standards for environmental and safety man- 
agement and is the only company in the region to have done so. 

I would also note that the limited liability protection of the in- 
vestment’s corporate structure, together with the company’s capa- 
ble management team, ensure that our risk in relation to this in- 
vestment is limited to our invested capital. 

We hope our extensive engagement with the Subcommittee staff 
over these many months has contributed to a greater under- 
standing of the role that financial intermediation plays in the com- 
modity markets in addition to these areas in which you have ex- 
pressed an interest. 
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I look forward to answering your questions today with that goal 
in mind. 

Senator Levin. Thank you very much, Mr. Agran. 

Mr. Anderson. 

TESTIMONY OF JOHN ANDERSON, i CO-HEAD, GLOBAL COM- 
MODITIES GROUP, JPMORGAN CHASE & CO., NEW YORK, 

NEW YORK 

Mr. Anderson. Thank you, Senator. I am John Anderson, and I 
serve as Co-Head of the Global Commodities Group within 
JPMorgan Chase. 

I am here to discuss the history of JPMorgan’s involvement in 
physical commodities and the status of our ongoing divestiture of 
much of that business. 

While some of the topics identified by the Subcommittee may not 
be in my particular area of responsibility or expertise, I have at- 
tempted to gather the relevant information from others at the firm 
so that my statements today may not reflect my personal knowl- 
edge but, rather, my attempt to help the Subcommittee understand 
the issues. 

As we sit here today, much of JPMorgan’s physical commodities 
assets and business has been sold. Last month, we closed on the 
sale of a large portion of the business to Mercuria Energy Group. 
In addition, the firm has sold and continues to sell other portions 
of the business to different buyers. 

Going forward, JPMorgan’s commodities business will remain fo- 
cused on a financial derivatives business; its associated physical ac- 
tivities will be limited to an exchange warrants business in base 
metals, traditional bank activities involving precious metals, and a 
commodities finance business that may involve taking title to phys- 
ical commodities as the underlying collateral to that financing. 

At the outset, I think it would be helpful to explain how physical 
commodities fit into JPMorgan’s overall customer business. 

The firm manages a customer-driven commodity derivatives busi- 
ness. JPMorgan is not a user of, or a speculative investor in, phys- 
ical commodities. But, rather, as a market-maker, JPMorgan pro- 
vides risk management and financing solutions to its customers. 

For example, an airline that needs to obtain jet fuel on a regular 
basis and wants to hedge its exposure to fluctuations in the price 
of the fuel. By offering a financial derivative to the airline, 
JPMorgan’s commodities business delivers not only a hedge against 
future price fluctuations but also a predictability that allows the 
airline to focus on the safe operation of its business. The firm then 
hedges this exposure. 

JPMorgan’s physical commodities business involving energy-re- 
lated commodities expanded substantially when, at the behest of 
the government during the height of the financial crisis, the firm 
acquired a varied collection of assets from Bear Stearns. With the 
sudden acquisition of Bear Stearns and the later acquisition of RBS 
Sempra, JPMorgan received ownership interests in a small number 
of power plants and tolling agreements. 


^The prepared statement of Mr. Anderson appears in the Appendix on page 277. 
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Today, JPMorgan has divested or re-tolled all but three of these 
power assets. All three of these remaining power plants are passive 
investments and are being managed by third parties, and all three 
are either currently in the process of being sold or marketed for 
sale. 

I would now like to address in detail two specific issues raised 
by the Subcommittee. 

The first is JPMorgan’s compliance with regulatory limits. 

At JPMorgan we operate our commodities business in conformity 
with the applicable rules, and we are in regular and ongoing dialog 
with our regulators about our physical commodities business. 

The business is supervised by two primary regulating entities — 
the OCC and the Federal Reserve. 

The OCC oversees the physical commodities activities done with- 
in the bank. The OCC requires that physical activities be only a 
nominal percentage, 5 percent, of the bank’s overall commodities 
activity. These restrictions are designed to ensure that the bank 
only engages in physical commodities activity as hedges to its fi- 
nancial customer business and that only a small amount of overall 
activity in the bank is in the physical markets. 

The Federal Reserve regulates JPMorgan’s physical commodities 
activities in bank holding company subsidiaries, outside the bank, 
and imposes a different 5 percent limit of its own. Whereas, the 
OCC imposes an activity limit, the Federal Reserve is focused on 
limiting the overall market risk of the company’s physical inven- 
tory. 

JPMorgan has never reached the Federal Reserve’s limit. 

With regard to the OCC’s, and as a result of a large client-initi- 
ated trade, JPMorgan exceeded this limit in December 2011. This 
was and is the only time that this has happened in the roughly 20 
years that that limit has been in place. JPMorgan immediately 
took steps to address this and was in regular communication with 
both the OCC and the Federal Reserve during this time. 

JPMorgan is and has always been committed to candor and 
transparency with its regulators. At no time has it been 
JPMorgan’s intent to misrepresent the relevant facts or cir- 
cumstances or to circumvent the applicable Federal Reserve or 
OCC limits. 

Finally, the Subcommittee has asked about JPMorgan’s involve- 
ment with copper, including the firm’s prior plans to launch an ex- 
change-traded fund. 

The consideration of issuing a copper ETF was separate and 
apart from JPMorgan’s customer-driven physical commodities busi- 
ness. JPMorgan did not amass a copper inventory in anticipation 
of the previously proposed ETF nor did it ever attempt to do so. 

In no uncertain terms, all of JPMorgan’s copper trading is re- 
lated to its customer-driven business, and it does not engage in 
proprietary trading in copper or any other commodity. 

JPMorgan considered, but never launched, a copper ETF, and 
there are no current plans to move forward with this product. 

The safety and soundness of the firm is JPMorgan’s No. 1 pri- 
ority. We are very proud of the various risk management practices 
we have in place and our capital strength and fortress-like balance 
sheet. 
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I am happy to respond to any questions you may have. Thank 
you. 

Senator Levin. Thank you very much, Mr. Anderson. 

Mr. Agran, please turn, if you would, to Exhibit 3.^ 

Exhibit 3 is a Goldman Sachs submission to the Federal Reserve 
that compares Goldman’s physical commodities trading to its finan- 
cial commodities trading. 

The document shows that in terms of total commodities activity 
Goldman’s physical trading commodity is significantly smaller than 
its financial trading. For example, Goldman’s crude oil trading is 
about 0.3 percent physical and 99.7 percent financial. 

Am I reading that correctly? 

Mr. Agran. Now which page are you on. Senator? 

Senator Levin. Page 2. 

Mr. Agran. Yes, that is correct. 

Senator Levin. So your financial trades relating to commodities 
represent a far greater percentage of your commodity activities 
than the trades of the physical commodities themselves. 

Mr. Agran. Both by volume and by revenue. Senator. 

Senator Levin. Now, Mr. Greenshields, would you say that Mor- 
gan Stanley’s breakdown between physical and financial trading is 
similar; it does a lot more financial trading than physical trading? 

Mr. Greenshields. Yes, Senator, I would say that is accurate. 

Senator Levin. And, Mr. Anderson, what about JPMorgan’s? 

Mr. Anderson. Yes, I would agree with that as well. 

Senator Levin. OK. 

Mr. Anderson, take a look at Exhibit Ih^ in your book. 

This chart was prepared by JPMorgan in 2011, when it owned 
tolling agreements with 31 power plants across the country and it 
also owned or leased gas storage facilities for about 78 billion cubic 
feet of natural gas since it was supplying natural gas to a number 
of those plants. 

Now U.S. banking law is supposed to encourage banks to con- 
centrate on the business of banking — taking deposits, moving 
funds, and providing credit. 

And when I look at that network of power plants and natural gas 
storage facilities, however, it strikes me as a vast commercial in- 
dustrial venture, not a banking activity. 

Now I am also struck by the risks involved — multiple sites where 
natural gas leaks, explosions or fires could occur. 

An analysis performed by the Federal Reserve Commodities 
Team in 2012 concluded that JPMorgan, as well as three other 
similar institutions, had insufficient capital and insurance allo- 
cated to cover potential losses from a catastrophic event. It deter- 
mined that JPMorgan, as well as other financial holding compa- 
nies, were from $1 billion to $15 billion short of what was needed 
to cover losses from a catastrophic event. 

I understand the Federal Reserve contacted JPMorgan to discuss 
how it was calculating the size of the potential losses from a cata- 
strophic event and disagreed with assumptions that were being 
used by JPMorgan to a reduced projected total loss of $497 million 


^See Exhibit No. 3, which appears in the Appendix on page 833. 

2 See Exhibit No. Ih, which appears in the Appendix on page 823. 
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from an oil spill down to a total of $50 million. That is a 90 percent 
loss in your estimate compared to theirs. 

Has JPMorgan since changed its loss calculation methodology, 
since that report, and allocated more capital and more insurance 
to cover potential losses from a catastrophic event? 

Mr. Anderson. Yes, there are lots of questions behind that, but 
I think you are primarily focused on the insurance and capital cov- 
erage. Is that correct? 

Senator Levin. Yes. 

Mr. Anderson. Yes, so at the time of that Fed report, I believe 
they did feel that the overall institution was not carrying enough 
operational capital against its operational risks. 

In terms of specific to commodities, your example of the $400 
million being diversified down to $50 million for an oil spill is cor- 
rect in how the calculation worked. 

The overall calculation recognized a potential of 4 to 5 percent — 
I think it was $490 million you quoted — loss from an oil spill liabil- 
ity, which would have been the loss if it had been a stand-alone 
company and actually ended up realizing that liability. 

When you then diversified it within the commodities business as 
a whole, and then further within the investment bank as a whole, 
it diversified down to $50 million. 

And I know that sounds like a small number, but this model that 
calculated it is driven by correlation assumptions and make sure 
that there is enough capital held against the largest possible event, 
as well as incremental capital. 

And the largest possible event across the investment bank was 
not in commodities, and I do not have the knowledge specifically 
as to what it was. 

But you followed that up by asking if we had put in additional 
capital since that dialog with the Federal Reserve. I know that our 
operational capital has almost quadrupled since that time. 

Senator Levin. Did the Federal examiners tell JPMorgan per- 
sonnel that the methodology should change relative to an oil spill? 

Mr. Anderson. Yes, they specifically — most of the operational 
capital was calculated on a historic look-back method. So, if you 
had a loss in a mortgage business, it would be taken into account, 
for example. 

The oil business, because it was new to us, we had no historic 
losses. So we used a forward-looking model and an add-on ap- 
proach to add incremental capital to our operational capital. 

And the Federal Reserve preferred that we not have a forward- 
looking model, that we use only the historic model. 

Senator Levin. And did you change your methodology relative to 
oil spills after the Federal Reserve asked you to do that? 

Mr. Anderson. Yes, we did. 

Senator Levin. Now take a look, if you would, Mr. Anderson, at 
Exhibit 70b. 1 

This is a 2009 application filed by JPMorgan with the Federal 
Reserve, seeking what is called complementary authority to enter 
into tolling agreements with power plants. 

Now pages 7 and 8 is what I will be asking you about. 


^See Exhibit No. 70b, which appears in the Appendix on page 1555. 
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Tolling agreements typically involve one party supplying fuel to 
run the power plant, paying its costs, and getting in exchange all 
of the power plant’s electricity output, which that party would then 
try to sell for a profit. 

The 2009 application from JPMorgan indicates that its sub- 
sidiary, JPMorgan Ventures Energy Corporation — and I think the 
acronym for that is JPMVEC. Is that the way you guys pronounce 
it? 

Mr. Anderson. That is correct. 

Senator Levin. JPMVEC booked its electricity in natural gases. 

So this is from your own application, and this is what JPMorgan 
wrote: 

“The complementary activities will further complement the exist- 
ing business by providing JPMVEC with important market infor- 
mation. 

“The ability to be involved in the supply end of the commodities 
markets through tolling agreements provides” — and these are key 
words — “access to information regarding the full array of actual 
producer and end user activity in those markets. 

“The information gathered through this increased participation 
will help improve JPMVEC’s understanding of market conditions 
and trends while supplying vital price and risk management infor- 
mation that JPMVEC can use to” — and here are some more key 
words — “improve its financial commodities derivative offerings.” 

So this application indicates that one of the reasons that 
JPMorgan wanted to get into the power plant business was to in- 
crease its access to important market information in the electricity 
markets, including information about market conditions and 
trends, and vital price and risk management information. 

So far, would you agree with me? 

Mr. Anderson. Yes. 

Senator Levin. And then one of its stated purposes for 
JPMorgan’s getting into the power plant business was to obtain in- 
formation that it could use with respect to electricity-related finan- 
cial instruments, which are traded in the financial markets. 

Is that true? Did I read that correctly? 

Mr. Anderson. I do not know what you are reading now, but I 
would agree with what you said. 

Senator Levin. That was the same line. It was the second half 
of the same line. 

Mr. Anderson. Yes, I agree. 

Senator Levin. OK. 

Now this application is not about getting information on 
JPMorgan’s own business, which is usually what is allowed in this 
kind of a situation — to get information from your own business, get 
information on your business. 

This is about getting information about all those power plants 
spread out across the country, as shown in that chart, commer- 
cially valuable information about electricity production, congestion 
areas and price trends — what you call in that application, impor- 
tant market information, information about market conditions and 
trends, and vital price and risk management information — that you 
would then be able to obtain commercially valuable, nonpublic in- 
formation. 
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Is that correct? 

Mr. Anderson. I do not know whether that information would 
have been public or not. 

But the point of this application was, yes, to enable us to see 
with more transparency what was happening in energy markets so 
that we could make better prices to our market-making business 
and clients and provide them with incremental solutions. 

Senator Levin. And not just better prices but also getting that 
commercially valuable, nonpublic information — and it is nonpublic 
information in those plants before it is made public; it is something 
that you would have if you were managing those plants — your trad- 
ers of financial instruments, could use it, that information, to trade 
electricity-related financial instruments like futures, swaps and op- 
tions in the financial markets. 

Is that right? 

Mr. Anderson. This approval was primarily so that we could do 
tolling activities, which is a financial contract on, as you said, the 
output of power from a power plant, which would then be the firm’s 
contract and the firm’s information, and it could then use that flow 
and that insight into the most accurate price to provide the best 
prices to our market-making client franchise. 

Senator Levin. So not just the most accurate price, but it would 
give you an advantage, would it not, being in that business, too, 
in your dealings in financial commodities, the derivative offerings 
that you were involved in? 

You would have nonpublic information to help you in the finan- 
cial commodities derivative offering world that you were engaged 
in. Is that a fair statement? 

Mr. Anderson. Via the tolls we would have private information 
that we could use to provide better services to our clients. 

Senator Levin. Not just the tolls but in those deals involving 
tolls, you would gain information which would help you to trade 
electricity-related financial instruments — futures, swaps, options. 

Mr. Anderson. That is right, just in those tolls. 

If there was any plant ownership associated, that would not be 
shared with traders. It would be held as an independent passive 
investment. 

Senator Levin. What do you mean you would not share it with 
traders? Is there a Chinese wall there? 

Mr. Anderson. Yes, there is a barrier that 

Senator Levin. Is that in law? 

Mr. Anderson. I believe it is, as part of the merchant banking 
laws, that if you own an investment as a merchant banking invest- 
ment you cannot operate it; you cannot pass information between 
the two organizations. 

Senator Levin. Well, most of these facilities were not owned as 
part of a merchant banking deal. Twenty-four of 27 were under 
complementary authority, first of all. 

Mr. Anderson. As tolls, right. Yes. 

Senator Levin. Second, as far as I can tell, there is no prohibi- 
tion on the sharing of information, even for the merchant banking 
operation. 

Mr. Anderson. OK. 

Senator Levin. Should there be? 
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Mr. Anderson. Between merchant banking and 

Senator Levin. And your people were engaged in trading. 

Mr. Anderson. Yes. 

Senator Levin. Should there be a Chinese wall? 

Mr. Anderson. There are Chinese walls. So we have lots of in- 
ternal — 

Senator Levin. No, but in this area, should there be? 

You said there is, and we disagree with you. 

Mr. Anderson. Well, there are internal Chinese walls for cer- 
tain — I thought there were also legal obligations between a mer- 
chant banking investment and a trading organization. 

Senator Levin. I do not think there is. 

But my question is, in any event, should there be a legal prohibi- 
tion, not just a voluntary policy adopted by a company whose eco- 
nomic interest runs in the opposite direction of the Chinese wall? 

In other words, the Chinese wall is supposed to be a detriment 
to the use of information. And the use of that information is very 
valuable to the company. 

So, if the Chinese wall is abided by, if there were one, it is still 
voluntary; it is still policy. It is not regulation, and it is not law. 

My question is since you thought there was such a wall, in any 
event, and should be such a wall — maybe I am reading too much 
into your words, but I sure believe there ought to be. 

My question to you is should it be legally prohibited to share in- 
formation that is of market relevance between the operation of a 
company and the trading people in your company; should there be? 

Mr. i^DERSON. I, honestly, do not have an opinion. 

I am not a lawyer or a legal expert. So I cannot give you 

Senator Levin. Well, no, but you 

Mr. Anderson [continuing]. All the facts. 

Senator Levin. You have ethical guides, don’t you? 

Mr. Anderson. Absolutely, yes. 

Senator Levin. Should you be able to use that information in the 
trading world? That is the question. That is an ethical question. 

Mr. Anderson. No, we should not, and that is why we have 
these internal walls and barriers, to protect from that. 

Senator Levin. And since you should not use it, is there any rea- 
son why we should not prohibit from being used? 

Mr. Anderson. Again, I cannot comment without having all the 
facts and being an expert in the area. 

Senator Levin. OK. 

Now the same people who get information about the physical 
power plant operations and place bids to supply electricity in Cali- 
fornia, for example, also trade electricity-related financial instru- 
ments in the futures and swaps financial markets. 

In 2013, JPMVEC was named in the FERC settlement agree- 
ment, charging JPMorgan with engaging in manipulative bidding 
strategies. JPMVEC traders were the ones that designed and used 
the manipulative strategies that produced $124 million in excessive 
electricity payments in California and Michigan that JPMorgan 
then paid back, with penalties and interest, totaling $410 million. 

Is that correct? 

Mr. Anderson. That is correct. 
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Senator Levin. Now JPMorgan has told us it will take until 
2018, another 4 years, for it to completely exit the power plant 
business. 

Why should it take 3 years? 

Why is it going so slow? 

Mr. Anderson. That is a good question. 

So we remain owners of three power plants today, of the 31 that 
were acquired from the Bear Stearns acquisition. 

Since that acquisition, we have been in steady disposition mode, 
and in fact, if you look at a graph of our business, it is in a steady 
decline ever since 2018. 

The three remaining power plans we do have are all in a sale 
process. One is actually contracted to sell today, another one 
should be under contract within the next quarter, and the third 
one, we are hoping next year. 

In terms of beyond next year, you said, we will still be in the 
business through 2008. 

We are out of the business as of last month. We do not own — 
we do not operate or control any of these. We do not have a finan- 
cial interest in any of them. 

They are run — other than these three power plants that are still 
owned and we are trying to sell, but we do not operate those. They 
are run by third parties. 

In terms of the tolls in California that run through 2018, it is 
strictly a financial contract at this point. We have a toll that we 
are long from the original Bear Stearns acquisition and offsetting 
mirror tolls that make us short. So we are a credit intermediary 
in those transactions with no financial upside or downside from it 
other than if there were to be a credit default on one side. 

Now we would ideally like those two counterparties to face each 
other and JPMorgan to be able to step out from the middle, but 
they have asked us to stay in the middle as a credit sponsor inter- 
mediary. 

Senator Levin. Now I believe you told the Federal Reserve in 
2011 that those three power plants, the ones you owned outright, 
that you would sell those three power plants and that they would 
be sold, I believe if I am reading this correctly, by now, essentially. 

Did you have an extension of time from the Federal Reserve to 
sell those three power plants? 

Did they give you an extension of time? Do you remember that? 

Mr. Anderson. So at the time of the Bear Stearns acquisition, 
we had a 2-year timeframe given to us by the Federal Reserve to 
hold all of these activities that were new to us at the time. 

We then had three possible 1-year extensions. 

Senator Levin. So they did give you extensions. 

Mr. Anderson. So they gave us extensions, yes. 

Senator Levin. Now as we set out in our Report, JPMorgan and 
its bank are subject to limits on the size of their physical com- 
modity holdings. These are limits set by their two primary regu- 
lators — the Federal Reserve and the Office of the Comptroller of 
the Currency, the OCC. And that is a way to limit the risks associ- 
ated with physical commodity activities. 

But by exploiting certain loopholes and using aggressive inter- 
pretations, often without telling regulators beforehand, JPMorgan 
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and its bank have been able to accumulate physical commodity 
holdings far in excess of the limits while claiming to stay under the 
limits. 

To date, the regulators have closed some of the loopholes but not 
others. 

And so take a look, if you would, Mr. Anderson, at Exhibit 56a. ^ 

This is an application filed in 2005, asking for complementary 
authority again to engage in physical commodity activities, page 22 
of that Exhibit 56a. 

And this is what JPMorgan wrote: 

If they were granted complementary authority that it was seek- 
ing, it “commits to the board that it will limit the amount of phys- 
ical commodities that it holds at any one time to 5 percent” . . . 
5 percent . . . “of its consolidated Tier 1 capital.” 

No caveats. No loopholes. Just a commitment to limit the amount 
of physical commodities that it holds at any one time. 

Do you see that line? 

Mr. Anderson. Yes, I do. 

Senator Levin. Now take a look, if you would, at Exhibit 90. ^ 

And Exhibit 90 is an excerpt from a document that JPMorgan 
prepared for its quarterly meeting with the Fed. I guess the Fl3lC 
and the OCC were involved as well. 

So, if you look at page 2 of Exhibit 90, the page is entitled Phys- 
ical Inventory Limits from the Fed and the OCC. It then lists var- 
ious components of JPMorgan’s physical commodity holdings as of 
certain dates. 

And in the first column under the date 9/28/12, it shows that as 
of that date JPMorgan had oil holdings worth $3.2 billion; tolls, 
which is a reference to the power plants that you have been talking 
about, worth $2 billion; and then some other items in a total for 
JPMVEC — that is your leading commodities subsidiary again — a 
total of $6.6 billion. 

Underneath that, it says its physical inventory as a percentage 
of Tier 1 capital is 4.5 percent. 

Do you see that? 

Mr. Anderson. Yes. 

Senator Levin. So that is what JPMorgan reported to the Fed- 
eral Reserve as its total physical commodity holdings as of 9/28/ 
2012. 

But that total excluded another number on this chart a bit fur- 
ther down, where it says Base Metals Held in Bank and shows $8.1 
billion. That $8.1 billion of metals in the bank was bigger than all 
of the physical commodities held in other parts of the financial 
holding company, put together, because they had totaled $6.6 bil- 
lion. 

Is that correct? 

Mr. Anderson. You said that we reported $6.6 billion as the 
total of the whole organization’s physical commodities. That is 
slightly inaccurate. 

That is what we reported, as it says at the top here, of JPMVEC 
and non-bank subs. 


^See Exhibit No. 56a, which appears in the Appendix on page 1417. 
2 See Exhibit No. 90, which appears in the Appendix on page 1691. 



80 


Senator Levin. OK. 

Mr. Anderson. And then separately, below it, it does report base 
metals in the bank, yes. Correct. 

Senator Levin. Oh, I am going to get to the base metals in a 
minute. 

In the meantime, the $6.6 billion was correct, right? 

Mr. Anderson. Yes. 

Senator Levin. OK. 

Now those numbers, both those numbers, both the $8.1 billion 
and $6.6 billion, excluded all copper, platinum, palladium, gold, sil- 
ver and any merchant banking holdings held by either the bank or 
the holding company, which by the way were significant in size. 

So to simplify things, we asked your legal counsel for the amount 
of just the copper, platinum and palladium held by JPMorgan on 
September 28, 2012, and we were told that those holdings on that 
date totaled $2.7 billion. 

And when we add up all the three numbers — $6.6 billion, $8.1 
billion, and $2.7 billion — the total is $17.4 billion, and that rep- 
resents 12 percent of JPMorgan’s Tier 1 capital at the time. 

So when JPMorgan was holding at least $17.4 billion in physical 
commodities, equal to nearly 12 percent of its Tier 1 capital, how 
could JPMorgan claim that it met its commitment to keep “the 
amount of physical commodities that it holds at any one time to 5 
percent of its consolidated Tier 1 capital”? 

Mr. Anderson. I think this report is very clear that, yes, we re- 
ported exactly what was in the VEC and non-bank chain as $6.6 
billion. That represented 4.5 percent against the limit for those en- 
tities of 5 percent. 

You know, you are adding $8.1 billion 

Senator Levin. Well, for those entities, the limit was a total limit 
of physical commodities, wasn’t it? 

Mr. Anderson. No, that is not correct. 

Senator Levin. The one I read, didn’t I read that correctly? 

I asked you if I had read that correctly before — the commitment 
which was made. 

Mr. Anderson. That letter was referring to the non-bank chain. 
So that limit is applicable to the non-bank chain, which the Federal 
Reserve agrees with. 

The OCC has a separate limit that applies to the bank chain, 
and it is a different type of limit entirely. It is an activity limit, 
not an amount of metal you can hold or physical inventory you can 
hold, that might pose a risk to the bank. 

The only way you can hold physical commodities in the bank is 
as a hedge. It cannot be unhedged. You cannot have outright posi- 
tions in it. So it does not pose financial risk to the bank. 

It is a separate limit to make sure the bank does not migrate be- 
yond a low, minimal level of activity in commodities. 

Senator Levin. In the representation that you made, however, in 
your application here, that I read to you before, JPM Chase com- 
mits to the board that it will limit the amount of physical commod- 
ities that it holds at any one time. 

It did not limit it the way you just limited it. 

Mr. Anderson. But the rule is specifically applicable to non-bank 
chain. 
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Also, in preparing for today, we talked about the Federal Re- 
serve’s knowledge of our base metals business and the inventory 
throughout the whole organization. And I know at the time, in 
2005, they discussed — and they are probably our attorneys and 
maybe business people at the time — with the Fed that we had a 
base metals business in the bank. 

Senator Levin. So you are saying that prior to 2012 the Federal 
examiners knew that JPMorgan Chase was excluding the bank 
from the 5 percent limit. That is what you are representing here 
today? 

Mr. Anderson. I do not know what they knew or not. 

I know we had conversations about it. So I think they should 
have known, yes. 

Senator Levin. Well, I think we will hear tomorrow what we 
have heard already in our investigation; the Fed did not know that 
JPMorgan was excluding its bank’s metals until December 2011, 
and then it found it out by accident. 

So you have some discussions to hold with the Fed. 

Mr. Anderson. Yes, that is surprising to me. 

As I said, we have open, transparent dialogs with our regulators 
on an ongoing basis and a regular basis. 

I, personally, have participated in quarterly meetings with both 
regulators in the same room for many years now, certainly prior to 
2012. 

Senator Levin. Well, I think that is an issue which 

Mr. Anderson. OK. 

Senator Levin [continuing]. They are going to take up with you, 
I hope 

Mr. Anderson. Yes. 

Senator Levin [continuing]. Because that is not what we have 
been told and it is not what your commitment said. 

Your commitment did not exclude that. 

So you can say they knew it was excluded, but that is not what 
you represented in your commitment. 

And so a number of loopholes here are kind of taking over, and 
they need to be closed if the limit and JPMorgan’s commitment is 
going to be an effective safeguard and limit size and amount of risk 
from physical commodity activities. 

Mr. Anderson. OK. 

Senator Levin. Let me ask Mr. Greenshields a few questions 
here. 

This is about Morgan Stanley’s effort to construct a plant in 
Texas, designed to produce compressed natural gas that would be 
placed in large containers for export. 

In 2013 and 2014, Morgan Stanley formed three shell corpora- 
tions, all with the name of Wentworth, as is shown in that chart 
that we are putting up here, if we can get the chart up. 

But it is also Exhibit Ig^ in your book. So you can see what 
chart I am referring to. 

This is the Wentworth ownership structure. The idea was to 
have Wentworth Companies in charge of the plant-building effort. 


^ See Exhibit No. Ig, which appears in the Appendix on page 822. 
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Now if you look at Exhibit 45a, ^ “Application of Wentworth Gas 
Marketing, LLC for long-term authorization to export compressed 
natural gas.” 

That application was filed by one of the Wentworth Companies 
with the Department of Energy in May 2014. That is just 6 months 
ago or so. 

It was made public by the Department of Energy and became the 
basis of a media report in August, which is when many people, in- 
cluding some at the Federal Reserve, learned about the venture. 

The application indicates on page 1 that Wentworth Gas Mar- 
keting is seeking authority to export 60 billion cubic feet of com- 
pressed natural gas, known as CNG, over a 20-year period. 

Wentworth Gas Marketing, LLC is one of three Wentworth Com- 
panies formed by Morgan Stanley back in October 2013 and April 
2014. 

And then on page 3 of that same exhibit, Wentworth’s “principal 
place of business” is listed as Purchase, New York. So it is using 
the same address as the building that houses Morgan Stanley’s 
Commodities Division. 

Am I correct so far? 

Mr. Greenshields. You are. Senator. Thank you. 

Senator Levin. Now please look now at Exhibit 47. ^ 

This is a letter dated 9/19/2014, provided by Morgan Stanley’s 
legal counsel, and this is responding to the Subcommittee’s ques- 
tions about Wentworth. 

And on page 5 of that exhibit, there is a list of board members 
for the Wentworth entities. And what that shows is that all three 
Wentworth Companies have the same board members, and those 
members are exclusively senior employees from Morgan Stanley’s 
Commodities Group. 

Is that correct? 

Mr. Greenshields. That is correct. Senator, yes. 

Senator Levin. Under the column entitled Wentworth Entity Po- 
sition, what is the position a person holds in Wentworth? 

You are listed as the Manager and President of the Wentworth 
entities, and it shows that you are also employed by MSCG, which 
is Morgan Stanley Capital Group, and that your MSCG title is 
Chairman, President and Chief Executive Officer. 

Is that right? 

Mr. Greenshields. That is correct. Senator. Yes. 

Senator Levin. The other board members listed here are the Vice 
President/Chief Operating Officer of Morgan Stanley’s North Amer- 
ican Power and Gas, the Vice President/Global Head of Morgan 
Stanley’s Oil Liquids, and the Vice President/Head of Morgan Stan- 
ley’s North American Power and Gas. 

In other words, the senior executives listed as running the Went- 
worth Companies are senior executives in Morgan Stanley’s Com- 
modities Division. 

Is that correct? 

Mr. Greenshields. That is correct. 


1 See Exhibit No. 45a, which appears in the Appendix on page 1307. 

2 See Exhibit No. 47, which appears in the Appendix on page 1364. 



83 


Senator Levin. Now if you will look again at page 5 and at page 
8 of that same exhibit, it states that none of the three Wentworth 
Companies had employees and that all three rely upon the exper- 
tise and day-to-day involvement of employees of Morgan Stanley. 
This includes the breadth of the firm, including support in legal, 
tax, risk management and many other areas, to carry out the ac- 
tivities. 

Is that correct? 

Mr. Greenshields. That is correct. 

Senator Levin. OK. 

So as of September at least of this year, a couple months ago — 
and maybe things have changed in the last couple months: 

The Wentworth Companies had no employees of their own. All of 
their employees were Morgan Stanley employees. Morgan Stanley 
employees were relied on to carry out Wentworth’s day-to-day ac- 
tivities. 

In addition, Wentworth had no offices of its own. Its only offices 
were the Morgan Stanley Commodities Division’s offices in Pur- 
chase, New York. 

Wentworth’s senior executives were the senior executives in Mor- 
gan Stanley’s own Commodities Division. 

And so I hope you would agree that the Wentworth Corporations 
functioned as shell entities and that you and your staff were actu- 
ally overseeing this project and managing the business. 

Mr. Greenshields. You are correct. Senator. It is a shell sub- 
sidiary corporation. 

Senator Levin. So there is no doubt, since Wentworth is a shell, 
that if anything goes wrong it is Morgan Stanley that is on the 
hook. 

Mr. Greenshields. It is correct that if anything went wrong. 

I will point out that we are selling this business, and I think we 
have reported that several times. 

In addition, this is not an operational company. Senator. Con- 
struction has not even begun. The reason it does not have any em- 
ployees is that it really would be very little for these employees to 
do at this point. 

Senator Levin. But, as this, the intention was that you were 
going to sell this at some point. 

In the meantime — the question is whatever liability was incurred 
in the meantime, if and when you sell it — I know that is your stat- 
ed intent now. But nonetheless, if anything goes wrong before that 
happens, if it happens, it is your company, Morgan Stanley, that 
would be on the hook in terms of liability. 

Is that correct? 

Mr. Greenshields. Ultimately, we accept full responsibility. 
Senator. 

Senator Levin. OK. 

I would like to talk for a moment, Mr. Greenshields, about 
Southern Star. 

Southern Star, founded in 1904, headquartered in Kentucky, it 
is the primary gas transmission and natural gas storage facility 
provider in certain areas of the Midwest, with approximately 6,000 
miles of pipeline serving Colorado, Kansas, Missouri, Oklahoma, 
Texas, and Wyoming. 
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Its pipeline system has a delivery capacity of approximately 2.4 
billion cubic feet of natural gas per day, and its primary function 
is delivering gas to local natural gas distributors in its service 
areas. 

I understand that Southern Star is not part of the Commodities 
Division that you head; instead, it is a merchant banking invest- 
ment held through an investment fund called Morgan Stanley In- 
frastructure Partners, or MSIP, located within a separate Morgan 
Stanley business segment called Merchant Banking and Real 
Estate Investing Group. 

Infrastructure funds have become very popular at financial hold- 
ing companies. They are being used to purchase commodity-related 
businesses all over the country and the world. They include power 
plants, natural gas facilities, hydroelectric dams, wind farms, and 
more. 

And Southern Star is a classic example. 

Morgan Stanley told the Subcommittee that Southern Star is 100 
percent owned by its Infrastructure Fund in which Morgan Stanley 
has only about a 10 percent ownership interest. 

Morgan Stanley presents itself as having only a relatively small 
indirect ownership interest in Southern Star, but in fact, the rela- 
tionship is far closer than that. 

Morgan Stanley gave us a chart showing, “the complete owner- 
ship structure chart for MSIP.” It was a bowl of spaghetti showing 
about 40 boxes and triangles in every direction. We are told that 
virtually all of them were shell entities with no employees or of- 
fices, just legal structures showing who owned what. 

The most important real entity, real in terms of having actual 
employees and offices, is Morgan Stanley Infrastructure, Inc., or 
MSI, which actually manages the investment fund. 

MSI is also a business unit within Morgan Stanley’s Merchant 
Banking and Real EState Investing Group. 

MSI currently has about 37 employees, all of whom are Morgan 
Stanley employees. All of them work exclusively on the Morgan 
Stanley Infrastructure Fund’s projects. 

So MSI, Morgan Stanley Infrastructure, is run by Morgan Stan- 
ley employees, sits in Morgan Stanley offices, decides on what the 
Morgan Stanley Infrastructure Fund is going to invest in. 

Morgan Stanley is also the largest single investor in the Infra- 
structure Fund, which owns 100 percent of Southern Star, which 
is its largest current investment. 

Now, Mr. Greenshields, when Morgan Stanley says it has only a 
10 percent indirect interest in Southern Star, that is not really the 
whole story, is it? 

Mr. Greenshields. Senator, as you identified earlier, this is on 
the other side of the wall. I really know very little about this in- 
vestment. 

Senator Levin. All right. 

Morgan Stanley’s use of an Infrastructure Fund to raise money 
for and invest in commodity-related businesses like Southern Star 
is not unique. It is too common an approach to not take note of. 

But when folks are looking at what financial holding companies 
are doing relative to physical commodities, they too often ignore 
what is going on through an infrastructure or other investment 
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fund as if those funds’ activities are somehow outside of, or apart 
from, the financial holding company. 

But here, the Morgan Stanley Infrastructure Fund is located in 
Morgan Stanley’s offices. 

Do you know if that is true or not? 

Do you know whether or not the Infrastructure Fund is located 
in Morgan Stanley offices? 

Mr. Greenshields. I believe it is. Senator, yes, in 1585. 

Senator Levin. Do you know whether it uses Morgan Stanley 
employees? 

Mr. Greenshields. I believe that there are directors that sit on 
the board, yes. 

Senator Levin. And do you know whether its decisions are made 
by Morgan Stanley employees? 

Mr. Greenshields. I do not know. 

Senator Levin. OK. 

Morgan Stanley has been an active trader in the natural gas 
market for decades. It trades natural gas at the same time it has 
ownership interest in Southern Star, and nonpublic information 
from Southern Star is provided on a regular basis to employees in 
the Merchant Banking and Real EState Investing Group. 

In your prepared statement, Mr. Greenshields, you said that you 
were “not privy to MSIM’s investment in Southern Star” because 
MSIM is separate from the Commodities Division and is handled 
out of a business unit again called Merchant Banking. 

You also said in your prepared statement that Morgan Stanley 
has “information barriers in place to prevent the transfer” of mate- 
rial nonpublic information between the Commodities Division about 
MSIM’s investment. 

Why isn’t that information shared? 

Why do you have barriers to prevent the transfer of that mate- 
rial nonpublic information? 

Mr. Greenshields. There is no good reason for the Commodities 
Division to have that information, and if there is no good reason, 
we see no need to share it. 

Senator Levin. Well, as I said in my opening statement, the op- 
portunity for that information to be shared and used is a real one, 
and banks such as yours are in the position to make full use of that 
information. The only barrier is a self-imposed barrier, as far as I 
know. 

Is that true? 

Is that just a self-imposed barrier, or is that imposed by law? 

Mr. Greenshields. You are correct. Senator. It is self-imposed. 

Senator Levin. And so that barrier can be ignored at any time, 
circumvented at any time, pulled down at any time. 

And I just think it is wrong for the public to have to rely on a 
voluntary policy such as that, which is not enforceable and which 
does not have the weight of law behind it because, obviously, the 
use of material nonpublic information by a commodities division 
from information that it got from physical commodities operations 
is simply unacceptable. 

I think you agreed that information should not be used. Is that 
correct? 
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Mr. Greenshields. That is correct, Senator. We do not believe 
it should be. 

Senator Levin. And is there any reason why we should not put 
the weight of a regulation or a law behind that? 

Mr. Greenshields. I certainly would not object. 

I think it is something we do anyway, as we stated. So, if it were 
a legal requirement, I do not think Morgan Stanley would object. 

Senator Levin. You have no problem with our making sure that 
it becomes a legal requirement? 

Mr. Greenshields. I, personally, do not. I would have to check 
with my lawyers and my managers, but that will be my view. 

Senator Levin. Senator McCain. 

Senator McCain. Thank you, Mr. Chairman. 

Mr. Anderson, in 2012, JPMorgan paid Federal regulators $410 
million to settle charges that it manipulated electricity markets in 
both California and the Midwest. 

And so recently, JPMorgan purchased large stockpiles of copper. 

So should we be concerned that you are going to manipulate the 
market the same way that you did with electricity markets in both 
California and the Midwest and paid $410 million to settle? 

Mr. Anderson. First, let me say that that whole situation was 
regrettable. And in hindsight, we hold our employees to the highest 
standards both legally and morally, and we believed we were oper- 
ating within the rules. 

That said — or, these employees did — in hindsight, had they been 
in open communication with the FERC and local regulators, as we 
are with the OCC and Fed, we may have been able to avoid that 
whole situation to begin with. So it is clearly regrettable. 

In terms of copper, we have not amassed a large position in cop- 
per. First of all, we do not proprietarily trade copper. We have a 
customer-driven business that we make markets for in copper. 

I think the situation you are referring to was in 2010, where we 
built up, via our client franchise, about $1.5 billion worth of copper 
in the December time period, December 2010, which was fully 
hedged. 

So we were very agnostic as to the direction of prices. We did not 
have a financial interest in whether prices went up or down at the 
time. 

Senator McCain. Mr. Agran, Goldman’s subsidiary owns and op- 
erates two coal mines in Colombia. 

Last year, the wives and children of mine workers led strikes 
that completely halted all coal mining operation for 9 months. It 
was reported that Goldman’s subsidiary requested that the Colom- 
bian police and military remove the protesting women and chil- 
dren. 

And then there is an allegation that in the 9-month labor strike 
that your subsidiary paid protestors $10,000 each. 

Is that true? 

Mr. Agran. Our subsidiary paid former employees of the con- 
tractor, which was at the heart of the dispute, a settlement in 
order to — so that we could resume work. Senator. 

And we cross-referenced those employees to company payrolls, as 
well to either union or administrative labor membership. 

Senator McCain. I guess I have a question for all three of you. 
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You know most Americans believe that you are financial houses 
that have made a lot of money. 

Clearly, in my view and probably that of most people, you are 
still too big to fail, but that is beside the point. 

And yet, why do you get into businesses like coal mines and elec- 
tricity markets — that, at least in one case, has been manipulated — 
and copper, and all that. 

What is the point, I guess? 

And maybe you can help me out here, beginning with you, Mr. 
Greenshields. 

Mr. Greenshields. Thank you. Senator. That is a very good 
question. 

Morgan Stanley does not invest in coal mines. 

We do participate in the electricity market, both in the United 
States, and also in Europe. We provide market-making services in 
both financial products and physical products. And that is our pri- 
mary business. 

Our primary business is market-making and the provision of li- 
quidity, and we are improving — as a result of that, we are improv- 
ing price transparency. So all these things we think are good 
things for our customer base. 

There have been certain circumstances where we have owned as- 
sets. We are downsizing that, however. We sold TMG, which is our 
storage business, and we are looking to sell other parts of our busi- 
ness, including the CNG business. 

But there are times when owning assets allows an entity such 
as Morgan Stanley to provide physical product to its customers, 
and that is the primary reason. 

Senator McCain. Mr. Agran. 

Mr. Agran. Well, similarly, we see the core market-making func- 
tion that we provide in commodities analogous to the function we 
provide in interest rate products, foreign currencies or equities. So 
the basic product of risk intermediation is consistent across the 
asset classes. Senator. 

Senator McCain. So you get into situations such as happened at 
the two Colombian coal mines which I really do not think enhanced 
your image. 

Mr. Agran. I agree. The operational challenges at CNR are sig- 
nificant, Senator. That is not an investment that has been easy for 
us to oversee. 

But I think that it is important to recognize that banks provide 
capital. We lend. We underwrite stock and bond offerings. And in 
this situation, we made an investment, but ultimately, that is all 
it is. It is an investment in a coal mining company. Senator. 

We are not a coal miner. 

Senator McCain. Mr. Anderson. 

Mr. Anderson. Yes, Senator, market-making in commodities is 
an important service to the market as a whole. 

JPMorgan Chase has literally millions of customers, most of 
which touch or need commodities in some way, shape, or form. 

So to be able to provide them with hedging services, risk man- 
agement services, and risk management advice, makes their finan- 
cial expected outcome more solid. They can count on running the 
business that they are running and not have to worry about flue- 
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tuations in interest rates or foreign exchange or commodities or 
whatever the asset class happens to be. 

We have highlighted today some very regrettable activities. Our 
business is a people business, and people, unfortunately, make mis- 
takes. 

It is important for us to fix those mistakes, to continue to empha- 
size a strong culture and, most importantly probably, to be open 
and transparent, to raise our own mistakes, to talk about them and 
work with our regulators to remediate them. 

Senator McCain. I guess you are the wrong person to ask, but 
it seems to me if you control between 50 and 80 percent of all the 
copper available on the world’s leading metal exchange, I am not 
sure that is a good thing — that one corporation, be it maybe 
through a subsidiary, controls somewhere between half and four- 
fifths of the copper that is on the leading metal exchange. 

Maybe that is just a comment, but it seems to me if you have 
control of that much of a vital commodity — and copper certainly is 
that — that at least lends itself to a possible manipulation of prices. 

I think history shows that when one individual or company or 
corporation owns an overwhelming amount of whatever that is, 
that it does not leave it open to competition or to prevent manipu- 
lation. I think that is pretty well historically true. 

Mr. Anderson. I would be happy to address that if you want me 
to. 

Senator McCain. Please, go ahead. 

Mr. Anderson. That is a good point. 

I think you are referring to December 2010 — the stocks in the 
LME system were quite low relative to global supply. 

So at the time, we did go through the 50 percent threshold, 
which at the time was less than 10 percent of global stocks. 

But it is important to note it was not our position. We were neu- 
tral in terms of our outright position. 

And it was part of our market-making business, where clients 
were buying a derivative, and the best hedge for the firm and the 
safest hedge for the firm was to buy the inventory as a hedge to 
that derivative. 

And they were only a couple weeks apart. 

So you can see if you go through the timeframe, within 2 weeks, 
we delivered against all those short derivatives contracts. We deliv- 
ered our inventory, and we dropped down to, I think, around 15 
percent. 

But that market is specifically set up to avoid the exact situation 
you described. The LME has lending guidance, and their lowest 
band is any individual that holds more than 50 to 80 percent of the 
LME supplies, they are then forced to lend into that market and 
make that copper available. 

The next band is 80 to 90 percent, and then the third band is 
90 to 100 percent. 

And the lending guidance becomes more punitive the larger your 
position. 

So you are effectively forced to put the metal back into the mar- 
ket to make sure that the situation you are concerned about will 
not happen. 

Senator McCain. I thank you. Thank you, Mr. Chairman. 
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Mr. Anderson. Thank you. 

Senator Levin. Well, we also saw an additional reason this 
morning, when we saw how the manipulation of a warehouse and 
warehouses holding aluminum, that those activities affect the 
value of the financial commodities that Goldman is trading. 

So, in addition to the holding of 50 percent or 80 percent of the 
copper market, and all that can lead to in terms of copper itself, 
where the action relative to the storage of that entity — in this 
morning’s case, aluminum — can directly affect the premium paid 
for that aluminum and where there is trading that directly relates 
to that premium and to that LME price, you have a situation now 
where those two worlds are linked, even if that information does 
not cross that Chinese wall, hy the way. 

And I am not going to rely on that. I happen to believe we have 
got to have regulations that make that Chinese wall real, in law. 
So it is not a piece of tissue paper that can be easily ignored and 
where it is difficult to prove that it has been violated. 

We have to have, I believe, regulations and law. 

And I am glad, Mr. Greenshields, at least speaking for yourself, 
that you would support these Chinese walls, these separations, 
being put into regulation or law. 

And I wonder, Mr. Anderson, whether you would agree with Mr. 
Greenshields on that. 

Mr. Anderson. I certainly believe information barriers are crit- 
ical. 

Senator Levin. Do you think we have to put some law behind it 
or just leave it up to the voluntary policy of companies whose fi- 
nancial interests run exactly in the opposite direction of the wall? 

Mr. Anderson. I do not think they run in opposite directions. 

Senator Levin. Well, sure they do. 

Mr. Anderson. If you violate those 

Senator Levin. No, not violate, but isn’t it clear that information 
is valuable and if you have information about shipments of what- 
ever and if your traders have that information and, in the case of 
aluminum if you can directly, by your order, by your decision, that 
you are going to cancel warrants, that you effect directly in that 
case, directly, what the premium is going to be, what the line is 
going to be, which in turn is correlated to the premium? 

I mean, that is not a matter of information going through a wall. 
That is a matter of a decision made by a major holder of alu- 
minum. 

Don’t we have to put some force behind those walls? 

Mr. Anderson. Again, without having all the facts in how it 
would impact the overall organization or the U.S. financial system, 
I do not know that I am qualified to answer. 

I am happy to say the same thing that my colleague did 

Senator Levin. OK. 

Mr. Anderson [continuing]. That from my perspective and for 
my commodities business that I co-run, I would see no issue with 
that because we abide by the self-imposed ones anyway. 

So if they are legal, that would be fine as well. 

Senator Levin. All right. 

Now, Mr. Agran, let’s talk about Goldman’s involvement with 
uranium. 



90 


I will not replow anymore than I already have at this morning’s 
hearing, but let’s talk about uranium. 

In 2009, Goldman purchased a company called Nufcor, which 
bought uranium from mining companies, stored it and sold it to nu- 
clear power plants. Nufcor also traded uranium in the physical and 
financial markets. Nufcor was a longstanding, well-known company 
in the field. 

The internal Goldman memorandum that presented the case for 
buying Nufcor — and this is Exhibit 9,^ page 2 — said that Nufcor 
had six employees and that Goldman would likely reduce it to two 
or three employees. 

None of the employees who worked for Nufcor stayed with the 
company when Goldman bought it. So the company directed its 
own employees to run the business. 

Essentially, Nufcor became a shell operation under the complete 
control of Goldman employees who purchased and traded the ura- 
nium, entered into new contracts with nuclear power plants and 
dealt directly with the storage facilities. 

Now, by making Nufcor a shell company and using Goldman em- 
ployees to carry out its business activities, did that not clearly in- 
crease Goldman’s potential liability should a catastrophic event 
occur? 

Mr. Agran. Senator, I do not think that is the case. 

Nufcor is a limited liability company. Senator, and our market- 
making entity in uranium. And that affords the shareholders of the 
LLC, as all LLC structures do, certain shareholder protections. 

Senator Levin. Well, do you think Goldman is going to be liable 
for 

Mr. Agran. No, ultimately, I do not. Senator. 

Senator Levin. Do you think when Goldman runs a company the 
way it did — ^buys the company. Its people — everyone quits at the 
company. Goldman then puts the people in to run the company, 
and then it directs its own employees to run the business of the 
company. 

You think that that limited liability corporation called Nufcor is 
going to protect Goldman from liability of a catastrophic incident? 

Mr. Agran. One is on the employee issue. My understanding is 
having no employees does not compromise its status as an inde- 
pendent entity and that it is not unusual for LLCs to not have em- 
ployees. 

But if I could, could I give you one example. Senator, of how I 
even think the market sees Nufcor and understands its LLC sta- 
tus? 

When we transact with utilities. Senator, it is not infrequent 
that they would ask Goldman Sachs to provide limited financial 
guarantees. 

Senator Levin. I am sure of that. 

Mr. Agran. Well, but what — so what that is showing is that the 
utilities understand that Nufcor — that Goldman is not liable to 
Nufcor. 


^See Exhibit No. 9, which appears in the Appendix on page 914. 
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So, in some selective cases, we have granted guarantees for per- 
formance, financial performance on contracts. But we have not of- 
fered anyone a comprehensive guarantee on Nufcor’s liabilities. 

Senator Levin. So there are certain circumstances at least that 
you would then accept Nufcor’s liabilities. There are certain cir- 
cumstances. 

Mr. Agran. The ones where we financially guaranteed them, yes. 

Senator Levin. Mr. Agran, would you please look at Exhibit 6^7 

And on page 6 of that exhibit, Goldman explains to the Federal 
Reserve “While there is no explicit scenario for environmental/cata- 
strophic damage for any business line or corporate area, exposure 
related to participation in commodity markets primarily resides in 
the damage to physical assets risk category in Global Commod- 
ities.” 

Now here is what you continue to say: “Global Commodities’ op- 
eration risk loss during storage and transportation of its physical 
commodity assets is limited to the value of those assets as cata- 
strophic/environmental risk resides with the facility operators.” 

So as recently as July of last year, Goldman had no capital allo- 
cated for a catastrophic event. 

Is that correct? 

Mr. Agran. That is incomplete. 

If you would like me to elaborate, I can. 

Senator Levin. Yes. I am just saying, do you have capital allo- 
cated? 

I am not talking about insurance. 

I am talking about capital allocated for a catastrophic event. 
That is my question. 

Mr. Agran. We have capital. Yes, we have operational risk cap- 
ital at the firm. Senator. 

Senator Levin. For catastrophic events? 

Mr. Agran. Would you like me to explain our methodology be- 
cause I think that is the easiest way? 

Senator Levin. Well, if the answer is yes, sure, or no. Either 
way, please explain. 

Mr. Agran. I will explain. 

Senator Levin. Without answering yes or no. 

Mr. Agran. No, we do not have any specific capital. So let me 
explain our methodology and how we arrived at that. 

Senator Levin. All right. 

Mr. Agran. We do a detailed analysis. Senator, including sce- 
nario analysis around environmental risk. 

And after that analysis, we concluded that the limited nature in 
the way that we engage in these markets and our comprehensive 
insurance program; we were not required to hold any additional 
capital to the $8 billion of operational risk capital that we already 
hold. 

Senator Levin. OK, let’s take a look. 

Are you familiar with the concept of negligent entrustment? 

Mr. Agran. Vaguely, yes. 


^See Exhibit No. 6, which appears in the Appendix on page 866. 



92 


Senator Levin. Well, can, as far as you know, Goldman be found 
liable if it negligently hires an incompetent operator, such as a 
mining company? 

Mr. Agran. Yes, if we negligently entrust commodity or oper- 
ations, we could be held liable. 

Senator Levin. Or, a nuclear storage facility? 

Mr. Agran. Potentially. 

But, Senator, can I address the nuclear storage facility? 

Senator Levin. Sure. 

Mr. Agran. We are only transactional at six facilities. They are 
all highly regulated for trading unenriched uranium, which in your 
own letter you acknowledge is a nontoxic. 

And we trade it in book entry form. 

We do not take physical possession. We do not transport it. We 
do not process it. We are — our license does not even allow us to re- 
move it from the facility if we wanted to. 

Senator Levin. That is OK. You have answered the point about 
negligent entrustment, and that is where the liability can come in, 
even with those limitations. 

Mr. Agran. Well, can I say one more thing on negligent entrust- 
ment? 

Senator Levin. Sure. 

Mr. Agran. We do have a vendor vetting process, where we are 
sensitive to the fact that negligent entrustment is a potential liabil- 
ity to us. 

We have a physical commodity review committee as well as a 
vendor vetting policy, and that allows us to become comfortable 
that we will not fall into that situation. 

Senator Levin. So I know you have vetting processes. That is al- 
ways the case, but sometimes those vetting processes, when they 
fail, then the doctrine of negligent entrustment comes into effect. 

So you can be held liable if you negligently entrust someone. 

And believe me; if there are catastrophic accidents here, cases 
are going to be made. And then you have got to be in a position 
where you can survive those catastrophic events, and you are not 
in that position. 

But I want to go back to something which Senator McCain 
raised, and that is the coal mines in Colombia, owned by Goldman, 
operated by third parties hired by Goldman’s wholly operated sub- 
sidiaries. 

Goldman’s commodities trading arm is an exclusive marketing 
and sales agent for the coal produced by those mines and arranges 
for the sale of 100 percent of the coal. It takes about 20 percent 
for itself and then arranges for the sale of the other 80 percent to 
third parties. 

The mining is done pursuant to operations and plans that had 
to be approved by Goldman’s wholly owned subsidiary. 

And are you saying that despite those facts, no jurisdiction, not 
even Colombia, or even a subdivision of such jurisdiction or any 
other country, could find that Goldman’s wholly owned affiliate has 
any liability at all in the circumstances? 

Is that what you are saying? 

Mr. Agran. My understanding is, yes, the shareholder protec- 
tions that are in place would insulate us from that liability. 
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Senator Levin. Going back then to one final question and then 
I will end with a comment and then turn it over to Senator McCain 
if he has additional questions. 

Mr. Agran, take a look at Exhibit 4,^ if you would, please. 

Now this is a presentation by the Goldman Commodities Division 
to the Goldman Board of Directors on October 28, 2011. 

At the last page, it says, “Global Commodities Threat from Non- 
Traditional Competitors” and then discusses some of Goldman’s 
competitors including Glencore. 

And then last bullet point says something very important: Gold- 
man Sachs may command valuation multiples for Goldman Sachs 
commodities similar to Glencore if — and here is the comment — the 
business was able to grow physical activities unconstrained by reg- 
ulation and integrated with the financial activities. 

And that is one of my major concerns here is the integration with 
financial activities of these commodities operations. 

In a formal presentation, it appears to state that its object is to 
integrate physical trading with financial trading. 

Am I reading that wrong? 

Mr. Agran. You are not reading it wrong. 

Senator Levin. I am going to save my closing comment. 

Senator McCain. No. 

Senator Levin. OK. 

When we began this investigation 2 years ago, all three of your 
financial holding companies were heavily involved with a wide 
range of commodity activities from coal mines to power plants to 
natural gas facilities. 

Now each one of you is pulling back somewhat. 

And I am glad that at least two of the three of you are pulling 
back significantly even though we have comments from the leader- 
ship of Goldman Sachs that these physical commodities are impor- 
tant strategic parts of Goldman Sachs’ operation. So that is a very 
different kind of an approach than we have heard today and earlier 
than today from Morgan Stanley and from JPMorgan Chase. 

This is what the CEO of Goldman, Lloyd Blankfein, was quoted 
in the media as saying: The commodities — he is talking about phys- 
ical commodities — is a “core, strategic business” for Goldman. A 
core, strategic business. 

Your other two companies here seem to be pulling back from 
those commodities, and I am glad to hear that. 

In an October 2013, earnings conference call, in response to ques- 
tions from analysts, Goldman’s Chief Financial Officer, Harvey 
Schwartz, described commodities as “an essential business for our 
clients” and said, “We have no intention of selling our (commod- 
ities) business.” 

Again, I am referring to physical commodities. 

At the same time, Goldman has recently sold many of its power 
plants, and it has put up its uranium, coal, and warehouse busi- 
nesses for sale. 

And what are the plans, Mr. Agran, for the physical commodity 
activities? 

Why don’t you give us that answer for the record, if you would? 


^See Exhibit No. 4, which appears in the Appendix on page 835. 
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Mr. Agran. Well, I echo the statements of our executives for the 
core market-making activities, Senator. We see those as analogous 
to the other market-making activities we are engaged in at the 
firm. 

As far as purchase of physical assets within the commodities 
business, we have no plans to do that in the future. 

Senator Levin. Well, at least two of the three of these banks ap- 
parently are planning to exit the field, although somewhat gradu- 
ally, that has caused so much concern, which has grown so vast, 
which has created such risk and which creates such potential for 
the manipulation of the financial markets. 

At the same time, we have a lot of questions about Federal regu- 
lation, as to how it has worked or not worked, relative to physical 
commodities and their relationship to financial commodities. 

We are going to hear tomorrow from those regulators to see what 
their reaction is to the current state of the world and how they are 
going to try to make this financial world of ours more safe and 
more fair and less free of the potential of manipulation. So we look 
forward. 

We thank you, our witnesses, all of our witnesses. 

We thank you again for the cooperation of your companies with 
our investigation in terms of providing materials. 

And I just want to ask my colleague. Senator McCain, if he has 
a closing question, and if not, we will stand adjourned until tomor- 
row, with thanks to all of you. 

[^^ereupon, at 4:31 p.m., the Subcommittee was adjourned.] 
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OPENING STATEMENT OF SENATOR LEVIN 

Senator Levin. Good morning, everybody. This is the second day 
of our hearings on Wall Street bank involvement in physical com- 
modities. Yesterday, we explored the physical commodity activities 
of three banks — Goldman Sachs, JPMorgan Chase, and Morgan 
Stanley — and heard from bank executives and also from experts 
who helped put those activities in context. Today we are going to 
explore the implications of our findings and how to get stronger 
protections against the abuses, real and potential, that could dam- 
age the banking industry, commodity markets, and in a worst-case 
scenario, the U.S. economy and U.S. taxpayers. We will also focus 
on how to build stronger protections against market manipulation 
and unfair trading by financial institutions with easy access to cap- 
ital provided by the Federal Reserve, that is, by the American tax- 
payer. 

Yesterday’s hearing showed that, in recent years, Goldman, 
JPMorgan, and Morgan Stanley have been heavily involved in a 
wide range of physical commodity activities and businesses, includ- 
ing building multi-billion-dollar stockpiles of aluminum, copper, oil, 
and natural gas, and running businesses like power plants, oil and 

( 95 ) 
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gas storage and pipeline companies, and commodity warehouses. 
Now, when I say “hanks,” by the way, it is shorthand to cover both 
federally insured banks and their holding companies. 

The evidence presented yesterday showed those Wall Street 
banks engaging in vast, complex commercial enterprises that are 
eroding the longstanding U.S. principle of separating banking from 
commerce. 

Yesterday’s hearing also showed that at the same time the Wall 
Street banks were stockpiling commodities and running com- 
modity-related businesses, they were engaging in massive trans- 
actions to buy and sell those same physical commodities, and were 
also trading commodity-related financial instruments like futures 
and swaps. 

The simultaneous trading of commodities in the physical and fi- 
nancial markets raises concerns related to market manipulation 
and unfair trading. In 2013, the Federal Energy Regulatory Com- 
mission fined JPMorgan $410 million after finding that JPMorgan 
commodity traders used power plants to execute manipulative bid- 
ding strategies that produced profits for the bank at the expense 
of electricity customers. We will hear more about that and other 
electricity manipulation cases today. 

Yesterday, we also heard about a warehouse company, purchased 
by Goldman Sachs and overseen by a board consisting entirely of 
Goldman employees, that manipulated its warehouse operations in 
a way that impacted the price of aluminum for consumers, while 
at the same time Goldman was trading aluminum-related financial 
products. The Goldman-controlled board of directors approved the 
merry-go-round transactions that have done much harm to con- 
sumers and aluminum markets. 

Yesterday’s hearing also disclosed that Goldman employees were 
given access to valuable non-public information from the ware- 
house company related to aluminum, information that could have 
been used to benefit Goldman’s aluminum trading. Both the ware- 
house company and Goldman had information barrier policies in 
place at the time, but given the recent history of banks improperly 
sharing information to manipulate electricity, LIBOR, and foreign 
exchange rates, reliance on voluntary policies at banks that have 
an economic interest in ignoring those policies is simply not enough 
protection for consumers. 

Finally, yesterday’s hearing disclosed the extent to which phys- 
ical commodity activities like uranium trading, coal mining, and oil 
and gas activities exposed Wall Street banks to wide-ranging and 
unpredictable risks, from natural disasters to mechanical malfunc- 
tions to labor unrest to volatile commodity prices. 

The Subcommittee’s investigation and Report are not the first to 
expose the problems associated with Wall Street bank involvement 
with physical commodities. In 2010, the Federal Reserve formed its 
own Commodities Team to conduct a multi-year special review of 
the physical commodity activities of ten large banks. That special 
review found that the ten banks were heavily involved in a wide- 
ranging and expanding set of physical commodity activities and 
generally had insufficient capital reserves and insurance coverage. 
In fact, the review determined that four of the banks with the larg- 
est physical commodity activities, including the three examined by 
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the Subcommittee, had shortfalls ranging from $1 billion to $15 bil- 
lion to cover potential losses from a catastrophic event. Should 
even one of those banks, embedded in every corner of our economy, 
experience a catastrophic event for which it is unprepared, the U.S. 
banking system could be effected and U.S. taxpayers be forced to 
face another bailout. 

All this activity was occurring despite, as I have mentioned, a 
longstanding separation of banking and commercial activities and 
despite the potential threats to the safety and soundness of bank 
holding companies. The legal arguments advanced by the banks to 
minimize their liability risk are questionable and likely to be of lit- 
tle comfort in the event of a natural disaster or a catastrophic acci- 
dent. The Federal Reserve should approach those arguments with 
skepticism and make sure that its responsibility to protect the fi- 
nancial system from 2008-style shocks remains paramount. Beyond 
the issue of risk, it is urgent that the Federal Reserve also consider 
the implications of these activities for the integrity of U.S. com- 
modity markets and the prevention of market manipulation and 
unfair trading by Wall Street banks. 

Today, to address these problems, we are going to hear that the 
Federal Reserve has made a commitment to issue a new proposed 
rule in the first quarter of 2015. That is good news, although the 
2012 findings of the Federal Reserve’s own special review, together 
with our findings, make that rulemaking long overdue. 

The Federal Reserve is considering arguments that Wall Street 
banks provide hard-to-replace services in some of these areas. But 
the separation between banking and commerce has served markets 
and our economy quite well for decades. And the erosion of that 
barrier is clearly doing harm today. Any discussion of these phys- 
ical commodities activities must begin and end with the need to 
protect our economy from risk, our markets from abuse, and our 
consumers from the effects of both. Wall Street banks with near- 
zero borrowing costs, thanks to easy access to Fed-provided capital, 
have used that advantage to elbow their way into commodities 
markets. Bad enough that this competitive advantage hurts tradi- 
tional commercial businesses; worse that it opens the door to price 
and market manipulation and abusive trading based on non-public 
information. 

Today’s hearing will receive testimony from Governor Daniel 
Tarullo, a member of the Board of Governors of the Federal Re- 
serve. We will also hear from Larry Gasteiger, the Acting Director 
of Enforcement at the Federal Energy Regulatory Commission, who 
has had to deal directly with bank manipulation of the electricity 
market. 

On our first panel, we will hear from Professor Saule Omarova 
of Cornell University, one of the first legal experts to chronicle the 
rapid and largely underappreciated breakdown of the barrier be- 
tween commercial activity and banking; and we will hear from 
Chiara Trabucchi of Industrial Economics, Inc., an expert in the 
area of financial responsibility and liability risk. 

The Subcommittee, based on 2 years of investigation, has rec- 
ommended a series of actions to rein in excessive risk and conflicts 
of interest stemming from Wall Street bank involvement in phys- 
ical commodities. Those recommendations include the issuance of a 
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single, comprehensive limit on bank holding companies’ exposure to 
physical commodities, no matter what authority is used to accumu- 
late those holdings. They also include our recommendations nar- 
rowing the scope of the Gramm-Leach-Bliley authorities that al- 
lowed the explosion of Wall Street involvement in these activities 
to begin with. And they include instituting new safeguards to pre- 
vent Wall Street banks from using commercially valuable, non-pub- 
lic information obtained from their physical commodity activities to 
manipulate markets or to gain unfair trading advantages. The Sub- 
committee’s Report and these 2 days of hearings will help provide 
a factual foundation for those and other reforms as the Federal Re- 
serve, FERC, and other regulators consider new rules to protect 
businesses, consumers, and the economy. 

On a personal note, it has been a privilege for me to work with 
a staff that not only consistently displays knowledge, tenacity, and 
dedication, but that represents a true example of bipartisan co- 
operation. The staff of this Subcommittee, Majority and Minority, 
have done important and lasting work on behalf of the American 
people, and I am grateful for all that they have done. 

I can think of no better partner than Senator John McCain. His 
dedication to energetic, effective oversight is just one of his major 
contributions to the Senate and to our country that make working 
with him so rewarding. 

Senator McCain. 

OPENING STATEMENT OF SENATOR McCAIN 

Senator McCain. Thank you very much, Mr. Chairman. Thank 
you for your kind words. 

Yesterday, we heard about how large financial institutions are 
engaging in manipulative practices in physical commodities mar- 
kets. Over 6 years after the financial crisis, these banks still think 
they are too big to fail. And, indeed, they probably are. And they 
have been taking on new risk that could lead to more bailouts by 
the American taxpayer through shady merry-go-round transactions 
and large purchases in commodities markets. These financial insti- 
tutions have driven up costs for end users of materials like alu- 
minum and ultimately hurt ordinary consumers. 

The banks could not have engaged in these activities without the 
permission of regulators. The Federal Reserve in particular has the 
power and the responsibility to make important changes that 
would prevent the sorts of abuses that have been illustrated in this 
hearing. 

While the Federal Reserve claims in its written statements that 
it has monitored this situation and explored possible actions, it has 
clearly not done enough to prevent harmful commodity activities by 
the banks. And the persons who ultimately are harmed by all of 
this, of course, is the average consumer, the average citizen, who 
has no knowledge, unless it paid attention to this hearing, of the 
extent of the manipulations that have been carried out by the larg- 
est financial institutions in America and, indeed, probably the 
world. 

I look forward to hearing from the witnesses why the Federal Re- 
serve has allowed the problems identified by the Subcommittee to 
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fester in our financial system and how it intends to fix them going 
forward. 

I thank you, Mr. Chairman. 

Senator Levin. Thank you very much, Senator McCain. 

And I now would like to call our first panel of witnesses for this 
morning’s hearing: Ms. Saule Omarova, a Professor of Law at Cor- 
nell University, Ithaca, New York; and Ms. Chiara Trabucchi, a 
Principal at Industrial Economics, Incorporated, Cambridge, Mas- 
sachusetts. 

We appreciate both of you being with us today. We look forward 
to your testimony, and pursuant to our rules, all witnesses who tes- 
tify before the Subcommittee are required to be sworn, and at this 
time I would ask both of you please to stand and to raise your right 
hand. Do you swear that the testimony you are about to give to 
this Subcommittee will be the truth, the whole truth, and nothing 
but the truth, so help you, God? 

Ms. Omarova. I do. 

Ms. Trabucchi. I do. 

Senator Levin. We will use a timing system today. About a 
minute before the red light comes on, the light will change from 
green to yellow. That will give you an opportunity to conclude your 
remarks. Your written testimony will be printed in the record in 
its entirety. We would appreciate it if you could try to limit your 
oral testimony to 5 minutes. 

Ms. Omarova, we will have you go first. 

TESTIMONY OF SAULE T. OMAROVA, i PROFESSOR OF LAW, 
CORNELL UNIVERSITY, ITHACA, NEW YORK 

Ms. Omarova. Chairman Levin and Senator McCain, thank you 
very much for an opportunity to testify here today. My written 
statement and prior writings lay out in sufficient detail my views 
on this subject, so I will keep my remarks to a few key points. 

I will recap briefly why, from the perspective of U.S. banking his- 
tory, policy, and law, such involvement raises potentially signifi- 
cant concerns and, therefore, demands serious legislative and regu- 
latory attention. 

I will also briefly address some of the main arguments against 
restricting banks’ physical commodity activities typically advanced 
by banks themselves, their agents, and clients. 

Those advocating the regulatory status quo often claim that 
there is nothing new or special and, therefore, nothing problematic 
about allowing banks to run physical commodity operations. These 
industry advocates tend to sample episodes from ancient or medie- 
val European or Asian history to prove that banks in general have 
always been natural commodity traders. 

This cherrypicking from foreign countries’ distant past, however, 
is irrelevant for purposes of interpreting U.S. banking laws and 
regulations, which are based on the longstanding American tradi- 
tion of keeping banks out of any non-banking commercial busi- 
nesses. 

The principle of separation of banking from commerce has always 
been and continues to be the cornerstone of the U.S. banking finan- 


^The prepared statement of Ms. Omarova appears in the Appendix on page 282. 
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cial system. This structural separation has heen traditionally 
viewed as necessary in order to preserve the safety and soundness 
of the U.S. banking system by shielding banks from the risks of 
commercial activities, to ensure a fair and efficient flow of credit 
in the economy by preventing unfair competition, market manipu- 
lation, and banks’ conflicts of interest, and to prevent excessive 
concentrations of financial and economic power. 

Early American bank charters were granted by State legislatures 
and typically prohibited chartered banks from dealing in merchan- 
dise. In 1825, New York became the first State to restrict banks’ 
activities by statute. The National Bank Act of 1863 limited feder- 
ally chartered banks’ activities to those in the narrow band of “the 
business of banking” alone. 

The Bank Holding Company Act of 1956 extended the same prin- 
ciple to banks’ parent companies, or bank holding companies, or 
BHCs, by generally limiting their activities to those closely related 
to banking. 

The passage of the Bank Holding Company Act marks the begin- 
ning of the truly relevant history for banks in commodities. Since 
1956, for any U.S. banking organization, the decision to participate 
in the production, processing, transporting, or trading physical 
commodities, all purely commercial activities, has never been just 
a matter of their own or their clients’ profitability or convenience. 
It is first and foremost a matter of their legal authority. In order 
to enter the physical commodity supply chain at any point and in 
any capacity, a bank or any bank affiliate has to find a specific 
legal or regulatory authorization to do so. And what this means is, 
that under U.S. law, these types of business decisions are deemed 
too important to be left purely to individual banks’ managers and 
owners, and instead are fundamentally linked to broad consider- 
ations of public policy. 

The Gramm-Leach-Bliley Act of 1999 amended the Bank Holding 
Company Act to allow a subset of bank holding companies, finan- 
cial holding companies, or FHCs, to expand their commercial activi- 
ties subject to certain limits. As we know now, since the early 
2000’s, several large U.S. FHCs have availed themselves of these 
newly created statutory powers to grow extensive physical com- 
modity operations. 

As I argued before, this trend undermines the fundamental prin- 
ciple of separation of banking from commerce and raises a wide 
range of potentially significant policy concerns with safety and 
soundness of financial institutions, systemic risk, potential public 
subsidy leakage, market integrity, consumer protection, the sheer 
governability of financial institutions, regulatory capacity to over- 
see them, and excessive concentrations of financial and economic 
powers. 

The banking industry, of course, dismisses all of these policy con- 
cerns as irrelevant. The industry’s claims, however, are generally 
familiar. Banks make them every time they object to any attempt 
to regulate their activities. These arguments are typically either 
nonresponsive, nonsensical, or patently false. 

For example, the typical nonresponsive argument is that banks’ 
commodities trading benefits their clients. Even if it were true, 
that argument completely ignores the fundamental question: To 
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what extent those private benefits to individual clients stem from 
banks’ access to public subsidy. 

An example of a nonsensical argument is the industry’s claim 
that, because nothing bad has happened yet, there is no reason to 
worry that it might happen in the future. And, of course, this claim 
could have been made about the Deepwater Horizon accident up 
until the day it actually happened. 

An example of a patently false claim is an assertion that oil drill- 
ing is no different from making mortgage loans and that banks 
manage all of these risks perfectly well. In fact, oil is different from 
money, and traditional credit intermediation is different from trade 
intermediation. And claims of perfect risk management are ques- 
tionable without specific proof, even with respect to banks’ core fi- 
nancial activities, let alone things far outside the realm of their 
traditional expertise. 

So these are just a few examples of the banking industry’s argu- 
ments, all of which essentially distract attention from the real 
questions and, in effect, deny the American public the answers we 
deserve. I urge lawmakers and regulators not to lose sight of what 
is really at stake in this important public policy debate. 

Thank you very much. 

Senator Levin. Thank you very much, Ms. Omarova. 

Ms. Trabucchi. 

TESTIMONY OF CHIABA TRABUCCHI, i PRINCIPAL, INDUS- 
TRIAL ECONOMICS, INCORPORATED, CAMBRIDGE, MASSA- 
CHUSETTS 

Ms. Trabucchi. Chairman Levin and Ranking Member McCain, 
thank you for the invitation to testify in today’s hearing. My name 
is Chiara Trabucchi, and I am a Principal with Industrial Econom- 
ics, Incorporated, in Cambridge, Massachusetts. My expertise rel- 
evant to this matter is in environmental risk management and fi- 
nancial assurance frameworks. 

My testimony focuses on the environmental and catastrophic 
event risks that confront businesses involved with physical com- 
modity activities as well as mitigating strategies adopted by finan- 
cial holding companies to manage these risks. 

My remarks today address the consequences of these companies 
engaging in commodity-related activities, including investments in 
industrial facilities such as power plants, pipelines, natural gas fa- 
cilities, and refineries. 

Businesses involved with these types of activities face specialty 
or non-standard risks. Incidents documented in the public record 
evidence that activities involving the extraction, storage, transport, 
or refining of natural resources can cause several types of injury 
including, for example, human health effects, fatalities, ecological 
damage, property damage, business interruption, or surface/sub- 
surface trespass. The means by which injury occurs often vary by 
commodity type; common pathways include pipeline rupture or ex- 
plosion, impoundment failure, mine collapse, contaminant release, 
industrial accident, mechanical failure, or transport accident. 


^The prepared statement of Ms. Trabucchi appears in the Appendix on page 302. 
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History has shown that catastrophic events involving environ- 
mentally sensitive commodities can result in incident response 
costs and compensatory damages that exceed the market value of 
the commodity involved; a single environmental or catastrophic 
event can result in billions of dollars in incident-related expendi- 
tures. In some cases, financial impacts can exceed the available 
capital and financial assurances of the businesses involved, result- 
ing in bankruptcy. 

Prudent risk management dictates that firms operating in these 
sectors establish risk mitigation strategies to mitigate and mini- 
mize the likelihood of an environmental event and, if an event 
should occur, have the financial resources to remain financially re- 
sponsible for their actions. 

By doing so, the firm is better able to assure shareholders, 
whether public or private, that the value of their investment will 
not erode and, with time, will gain value. Traditional environ- 
mental financial assurance models require that risks be mitigated 
either directly as an expense or indirectly through third-party fi- 
nancial instruments, including, for example, insurance. 

In an effort to avoid the need for, or minimize the amount of, 
third-party financial assurances or committed capital, firms with 
business ventures in physical commodity markets may choose to 
employ other risk-mitigating strategies. 

One strategy involves reliance on the corporate veil as a legal 
shield. In the context of environmental risk management, this 
strategy involves establishing a series of holding companies where- 
by the facility engaged in activities directly related to the physical 
commodity is separated from the top-tier parent company by a se- 
ries of corporate layers. It also may involve spinning off the liabil- 
ities of a physical commodity business into a shell corporation to 
shield the assets of the top-tier parent company. In either case, the 
financial holding company believes itself shielded from legacy envi- 
ronmental liabilities or catastrophic events occurring at the lower- 
level subsidiary or affiliate. 

A second mitigating strategy is to engage in physical commodity 
activities in foreign markets with less sophisticated environmental 
regimes than those present in the United States. In so doing, the 
financial holding company believes that it, and the U.S. taxpayer, 
is insulated from environmental risks at the foreign subsidiary. 

A third mitigating strategy is to undervalue expected loss sce- 
narios. One approach, for example, is to assume that ownership of 
the asset or physical system will transfer to another entity prior to 
an environmental or catastrophic event occurring. Merchant bank- 
ing investments can be held only for a limited amount of time. 
Thus, financial holding companies may underestimate the environ- 
mental risk exposure because the physical asset forms part of its 
portfolio only on a short-term or transitory basis. 

All of these risk-mitigating strategies can contribute to moral 
hazard where the financial holding company believes itself insu- 
lated from risk and, therefore, may act imprudently with respect 
to the nature and scope of its involvement with physical com- 
modity-related activities. The consequential impacts of these strate- 
gies vary, but may include assigning an artificially low risk pre- 
mium to environmentally risky ventures, limiting disclosure of con- 
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tingent liabilities associated with environmental or catastrophic 
events, and delaying or avoiding needed infrastructure improve- 
ments. Any reluctance to make capital improvements can place the 
financial holding company at potentially greater risk of environ- 
mental and financial consequences when compared to peers that 
upgrade their infrastructure. It also may yield a short-term com- 
petitive advantage over market participants who do undertake 
long-term capital investments. 

Further, when the time comes to divest its merchant banking in- 
vestment, the financial holding company may find it challenging to 
find a buyer who is willing to absorb the risk profile of potentially 
long-tailed legacy liabilities. 

To the extent the financial holding company does record a prob- 
able loss, it may assure only the lost market value of the commod- 
ities involved and not the expected value of incident response costs. 
Further, the company may argue that even if deemed liable for an 
environmental event, the amount of liability is negligible when 
measured against its overall capital structure. 

The failure to recognize the breadth of potential exposure arising 
from its involvement in physical commodity activities, coupled with 
the failure to maintain sufficient financial assurances, could com- 
promise the stability of the financial holding company and its sub- 
sidiary depository institutions. This could lead to an inappropriate 
risk transfer to the public in the event the holding company and 
its non-banking subsidiary are unable to meet their financial obli- 
gations. To the degree the affected company is a global systemically 
important bank, a risk transfer of this sort may send a potentially 
destabilizing shock through the financial markets. 

The financial crisis of 2008 highlighted the speed with which a 
global market contagion can take effect when a large corporation 
undervalues its long-tailed risks. 

Notwithstanding the varying degrees of supervisory standards 
and capital ratios imposed on financial holding companies engaged 
in physical commodity activities, the ability of these companies to 
meet prescribed ratios may be immaterial if they have undervalued 
the long-tailed environmental risk exposure of their investments, 
either because they believe they will be legally insulated from li- 
ability or because they believe they are too big to fail. 

In the event the strength of the capital ratio is diluted and risky 
investments proceed because the potential financial consequences 
of prospective environmental liabilities are undervalued, then some 
or all of an unfunded liability may be left for the U.S. taxpayers 
to bear in the event of an environmental or catastrophic event. My 
written testimony further elaborates on these areas. 

I would be pleased to answer any questions. Thank you. 

Senator Levin. Thank you very much, Ms. Trabucchi. 

Professor Omarova, please take a look at a chart, which is Ex- 
hibit lh,i and we are going to put the chart, our larger version of 
it, up for everybody to see. This was a chart that was prepared by 
JPMorgan in 2011 when it owned or had tolling agreements with 
31 power plants across the country, and also owned or leased gas 


^ See Exhibit No. Ih, which appears in the Appendix on page 823. 
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storage facilities for about 78 billion cubic feet of natural gas since 
it was supplying natural gas to a number of those plants. 

Now, when I look at this network of power plants and natural 
gas storage facilities, it strikes me as a vast commercial, industrial 
venture, not a banking activity. How does it strike you? 

Ms. Omarova. Well, it strikes me as actually a terrifying picture 
of what is going on here. As a former banking attorney, to me this 
is precisely what the law did not mean to happen at all. This is 
a financial-industrial conglomerate, and it is not just the law itself 
that seems to be offended by this type of a picture. But there is 
a general expectation among American citizens and taxpayers that 
our banks are doing banking business. 

I talk a lot to various people, my friends, who are not necessarily 
banking lawyers; they have no idea about this stuff going on. They 
are nurses, cab drivers, and engineers. And when I tell them the 
research I have been conducting in the past 2 years, they are in- 
variably shocked. And no matter what JPMorgan says about why 
this type of expansive network of power and other commercial ac- 
tivities is absolutely necessary to them in order to provide financial 
services to the people, I think they are missing something very im- 
portant in that core, shared intuition that we all have: banks 
should not be doing this stuff. 

Senator Levin. And what about the risks, Ms. Trabucchi? 

Ms. Trabucchi. Well, I think when you have an organization 
that is this diversified where the span of it is across so much of 
the United States, and you are involved in physical commodity ac- 
tivities that are highly sophisticated in nature, and that result in 
highly sophisticated degrees of risk, I think it is a very dangerous 
proposition to have that consolidated in a portfolio where you have 
different actors who are not necessarily as sophisticated about how 
to manage those risks as they are in their inherent industry, which 
is finance. 

The environmental risk profile and the financial risk profile are 
inherently different, and so the tools and techniques that are used 
to manage environmental risks are not the same as those used to 
manage financial risk. 

Personally I think that this is a very troubling trend, and it is 
a recent trend. And so to the degree it continues or expands, I 
think the environmental risk profile will grow. 

Senator McCain. Mr. Chairman, could I interrupt a second? 

Senator Levin. Please. 

Senator McCain. As follow-up to that in general, as we see this 
expansion — in one case at one time one of these institutions owned 
80 percent of the entire supply of copper that is traded on the ex- 
changes — am I exaggerating too much when I say this is reminis- 
cent of the days of the robber barons when the railroads were con- 
trolled by one individual? And, again, when you corner the world 
that traded supplies of a vital commodity, in that case copper, I 
was astounded by that. Maybe you could respond to that. Am I too 
alarmed? 

Ms. Omarova. Absolutely not. I am really glad you said that. 
That is precisely that back almost 100 years ago, this country was 
up in arms against: This kind of seamless wedding of money and 
control over raw materials and transportation and pure commerce. 
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Right? Because we were worried about the fact that people who 
control money and control raw materials can control too much of 
our society in general. And it does not matter that today, in 2014, 
we appear more sophisticated, we have greater technology, and we 
can say, well, there are all these mathematical models that some- 
how make this picture less alarming. Ultimately at its core, it is 
just as dangerous as it was 100 years ago. 

Ms. Trabucchi. From my perspective, again, my background is 
environmental risk management and financial indemnity models. I 
think what is troubling is you have actors who are inherently — that 
the public inherently believe are there to provide financial credit 
and to provide — or assist in financial assurance. And often those 
are the actors to whom your commodity actors go in order to help 
assure their risks. 

Now what you have is a combination of — or a concentration of ac- 
tivities in one sector, and so they are self-regulating. And, in my 
view, whenever you have self-regulation, it torques your risk pro- 
file, and you do not have the checks and balances necessary to 
make sure that the financial assurances map to the probable risk 
profile and map to the loss ratios, because the sectors are too inter- 
connected. 

So when you are calculating a probable loss ratio and you are the 
one who is going to incur the loss, there is a moral hazard that 
arises. You do not have the incentive to appropriately manage your 
risks because you are also banking your own 

Senator McCain. Because you are not taking the risk. 

Ms. Trabucchi. Well, they would argue they are not taking a 
risk. I think that you are talking to somebody who believes 

Senator McCain. But that is what I mean. I mean there is no 
risk to them under this 

Ms. Trabucchi. It is a risk to the U.S. taxpayers. 

Senator McCain. Right. 

Ms. Trabucchi. The presumption is that there is a de facto pub- 
lic-private risk-sharing arrangement where the public has not nec- 
essarily been privy to that the arrangement. And I think that is 
the danger here; the inherent model of environmental law, environ- 
mental regimes, is to place environmental risk with the actor who 
incurs that risk and ensure that they remain financially account- 
able and financially responsible, not the 

Senator McCain. Which in this case, under their structure, they 
are not responsible. 

Ms. Trabucchi. Well, I think it is a matter for the courts. I think 
if there is an event 

Senator McCain. Should it be a matter for the courts, or should 
it be unequivocal, the responsibility? And I apologize, Mr. Chair- 
man — 

Senator Levin. No. Please. 

Senator McCain. But it raises up just one more question for both 
of you. After the terrible financial collapse of 2008, one of the com- 
mitments we all made — Republican, Democrat, administration, all 
of us — was that none of these institutions would ever again be too 
big to fail. I would like to ask your opinion. Given a lot of the infor- 
mation that we have just seen, have we achieved that goal or come 
to close to it, anywhere near it? 
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Ms. Omarova. Well, not only did they not become smaller and 
less likely to fail, or come to the brink of failure, and much easier 
to resolve without any public bailouts, but to the contrary, particu- 
larly in this physical commodities area, they have grown much big- 
ger. Not only are they bigger in terms of their size, but they have 
actually made themselves, according to them, their own advocates, 
indispensable not only as providers of finance but as providers of 
coal, jet fuel, oil, natural gas, aluminum, copper, and so on and so 
forth, or at least actors in the supply chain that have a lot of con- 
trol over the availability of those raw materials. 

So, in effect, they are acquiring businesses that potentially can 
make them even more important to be bailed out or at least to 
claim they need to be bailed out, should anything happen. And it 
also creates new and unfamiliar, unstudied to this day, channels of 
transmitting risk, systemic risk, from finance into these non-finan- 
cial areas and vice versa. 

So now, for example, if it is true that JPMorgan and Goldman 
Sachs are so uniquely indispensable to all of those end users out 
there in the real economy who need jet fuel or electricity, and sud- 
denly something bad happens in their financial businesses — which 
usually seems to happen periodically — and somehow they are on 
the brink of a failure and there is a question, “Should we let them 
fail?” And suddenly policymakers will have to deal with the poten- 
tial impact of letting them fail on those various utilities and air- 
lines, and whoever they are. 

And so that to me is another factor to start doubting that the 
problem of “too big to fail” is being resolved. I think it is being ex- 
acerbated. 

Ms. Trabucchi. I think the precept here is they should not be 
allowed to be too big to fail, that when you are talking about envi- 
ronmental risk management and financial assurance, every actor 
in every industry in every function that they provide, they should 
remain financially accountable. And there are numerous 

Senator McCain. Do you believe that they are 

Ms. Trabucchi. Presently too big to fail? As I sit here right now, 
not having done a review of their specific financial holdings, I am 
not prepared to say with certainty one way or the other. What I 
will say is, again, they should not be allowed to be too big to fail. 
They should not be engaged in activities that are beyond their risk 
profile or beyond their ability to manage their risk profile. Some of 
the information that I read in the Subcommittee Report suggests 
that they do not know how to analyze or quantify probable loss sce- 
narios, it is actually not true. There are industries specifically de- 
signed to measure and monetize risk. They are choosing not to do 
so. And so to the degree, I think, regulators allow them not to, then 
they are enabling too big to fail, and they do not need to do so. 

Senator McCain. Sorry for the interruption, Mr. Chairman, but 
I thought your line of questioning begged these additional ques- 
tions. I thank you, Mr. Chairman. 

Senator Levin. That was very on target. 

As a followup of that, one of the issues here, the differences be- 
tween a regular oil and gas company and the financial holding 
company is their capital ratio. So an oil and gas company has a 
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capital ratio on average of 42 percent. Financial holding companies 
have an average capital ratio of 8 to 10 percent. 

Professor Omarova, tell us, what does that mean? And what is 
the difference? What is the significance of those numbers? 

Ms. Omarova. Well, when we speak of capital ratios, what we 
are really talking about is the amount of financing that a par- 
ticular company raises from its own private owners, from its share- 
holders, as opposed to from creditors. So we are talking about le- 
verage. 

So, for a regular oil company or a commodity company that you 
refer to, that ratio, that 42 percent is not necessarily dictated by 
law. It is the market, the free market that determines that in order 
for the creditors to really be willing to deal with that company, 
they want to see more of the financing coming from the owners as 
opposed to other lenders. And banks and financial institutions are 
very different in that respect. They can operate, and they are ex- 
pected frequently to operate in their financial businesses, with a lot 
higher amount of leverage. That is why they are regulated. 

But that privilege, what it means is that financial institutions, 
especially banking organizations, get the public backup in case 
something goes wrong, and the creditors are still willing to deal 
with this company with low capital, right? Because they know that 
somehow the U.S. Government will back up those liabilities ulti- 
mately. And that is a tremendous advantage because what it 
means is that 

Senator Levin. The advantage to the banks. 

Ms. Omarova. To the bankers, of course. That is why all of the 
banks’ clients, for example, are currently, crying that, oh, my good- 
ness, if you kick banks out of this business, then we will have to 
deal with less “creditworthy counterparties.” What that really 
means is that those counterparties out there in the market do not 
have that kind of public subsidy, because banks should not be more 
creditworthy by market standards. Look at their capital levels, 8 
percent versus 40 percent, right? There is no reason to think that 
this is a better counterparty to deal with but for the public backing 
that banks enjoy, and that is a tremendous advantage over other 
non-subsidized private companies in the market. 

Senator Levin. You made reference to concentration of power, 
and we heard yesterday about a severe concentration of power in 
the aluminum storage market. And here is what has happened, 
and I do not know if you have read the Report, but let me try to 
summarize it. 

Goldman Sachs acquired a large warehouse business in 2010 
called Metro, and after Goldman acquired Metro, Metro tripled the 
incentives that it paid to attract aluminum to its many warehouses 
in the Detroit area. It paid millions of dollars in incentives to exist- 
ing warehouse clients to engage in what we call “merry-go-round 
deals,” and here is the way it worked. The warehouse clients 
agreed to cancel what are called “warrants.” These are warrants of 
the London Metal Exchange. This lengthened the queue to get out 
because if the warrant is canceled, you have to then get in line to 
get your aluminum out of the warehouse. 

And then what they did was they canceled their warrants — they 
were paid to do this — lengthened the queue to get aluminum out 
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of these warehouses, and the result was the following: That the 
line, the queue, to remove metal from these warehouses went from 
40 days to 665 days, forcing metal owners to wait nearly 2 years 
to get their metal out of storage. 

Now, what happened is that Metro built a virtual monopoly on 
the U.S. London Metal Exchange aluminum storage market. They 
captured 85 percent of the market share by 2014. The longer lines 
which resulted requiring that these warrants be canceled in order 
to get the subsidy resulted in and were correlated to the tripling 
of a premium for aluminum. To buy aluminum, you have to pay a 
premium plus a London Metal Exchange cost, but the premium is 
a big part of the price, and a big growing part of the price for alu- 
minum. 

So Goldman owns warehouses and is directly involved in a deci- 
sion to increase the line from, again, usually a few days to 600 
days, which is correlated with a dramatic increase in the premium 
that people pay for aluminum. And at the same time, Goldman, 
through its financial transactions, is involved in the price of alu- 
minum, futures for aluminum, swaps for aluminum, and they have 
this information because they are involved in the decision and the 
payment to people to effectively lengthen the line by going into 
queues. And there is a direct correlation between a longer line and 
the premium that is paid for aluminum. 

Now, that may sound kind of complicated, and it is. But that is 
the kind of concentration of power that involves market manipula- 
tion through the use of these warehouse operations. And it is infor- 
mation which Goldman not only is privy to, unlike anybody else, 
except the people running the warehouses for them, they are cre- 
ating the situation themselves. It is not just knowing of informa- 
tion which affects the value of aluminum futures in which they are 
dealing. They are actually creating the situation as well as learning 
of the situation. And so they are involved in these merry-go-round 
deals, and I guess the question — they have obvious informational 
advantages in their derivatives trading operations. 

Now, did you read the Report or is this familiar enough to you 
now that you can give us a reaction to this? 

Ms. Omarova. Well, this is familiar to me enough. Of course, no 
one can ever claim that what Goldman Sachs is actually doing 
within its operations is fully well known to them, unless you are 
part of their operation. And I did not see yesterday’s Goldman 
Sachs executives’ testimony. I have read some reports that indicate 
that it was an act worth seeing. 

However, this is a very interesting situation that exemplifies pre- 
cisely the dangers from the market integrity perspective of allowing 
large financial institutions that are active in creating and trading 
financial instruments linked to prices of commodities, on the one 
hand, to enter businesses in the actual physical commodity supply 
chain, so that they cannot only get some information from these op- 
erations but actually be able to physically move the prices. 

And, of course, they will tell us — and they probably did tell you 
yesterday — that none of that is happening, everything is absolutely 
cleanly separated, and they are really only doing it for the best of 
the society. But the reality of it is that, why would a financial insti- 
tution, for example, even try to become a warehousing company? 
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Until very recently, metals warehousing did not look like the kind 
of hot business that all the banks were really getting into, right? 
There must be a reason for them to extend themselves so that they 
actually own warehouses. And the reason is precisely their ability 
to devise and implement much more complex strategies for prof- 
iting from these prices, not only by extracting rental income from 
the warehousing or even by raising certain aluminum prices in cer- 
tain markets, but also by perhaps engaging in very complex finan- 
cial games around that stuff. 

And once that kind of a game starts determining what is hap- 
pening in the market for aluminum, for example, that really dis- 
torts the dynamics that have been present for decades and cen- 
turies. And so everything becomes a lot more difficult to under- 
stand: Why things are happening the way they are happening. And 
perhaps that is part of the reason why it is so difficult for us to 
argue with Goldman Sachs executives on the specifics — “have you 
manipulated, have you not manipulated?” But if you kind of step 
away from the specifics and look at what exactly is happening, it 
is quite clear that this is an extremely troubling trend, and it 
should NOT be allowed to continue. 

And, for example, the very fact that those “merry-go-round” cli- 
ents are primarily financial institutions, those clients are the cli- 
ents of Goldman Sachs in its capacity as a financial institution. So 
perhaps if it were not Goldman Sachs but some bona fide metals 
warehousing company that was running Metro’s warehouses, that 
company might not have been able to create such incentives and 
to pay that much money to producers of aluminum to store alu- 
minum in its warehouses, on the one hand, but also to find those 
types of convenient clients to engage in this merry-go-round that 
they can find because they deal with these hedge funds and private 
equity funds and whoever they are. 

And this is a very important factor to keep in mind when we 
think about the concentrations of power and the new forms of ma- 
nipulation that may be taking place there. 

Senator Levin. Thank you. 

Senator McCain. 

Senator McCain. I think I have asked my question, Mr. Chair- 
man, but Ms. Omarova raised this: Why would Goldman Sachs 
want to get in the warehouse business? That is a very interesting 
question, and I wonder if they have ever been in the warehouse 
business anywhere else in America. 

I thank you, Mr. Chairman. 

Senator Levin. Thank you. I just have one additional question, 
I guess, of Professor Omarova. Banks have been found to have en- 
gaged in serious manipulative conduct involving things like elec- 
tricity prices and LIBOR and foreign exchange rates and more. 
Those same banks have access to near-zero interest rates to borrow 
money and lower capital requirements that almost any private sec- 
tor company conducting physical commodity activities which do not 
have that kind of huge advantage. So cheaper credit and lower cap- 
ital requirements translate into clear competitive advantages when 
banks start getting into commercial businesses, as you have point- 
ed out, like power plants, oil storage facilities, coal mining, and so 
forth. 
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Now, since the Federal Reserve is the source of those competitive 
advantages, does it have a responsibility to ensure that banks do 
not use those competitive advantages to engage in market manipu- 
lation or unfair trading? 

Ms. Omarova. The short answer is yes. The Federal Reserve ab- 
solutely has the responsibility to ensure that financial holding com- 
panies through their many commercial subsidiaries or otherwise do 
not conduct activities that are essentially taking unfair advantage 
of their access to a public subsidy system. And it is disheartening 
to me that the Federal Reserve has not done so, and even when 
the Federal Reserve actually was forced to publicly state its intent 
to look into this issue last year, in 2013, after some hearings in the 
Senate, even then their focus seems to be mostly on the safety and 
soundness of the financial institutions themselves. 

It is a very important issue, no question about that. But it is by 
no means the sole issue at stake here. The Bank Holding Company 
Act historically was adopted as an anti-monopoly, antitrust kind of 
an act, and that spirit of the Bank Holding Company Act needs to 
be upheld today in the face of these kinds of activities, these kinds 
of charts being shown to us here. And it is the Federal Reserve’s 
primary responsibility to make sure that whenever a financial 
holding company gets into any non-financial business, that the fi- 
nancial company produces specific ongoing proof to the Federal Re- 
serve, as our agent and a watchdog on behalf of the American tax- 
payer, that the extraordinary step of extending public backup for 
private companies’ liabilities, stuff that we do with banking institu- 
tions, is not extended throughout the economy without the Amer- 
ican taxpayers knowing about it. That is absolutely an important 
point, and that is precisely the point that to this day we have not 
seen addressed by the regulators or the industry. 

Senator Levin. Ms. Trabucchi, the three financial holding compa- 
nies have all told us that they have been careful to set up their af- 
fairs so that they do not directly own or operate a physical com- 
modity facility, and so they cannot be held liable for losses. I think 
Senator McCain asked a question like this yesterday about if BP 
were a bank, I think was the question he asked, so let me ask — 
it is really his question. If BP were a bank, what would be the im- 
pact on that bank of that oil spill? 

Ms. Trabucchi. Well, thankfully, BP is not a bank If you look 
at BP’s recent Fiscal Year end 2013 annual report, you will see 
that they have recorded losses or anticipated losses of approxi- 
mately $43 billion with incident-related expenses to date in the 
realm of approximately $25 billion. 

I think that the challenge you have are these financial holding 
companies believe that the legal shield they have instituted 
through a series of corporate veils, whether that corporate veil in- 
volves holding companies or shell companies or investing in sub- 
sidiaries and affiliates in foreign countries, that the legal shield is 
a de facto shield from financial responsibility. And I think what the 
Deepwater Horizon spill has shown, as well as several other inci- 
dents in the public record, is that parent companies do end up be- 
coming financially responsible for the activities of their subsidiaries 
and affiliates, not simply because they are liable or not liable, but 
there are many other reasons why they might choose to do so. 
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So, from a financial perspective, I think it is dangerous for finan- 
cial holding companies to engage in a multiplicity of physical com- 
modity-related activities with the presumption that there is no 
risk, and if there is a risk, the legal shield will protect them, and 
if the legal shield does not protect them, the amount is negligible 
and, therefore, not worthy of recording on their financials, I think 
that is a very dangerous prospect for the banks, and I think it is 
a dangerous prospect for the U.S. taxpayer. There are numerous 
other incidents. I think Deepwater Horizon is one with which the 
public is familiar. But there are many other environmental and 
catastrophic incidents that are billion-dollar incidents. 

Senator Levin. Now, during our investigation, Ms. Trabucchi, we 
came across some fact patterns which were unusual, to put it mild- 
ly. We found, for instance, that Morgan Stanley had used three 
shell companies, known as “Wentworth,” to build a compressed nat- 
ural gas facility. Those companies had no employees or offices of 
their own. They were managed and run by Morgan Stanley employ- 
ees. They were located in Morgan Stanley’s Commodities Division’s 
offices in Purchase, New York. 

Does that type of shell arrangement increase the chances that 
Morgan Stanley would be held liable if that plant were struck by 
a disaster? 

Ms. Trabucchi. In my opinion, yes. 

Senator Levin. Now, how about the situation at Goldman where 
it bought a uranium trading company, Nufcor, and the employees 
that ran the business left, Goldman employees took over running 
the business? Does that fact pattern increase Goldman’s potential 
liability? 

Ms. Trabucchi. Assuming those employees were involved in the 
direct operation of the facility, then yes. 

Senator Levin. And what about a situation involving JPMorgan 
which directly owns three power plants but in each case it con- 
tracted with a third party to run the plant? Now, as a direct 
owner — what is your reaction to that? 

Ms. Trabucchi. Under various legal case precedents, if you are 
a direct owner or operator of a facility that has an environmental 
incident, you could be held directly liable for the actions of that 
subsidiary. I think when you are talking about contracting the ac- 
tivities, then it becomes a little bit more nuanced. And I think that 
the notion of contracting, really again it gets down to direct oper- 
ations. Was one party directing the other party to operate a facility 
or operate activities in a certain fashion that resulted in an envi- 
ronmental incident? 

Senator Levin. Ms. Trabucchi, the financial holding companies 
that we have looked at have hundreds of billions, sometimes tril- 
lions of dollars in assets, and some have claimed that even a cata- 
strophic event would not have a significant impact on their fi- 
nances or their stability. But isn’t it correct that most of those tril- 
lions of dollars belong to their clients and that almost all banks 
have capital ratios, again, of less than 10 percent, meaning that if 
disaster strikes, they do not have sufficient funds to deal with the 
fallout? 

Ms. Trabucchi. Yes, I think this is an interesting point and an 
interesting question, because I think that this is an area where you 
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can see the most difference between financial holding companies 
operating in physical commodities and actual industrial actors who 
are familiar with the sophisticated nature of their commodity and 
their industry. 

Generally speaking, those actors who are in the physical com- 
modity business must comply with very sophisticated environ- 
mental laws and environmental regimes that require financial as- 
surance. And those financial assurance instruments — for example, 
insurance, surety bonds, potentially putting in place a trust fund — 
also allow for self-insurance where you can benchmark the strength 
of your financial statements against the facility’s risk profile. 

What you need to do is evidence solvency and liquidity, which 
are often multiples of the prospective monetized risk. It is not just 
a measure of the size of the entity. 

So I think the short answer to your question is just presuming 
a capital ratio is sufficient to benchmark financial assurance for 
environmental risk is short-sighted. 

Senator Levin. Exhibit 6,i in that document this is what Gold- 
man said to the Federal Reserve 

Ms. Trabucchi. I am sorry. Did you say 

Senator Levin. It is on page 6 of Exhibit 6, and I will read it, 
which may or may not obviate the need to find it in that huge book 
of exhibits. 

Ms. Trabucchi. OK. 

Senator Levin. Here is what Goldman said to the Federal Re- 
serve: “While there is no explicit scenario for environmental [or] 
catastrophic damage for any business line or corporate area, expo- 
sure related to participation in commodity markets primarily re- 
sides in the damage to physical assets risk category in Global Com- 
modities.” 

Now, then Goldman continued as follows: “Global Commodities’ 
operational risk loss during storage and transportation of its phys- 
ical commodity assets is limited to the value of those assets as cat- 
astrophic [or] environmental risk resides with the facility opera- 
tors.” 

So as recently as July of last year, in other words, Goldman had 
no capital allocated for a catastrophic event, which is what a Gold- 
man executive confirmed in his testimony yesterday. 

Do you have a reaction to that? 

Ms. Trabucchi. Well, I think, again, this gets back to this con- 
cept that they presume the legal shield is strong enough that it ob- 
viates them from any financial accountability or financial responsi- 
bility. And as I said, I think incidents, recent incidents in the pub- 
lic record evidence that a legal shield perhaps is not the best risk 
management strategy when you are working in the physical com- 
modities sector. And I also think it is not a reasonable risk man- 
agement strategy to presume no risk or to presume that if there 
were risk and it were monetized, that you are simply too big to fail 
and, therefore, that risk does not need to be assured. 

Senator Levin. Ms. Trabucchi, in your prepared testimony you 
talk about financial holding companies making transitory invest- 
ments in commodity businesses like power plants, natural gas fa- 


^See Exhibit No. 6, which appears in the Appendix on page 866. 
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cilities, and oil and gas pipelines, and you also commented on that 
in your oral testimony. You point out that they plan to hold the in- 
vestments for only a few years and are essentially betting that a 
catastrophic event will not take place while they own or lease the 
facility. How important, again, is that transitory factor? 

Ms. Trabucchi. Well, I actually think it is quite important be- 
cause what we are talking about is forecasting probable loss sce- 
narios. And if you are aggressively underestimating the length of 
time over which the loss scenario could arise because you believe 
you will not own the asset or you are only going to own the asset 
for a limited or short period of time, then I think what you effec- 
tively are doing is undervaluing your risk profile and undervaluing 
the dollar-denominated value that you could be required to pay in 
the event of an incident or to offset compensatory damages. 

And so I think the short answer here is that, notwithstanding 
the fact that these are merchant banking investments that are for 
a limited time period, what you really need to make sure you do 
is assess the forecasted probable loss scenario over the life of that 
physical commodity, not just the length of time you plan to own it. 

Senator Levin. And if they are making the bet that we just de- 
scribed that a catastrophic event will not take place during the 
time that they own or lease a facility, does it mean that it is more 
likely that they will not allocate sufficient capital and insurance to 
cover potential losses? 

Ms. Trabucchi. Yes. 

Senator Levin. And does making that bet also mean that they 
are less willing to dedicate the time, resources, and expertise to 
comply with regulatory requirements and to make expensive infra- 
structure investments that are needed? 

Ms. Trabucchi. I think those sorts of decisions are generally 
made based on cash-flows, and I think to the degree they are fore- 
casting cash-flows and they are looking to maximize short-term 
profit targets and maximize investment returns — and, again, they 
do not plan to hold these assets for very long — then they are not 
going to want to make a long-lived investment. From their perspec- 
tive it does not make economic sense. 

Senator Levin. And could the failure to make those infrastruc- 
ture and resource investments increase the potential for a cata- 
strophic event? 

Ms. Trabucchi. Yes. 

Senator Levin. And could the failure to make those infrastruc- 
ture and resource investments also put pressure on its peers to 
skimp on them as well to the detriment of the public? 

Ms. Trabucchi. I do not know that I would say it quite in that 
fashion. I think what happens is their decisions to not make those 
investments put them at a price advantage or a competitive advan- 
tage over their peers, because, remember, their peers are working 
in highly regulated, highly sophisticated regimes where sometimes 
they have no choice; they must make the infrastructure improve- 
ment. And so if their peers are over here making those improve- 
ments, it is imputed in the cost of doing business, which influences 
their price targets, and you have another series of actors over here 
who are not operating within the regulatory regime because they 
believe in their legal shield or whatever their risk-mitigating strat- 
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egies are, and they choose not to make those improvements, argu- 
ably, they are at a competitive advantage. They can work with 
their pricing differently than their peers. 

Senator Levin. All right. And if the peers are not required by 
regulation to make the improvements 

Ms. Trabucchi. Then, I think you are potentially fostering a 
moral hazard where it is a race to the bottom. 

Senator Levin. And then that would have a negative effect on 
the public. 

Ms. Trabucchi. It would increase the potential likelihood of an 
environmental incident and a catastrophic event, and it would also, 
arguably, increase the potential that there are insufficient financial 
assurances and, therefore, yes, the U.S. taxpayer may be left 

Senator Levin. And in an environmental situation, the public 
would be also worse off in that situation. 

Ms. Trabucchi. Correct. There is also the injury that arises that 
goes beyond simply the financial consequences. 

Senator Levin. OK. 

Senator Levin. Again, this goes, I guess, to Professor Omarova. 
The Gramm-Leach-Bliley Act contains a special grandfather clause 
that Goldman and Morgan Stanley have used to greatly expand 
their physical commodity activities. Section 4(o) of the act author- 
izes any company that becomes a financial holding company to con- 
tinue conducting “activities related to the trading, sale, or invest- 
ment in commodities and underlying physical properties” subject to 
certain conditions. A broad interpretation of this language suggests 
that if a financial holding company were engaged in physical com- 
modities activities in a very limited way prior to a certain date in 
1997, this section would allow them to broaden their activities into 
all aspects of physical commodities. That is a broad interpretation. 

The 1999 Senate Banking Committee Chairman offered the 
amendment that formed the basis for Section 4(o) and entitled it 
“The amendment on grandfathering existing commodities activi- 
ties.” And the amendment also contained this short explanation: 
“The above amendment assures that a securities firm currently en- 
gaged in a broad range of commodities activities as part of its tra- 
ditional investment banking activities is not required to divest cer- 
tain aspects of its business in order to participate in the new au- 
thorities granted under the Financial Services Modernization Act.” 
This provision grandfathers existing commodities activities. 

Now, a grandfather clause usually protects existing conditions 
from a new rule. Have you ever heard of a grandfather clause used 
to justify completely new activities? 

Ms. Omarova. You are absolutely correct. Grandfathering provi- 
sions typically are enacted in order to avoid certain unnecessary 
hardships or disruptions of certain existing operations — so, mainly 
in the interest of fairness to the new company that suddenly be- 
comes subject to a new regime — and to prevent the need for some 
kind of fire sale of assets. But no grandfather provision is usually 
conceived as a completely independent grant of some open-ended, 
absolutely new privilege for a financial institution that becomes 
now a bank holding company to engage in the future in any kind 
of physical commodity activity that is absolutely not allowed under 
the existing law. And that is precisely what a broad and very me- 
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chanical interpretation of just the language of the statute seems to 
say. 

And I also agree with you that the legislative history of this pro- 
vision clearly shows that it was never meant to be something to 
allow Goldman Sachs and Morgan Stanley to essentially move into 
any physical commodities markets they want at any point in the 
future without any limitations. 

Senator Levin. Professor Omarova, in 2010 the Federal Reserve 
Commodities Team undertook a 2-year in-depth review of the phys- 
ical commodity activities being conducted under the grandfather 
clause at Goldman Sachs and Morgan Stanley, and they at that 
time were the only financial holding companies that were using 
that clause. 

Among other measures, the review compared their activities 
prior to the 1997 trigger date and in 2010, and during that review 
a detailed status report was prepared indicating that Goldman 
Sachs and Morgan Stanley had used the grandfather clause to 
greatly expand their commodity activities and incur numerous new 
risks. And here is part of what the Federal Reserve’s Commodity 
Team found. These are long findings, so bear with me. 

“The scope and size of commodity-based industrial activities and 
trading in physical and financial commodity markets at Morgan 
Stanley and Goldman Sachs has increased substantially since 1997. 
There are a large number of new commodities traded by these 
firms today which they did not trade in 1997. The new commodities 
traded today by Morgan Stanley number 37 and Goldman Sachs, 
35. 

“Much of the new business conducted by Morgan Stanley and 
Goldman Sachs is in the form of industrial processes involving 
commodities. The expansion of these firms into power generation, 
shipping, storage, pipelines, mining, and other industrial activities 
has created new and increased potential liability due to the cata- 
strophic and environmental risks associated with the broader set of 
industrial activities. 

“And,” the report went on, “below are examples of industrial 
processes which are new or greatly expanded today from 1997: 
leasing of ships and ownership of shipping companies at Morgan 
Stanley and Goldman Sachs; new ownership and expanded leasing 
of oil storage facilities at Morgan Stanley; ownership of companies 
owning oil refineries at Morgan Stanley; ownership of coal mines 
and distribution at Goldman Sachs; new ownership of power plants 
at Goldman Sachs and expanded ownership at Morgan Stanley; 
leasing of power generation at Morgan Stanley and Goldman 
Sachs; ownership of retail gasoline outlets at Morgan Stanley; own- 
ership of royalty interests from gold mining at Morgan Stanley; 
ownership and development of solar panels at Morgan Stanley. 

“Furthermore,” it went on, “the scale of bank involvement in in- 
dustrial commodity processes is not widely understood, even within 
the bank regulatory community. As a result, it is possible that 
losses within the banking sector arising from these activities will 
be surprising.” 

Now, what is your view regarding the extent of grandfathered ac- 
tivities continuing, going on, after a report like that? 
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Ms. Omarova. Well, in my view, this Section 4(o), the 
grandfathering of commodities activities for certain new bank hold- 
ing companies, in practice, of course, the two relevant institutions 
to speak of are Goldman Sachs and Morgan Stanley that became 
subject to these laws in 2008 — this section creates an enormous 
loophole, especially if allowed to be interpreted so broadly as to 
permit such an incredible expansion of activities beyond what was 
conceivably contemplated by Congress back in 1999 even. 

And so it does not surprise me at all that both Goldman Sachs 
and Morgan Stanley assert that there is absolutely no ambiguity 
in their ability to use this grandfather clause, not just to continue 
what was properly grandfathered but to just do anything and ev- 
erything in that field. 

But it is the Federal Reserve’s job to give some clarity on this 
issue, because if we just allow Goldman Sachs and Morgan Stanley 
to be the ultimate judges of what is permitted by this language, 
then, of course, we are going to see their commodity empires ex- 
pand, and that creates also a competitive advantage for them vis- 
a-vis even other financial institutions playing in the field. 

Senator Levin. Would you agree that this clause should not be 
given a broad reading? 

Ms. Omarova. Absolutely, I agree with that. It should not. 

Senator Levin. And then if it were challenged in court against 
a narrow reading, which is the one you recommend. Congress could 
then have an opportunity to amend the language. Is that correct? 

Ms. Omarova. Well, I think Congress has the opportunity to 
amend the language anytime it wants to, and perhaps it should. 

Senator Levin. Without waiting for the Federal 

Ms. Omarova. Exactly. 

Senator Levin. Well, let us hope we do not have to do that, be- 
cause we are not so adept at getting things done these days either. 
But the Federal Reserve is in a position where they have an obliga- 
tion — 

Ms. Omarova. Absolutely. 

Senator Levin [continuing]. To give an interpretation to this. 

Ms. Omarova. Absolutely. 

Senator Levin. By the way, do you have a view, Ms. Trabucchi, 
on the grandfather clause? 

Ms. Trabucchi. I do not. I actually think Professor Omarova 
captured it well. 

Senator Levin. Professor, as you saw in our Report, one of the 
key findings in our investigation is that there is no overall size 
limit on the amount of physical commodity assets that can be held 
by banks and their holding companies. We also uncovered actions 
taken by JPMorgan to use loopholes, exclusions, and valuation 
techniques to stay under the Fed’s 5-percent limit, even while its 
physical commodity holdings were growing. 

As a result, as of September 28, 2012, JPMorgan had physical 
commodity holdings of at least $17.4 billion, equal to nearly 12 per- 
cent of its Tier 1 capital. At the same time, it was using loopholes 
and exclusions to report to the Federal Reserve that it had $6.6 bil- 
lion, or 4.5 percent of its Tier 1 capital. It shows, that discrepancy, 
just how ineffective the current limits are. 
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Now, physical commodities may be held under complementary 
authority, in which case they are subject to the 5-percent Tier 1 
capital limit. They are authorized to be held under grandfather au- 
thority, in which case they are subject to a limit of 5 percent of 
total consolidated assets or under merchant banking authority, in 
which case they are not subject to a limit if they comply with the 
restrictions in that authority. 

None of what I have just said counts anything that is held in the 
bank under the authority of the OCC. So copper held as bullion is 
also exempt from any size limits. This seems like a patchwork of 
rules and limits that is subject to manipulation and leaves physical 
commodity activities with no effective overall limit. 

Should the Federal Reserve have a single, overarching limit to 
protect the safety and soundness of the banks and their holding 
companies? And do you think that the Federal Reserve has the 
legal authority to do that? 

Ms. Omarova. The findings in the report about the ongoing sort 
of manipulation of all of these limits in different provisions of the 
law are very alarming because they illustrate precisely the poten- 
tial weaknesses of relying exclusively on a particular size limit and 
then creating additional opportunities for the financial institution 
to claim that a completely different size limit would apply to the 
same activity, for example. So that way, of course, they could take 
their assets, commodity assets, and put them in different little bas- 
kets, and then say, well, overall we are OK; but in reality it is not 
OK. 

So I do think that if the Federal Reserve decides to clean up its 
regulatory approach to limit these activities based on some kind of 
size or concentration, for example, then they absolutely have to se- 
riously consider imposing one overall size limit on all of the assets, 
no matter under what authority they are held. 

Do they have authority to do so? I believe that they do because 
they are — especially after the adoption of the Dodd-Frank Act in 
2010, the Federal Reserve is an important systemic risk regulator, 
and they have enormous powers and a lot of flexibility as a regu- 
lator to do what needs to be done in order to prevent the financial 
system from the next crisis. And this is perhaps one of those in- 
stances where such an authority should be used in order to 
strengthen this particular aspect of regulation. 

Of course, any size limit, no matter how strictly you set it, is only 
as good as it is complied with, as compliance with it, right? So 
what really is important is that the Federal Reserve elevates the 
level and intensity of its supervisory efforts with respect to control- 
ling and monitoring how those financial institutions have complied. 

Senator Levin. So you need size limits. You need them that do 
not have a whole bunch of loopholes in them. You need them to be 
enforced. And just, I guess, for you, Ms. Trabucchi, I assume that 
you would agree that size limits are useful to reduce risk. 

Ms. Trabucchi. Yes, but I would go one step further, and I 
would say that it cannot just simply be a percentage of the total 
consolidated assets of a financial holding company. It needs to be 
benchmarked against the probable loss scenario and the monetized 
estimate of incident-related expenditures and compensatory dam- 
ages that could arise. And I think it should be a multiple, and I 
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also think it should be benchmarked against tangible assets — as- 
sets that can be actually leveraged to pay for the payment — for the 
expenditures of an event. 

Senator Levin. I just have one final question before we turn to 
our next panel. 

In 2009, in response to the financial crisis, the Federal Reserve 
revamped its organizational structure and created the Large Insti- 
tution Supervision Coordinating Committee, whose operating com- 
mittee created in turn a “Risk Secretariat.” The Risk Secretariat’s 
mission is to identify key risks affecting systemically important fi- 
nancial institutions and provide the resources needed to conduct in- 
depth risk investigations. And in one of its first actions, it identi- 
fied bank involvement with physical commodities as an emerging 
area of risk that required review. 

I would assume that you would both agree with that assessment. 
Is that accurate? 

Ms. Trabucchi. I would. 

Ms. Omarova. Yes, absolutely. 

Senator Levin. And that is what your testimony is all about, and 
that is what we are all about in these hearings, is to find out what 
has been going on at the Fed since 2009 when they revamped their 
structure, created that committee, made that finding, and what are 
we going to do as a people and as a government to reduce these 
risks and to take away these opportunities for financial manipula- 
tion? 

Professor, Ms. Trabucchi, thank you both very much. Thank you 
for the work you do in the private world. Thank you for coming 
here today. 

Ms. Trabucchi. Thank you. 

Ms. Omarova. Thank you. 

Senator Levin. I will now call our second panel: Hon. Daniel 
Tarullo, a Governor on the Board of Governors of the Federal Re- 
serve System; and Larry Gasteiger, Acting Director of the Office of 
Enforcement at the Federal Energy Regulatory Commission, FERC. 
We appreciate both of you being with us today. We look forward 
to your testimony. And as you are aware of our rules, we ask all 
of our witnesses to be sworn, and we would ask you now to please 
stand and raise your right hand. 

Do you swear that the testimony you are about to give to the 
Subcommittee will be the truth, the whole truth, and nothing but 
the truth, so help you, God? 

Mr. Tarullo. I do. 

Mr. Gasteiger. I do. 

Senator Levin. We have a timing system, and I think you are 
both aware of it. A minute before the time is up, the red light will 
change from green to yellow and then it will be red. We would ask 
that you try to limit your oral testimony to no more than 10 min- 
utes. And, Mr. Tarullo, we are going to ask that you go first. And 
thank you again for being here. We know the kind of schedule both 
of you have, including on the Hill, by the way, so thanks so much 
for being here. Mr. Tarullo, please proceed. 
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TESTIMONY OF HON. DANIEL K. TARULLO,i MEMBER, BOARD 

OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM, WASH- 
INGTON, DC 

Mr. Tarullo. Well, thank you, Mr. Chairman. Before beginning 
my testimony, I want to offer a bit of a testimonial on what I be- 
lieve is one of the last occasions on which the Chairman will wield 
the gavel at a Senate hearing. 

I first became aware of your energy and commitment in the 
1970’s, reading about you in the Detroit papers, when you were 
president of the Detroit City Council and I was a law student living 
in Ann Arbor. I have watched that energy continue unabated dur- 
ing your six terms in the Senate right up through this set of hear- 
ings that includes today’s panel. So as you retire, let me congratu- 
late you for all your accomplishments during those 36 years. 

Senator Levin. Well, thank you so much. You do not look old 
enough to go back to my City Council days, but I am afraid I am. 
Thank you so much. 

Mr. Tarullo. So turning now to the subject of this hearing, com- 
modities activities in bank holding companies were not, of course, 
the story of the recent financial crisis. But that does not mean that 
they pose no risks to the safety and soundness of bank holding 
companies. Actually, to a considerable extent, the issues sur- 
rounding such activities are a product of the crisis insofar as large, 
formerly freestanding investment banks with substantial commod- 
ities activities were either acquired by or converted to bank holding 
companies in 2008. So even as we continue to put in place regula- 
tions directed at preventing the kinds of solvency and funding trou- 
bles that gave rise to the crisis, we need also to be forward-looking 
and address post-crisis developments that could give rise to future 
problems. 

I might note in passing that some of these post-crisis regulatory 
changes that we are already in the process of enacting — notably, 
the increases in risk weighting for certain activities under new cap- 
ital requirements — will themselves have an effect on commodities 
activities. 

Supervisory experience with these commodity activities in bank 
holding companies since the disappearance of the five larger for- 
merly freestanding investment banks, along with our observation of 
the impact of catastrophic events involving certain commodities, 
led us to begin a broad review of relevant regulatory and super- 
visory policies. 

As is appropriate given our overall mandate for prudential super- 
vision, we have focused particularly on the implications of various 
commodities activities for the safety and soundness of bank holding 
companies. We have also revisited the factors relevant to deter- 
minations made beginning more than a decade ago that certain 
commodities activities should be regarded as complementary to fi- 
nancial activities under Section 4(k)(l)(B) of the Bank Holding 
Company Act. 

The Advanced Notice of Proposed Rulemaking that we issued 
early this year sought public comment on these and a range of 
other issues, including activities conducted by bank holding compa- 


^The prepared statement of Mr. Tarullo appears in the Appendix on page 313. 
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nies under the merchant hanking authority and Section 4(o) 
grandfathering provision, both of which were added in the Gramm- 
Leach-Bliley Act. 

As you might expect, the ANPR has elicited a considerable num- 
ber of responses from a range of perspectives. We are nearing the 
end of the analysis of these comments and other information rel- 
evant to the issues raised in the ANPR. So while we do not yet 
have a Board proposal for specific changes in regulatory and super- 
visory policies, I anticipate that we will be issuing a Notice of Pro- 
posed Rulemaking in the first quarter of 2015. 

In closing, I would note that the Report issued by this Sub- 
committee on Wednesday will be an important additional input 
into the final stages of staff analysis and eventual Board consider- 
ation of policy changes. 

Thank you very much, and after my colleague gets done, I would 
be pleased to answer any questions you might have. 

Senator Levin. Thank you. Governor Tarullo. 

Mr. Gasteiger. 

TESTIMONY OF LARRY D. GASTEIGER, i ACTING DIRECTOR, OF- 
FICE OF ENFORCEMENT, FEDERAL ENERGY REGULATORY 

COMMISSION, WASHINGTON, DC 

Mr. Gasteiger. Mr. Chairman, thank you for inviting me to tes- 
tify today. My name is Larry Gasteiger, and I am the Acting Direc- 
tor of the Office of Enforcement of the Federal Energy Regulatory 
Commission. I am pleased to testify regarding the Commission’s 
enforcement program and some of its recent enforcement actions 
involving financial institutions. 

The Commission’s statutory authority and responsibility to inves- 
tigate market manipulation in FERC-jurisdictional energy markets 
is rooted in the Energy Policy Act of 2005, which I will also refer 
to as “EPAct 2005.” 

In the aftermath of the Western energy crisis and the 2003 
Northeast blackout. Congress passed EPAct 2005, which broadly 
prohibited market manipulation in FERC-regulated wholesale 
physical natural gas and electric markets, and provided new au- 
thority to enforce mandatory reliability standards. Congress also 
significantly enhanced the Commission’s civil penalty authority for 
violations of FERC rules by increasing maximum civil penalties to 
$1 million per violation per day. 

Since receiving its expanded enforcement authority, the Commis- 
sion has worked hard to buildup its enforcement capabilities. 
Around the time of the Western power crisis, FERC had about 20 
enforcement staff. Today we have nearly 200 attorneys, auditors, 
economists, analysts, and former traders working in the Office of 
Enforcement. 

In the last few years, FERC has enhanced its ability to identify 
price manipulation in both physical and financial markets by add- 
ing surveillance tools, expert staff, and new analytical capabilities. 
And in 2012, the Commission established a dedicated unit for mar- 
ket surveillance and analysis in the Office of Enforcement. 


^The prepared statement of Mr. Gasteiger appears in the Appendix on page 325. 
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Also in the past year, FERC surveillance and enforcement efforts 
have been enhanced by a new Memorandum of Understanding with 
the Commodity Futures Trading Commission that provides us with 
access to additional highly useful financial data on a regular and 
continuing basis. We have worked hard to effectively and efficiently 
put these resources to good use. Since receiving its EPAct 2005 au- 
thority, the Commission has imposed and collected approximately 
$902 million in civil penalties and disgorgement. 

Some of these enforcement actions have involved financial insti- 
tutions, including JPMorgan, Deutsche Bank, and Barclays. I have 
provided a more detailed description of these cases in my written 
testimony, but, briefly, the JPMorgan case involved market manip- 
ulation in the California and Midwest energy markets and resulted 
in a settlement requiring JPMorgan to pay a combined $410 mil- 
lion in civil penalties and disgorgement in July 2013. The settle- 
ment resolved the Office of Enforcement’s investigation into 12 ma- 
nipulative bidding strategies that gamed the markets by creating 
artificial conditions that would cause the system to pay the com- 
pany inflated rates. 

Enforcement staff also determined that JPMorgan knew that the 
two regional markets where these schemes played out received no 
benefit from making these inflated payments, and thus, the com- 
pany defrauded those market operators by obtaining payments for 
benefits that they did not deliver. 

In our settlement with Deutsche Bank in January 2013, the Of- 
fice of Enforcement determined that Deutsche Bank used physical 
energy transactions to affect congestion levels and corresponding 
energy prices within the California market. It carried out this con- 
duct to increase the value of its financial contracts in violation of 
EPAct 2005 and the Commission’s anti-manipulation rule. The 
disgorgement in that case was $172,000 with a penalty of $1.5 mil- 
lion. 

Then the Commission’s July 2013 order assessing a civil penalty 
in the Barclays case addressed similar conduct to that in Deutsche 
Bank. The Commission found that Barclays engaged in manipula- 
tive physical trades to benefit corresponding financial positions. 
Though Barclays’ physical trading often lost money, it nonetheless 
profited the company overall because its trades helped move the 
index price that set the value of its larger financial swaps bene- 
fiting position. The Commission imposed penalties of $435 million 
and disgorgement of nearly $35 million. The Commission’s Barclays 
order is currently under review in Eederal district court, so that 
matter is still ongoing. 

Another topic the Subcommittee has asked about is whether a fi- 
nancial holding company investment with physical energy produc- 
tion has affected how those financial institutions approach the 
power plant business. The Commission has not taken any view on 
the participation in its regulated markets by financial holding com- 
panies versus more traditional energy companies like generators or 
utilities. However, that said, the Commission expects financial in- 
stitutions, like all other participants in FERC-regulated markets, 
to have good compliance programs, to transact in a manner that 
follows market rules in letter and spirit, to work cooperatively with 
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grid operators and the Commission when there are concerns, and 
to self-report potential violations. 

Everyone has to play by the rules, and encouraging a culture of 
compliance is the goal of our Office of Enforcement. It is my hope 
that the description of the work of the Office of Enforcement I have 
provided demonstrates that the Commission takes very seriously 
its duty to police the energy markets and protect consumers. To the 
extent we have succeeded in our mission, it is due to the many tal- 
ented, dedicated, and hardworking staff at the Commission, and it 
is my honor and privilege to work with them, particularly the staff 
in the Office of Enforcement. 

In conclusion, I want to thank the Subcommittee for the invita- 
tion to testify today, and I look forward to answering your ques- 
tions. 

Senator Levin. Thank you very much, Mr. Gasteiger. 

Mr. Tarullo, let me start with you with a general question at the 
heart of the issue that we have been going at here during this 2- 
year investigation and this 2-day hearing. The heart of it is an 
American tradition, the separation of banking from commerce. Not 
every country takes the approach, but it has been central to U.S. 
banking law and practice since our country got started. 

What is your view of the principle? Do you think it is important? 
And why? 

Mr. Tarullo. Well, Senator, as you say, separation of banking 
and commerce certainly since the New Deal reforms has been a 
centerpiece of U.S. financial regulation and prudential regulation. 
And I think traditionally it is thought to have served three pur- 
poses: 

First is trying to protect the depository institutions and, thus, 
the Deposit Insurance Fund and more generally our payment sys- 
tems from the risks that can be associated with non-financial ac- 
tivities, with commercial activities, which for obvious reasons will 
not be in the wheelhouse of people whose business is making loans 
and taking deposits. 

The second reason for the separation of banking and commerce 
traditionally has been a concern that, to the degree certainly that 
insured depository institutions were to be involved directly or indi- 
rectly, there will be some form of subsidization of those activities 
because of the fact that the Federal Government provides an insur- 
ance service that is not available in the private sector. 

A third and closely related reason is a sense that it would be un- 
fair to those operating in the commercial sphere, the non-financial 
sphere, to have to compete with institutions that did have some 
form of subsidized funding. And so, as you know, Mr. Chairman, 
there is a long line of cases, both under Section 24-7 of Title XII 
of the National Banking Act and also under the Bank Holding 
Company Act, trying to draw the line between finance and com- 
merce, banking and commerce more generally. 

But I would say that nothing that I have observed in my time 
teaching in this area, writing in this area, and in the almost 6 
years on the Fed has changed my view that fundamentally this has 
been a sound principle and there is no particular reason to digress 
from it. 
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Now, having said that, as you well know, and as many have 
pointed out, in 1999 the Gramm-Leach-Bliley Act poked some fairly 
big holes in that traditional separation, and so part of the ongoing 
issue, which I think is probably raised in your Report, is how in 
the absence of additional legislation one can, in a manner con- 
sistent with the statute, confine the risks of all three sorts that I 
was just mentioning a moment ago. 

Senator Levin. In 2009, in response to the financial crisis, the 
Fed revamped its organizational structure, created the Large Insti- 
tution Supervision Coordinating Committee, whose operating com- 
mittee created, in turn, a Risk Secretariat, and the mission of that 
Risk Secretariat was to identify key risks affecting systemically im- 
portant financial institutions and also to provide the resources 
needed to conduct in-depth risk investigations. And in one of its 
first actions, it identified bank involvement with physical commod- 
ities as an emerging area of risk that required review, and it set 
up and funded a multiyear review effort by a Federal Reserve Bank 
of New York Commodities Team that dug deep into the facts, pro- 
ducing multiple examination reports. And then in October 2012, 2 
years ago now, it issued a summary report with a number of rec- 
ommendations. 

Can you summarize the risks that were uncovered by that spe- 
cial review? 

Mr. Tarullo. Well, I am going to mediate that somewhat. Sen- 
ator, because I am going to summarize what was told to me in 
going through that review. And I might say that I cannot remem- 
ber exactly when the date is, but it was on one of the trips I made 
to New York when I was using the New York Fed as a base to do 
some meetings that some of the people on the New York Fed Ex- 
amination Team asked to meet with me because they wanted to 
present some of the concerns that they had. A lot of those concerns 
revolved around the potential for catastrophic risk, which we men- 
tioned in the ANPR and to which I alluded in my prepared re- 
marks. 

I think there is a sense — usually when you think about an in- 
vestment or a loan, any sort of asset, whether it is a loan or a 
tradable security or even a piece of property, you tend to think in 
terms of the potential for loss being at maximum 100 percent of the 
value of that asset. So if it is a loan, your counterparty defaults, 
you do not get anything back. If it is a security, a company goes 
bankrupt, you do not get anything back. 

But in the case of some forms of commodity activities, because 
of the potential for very large tort exposure, the potential — or tort- 
like exposure, the potential losses to a firm could far exceed the 
value of that asset. And I think that was at the core of a lot of 
what the concerns of the people who are looking at the potential 
risks were. 

Again, as I mentioned in my introductory remarks, the big 
changes in 2008 whereby a lot of activities were imported into bank 
holding companies, either by the conversion of the IB into a bank 
holding company or by the acquisition of the investment bank, 
brought in a lot of things that were not traditionally in bank hold- 
ing companies for the reasons that you were mentioning in your 
first question. I came with that as the core of concerns, and it is 
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not the only thing that we are concerned with, but it has animated 
our concerns ever since. 

Senator Levin. Now, what our research indicates is that overall, 
with few exceptions over the years, and setting aside the issue of 
gold and silver, banks and their holding companies were not very 
involved with commodities until the 1970’s when commodity mar- 
kets for the first time started to get into non-agricultural commod- 
ities. When it was grain and pork bellies, the banks were not very 
interested. 

When the commodities markets got into crude oil and natural 
gas futures, that is when the banks became interested and active 
in physical commodities markets. Is that generally in keeping with 
your understanding? 

Mr. Tarullo. That is in keeping with my understanding. The oil 
crisis and its aftermath did seem to work a big change in how peo- 
ple generally thought about commodities trading. 

Senator Levin. And you have made reference to the enactment 
in 1999 of Gramm-Leach-Bliley. Would you agree that what it did 
in creating a category of financial holding companies and author- 
izing them to get into a wider array of activities led to a surge in 
financial holding company involvement with physical activities — 
physical commodities? 

Mr. Tarullo. Sure. So I think it proceeded in a couple of steps. 
Senator. One was just the authorization. Then, of course, there was 
the bankruptcy of Enron, which left a void, which some of the insti- 
tutions thought they could begin to fill. And so you did then begin 
to see more movement into trading activities with those com- 
plementary determinations that I referred to in my prepared re- 
marks. 

But I think the next piece of what cumulatively was a surge was 
the change from the status of the freestanding investment banks, 
which brought a lot of non-trading activities under the umbrella of 
bank holding companies. 

So I would say cumulatively it was a surge. It proceeded in a few 
somewhat distinguishable steps. 

Senator Levin. One of the key issues that has been raised in the 
physical commodities area involves unfair trading and market ma- 
nipulation. In 2005, when JPMorgan filed an application with the 
Federal Reserve requesting complementary authority, JPMorgan 
explained that engaging in physical commodity activities would do 
the following, and these are their words: It would position 
JPMorgan Chase in the supply end of the commodities market, 
which in turn will provide access to information regarding the full 
array of actual producer and end-user activity in those markets. 
The information gathered through this increased market participa- 
tion will help improve projections of forward and financial activity, 
and these are the words that strike me as being so prescient, im- 
portant, and disturbing — it will supply vital price and risk manage- 
ment information that JPM Chase can use to improve its financial 
commodities derivative offerings. 

So they are going to gain information here that is not public in- 
formation. They are going to gain information that they can use to 
improve its financial commodities derivative offering. Access to in- 
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formation will help its trading operations, and, again, that is not 
public information. 

And here is how a 2005 article described Morgan Stanley’s phys- 
ical commodity activities in comments by one of its leaders, a man 
named John Shapiro: “Having access to barges and storage tanks 
and pipelines gives the bank additional options to move or store 
commodities that most energy traders do not pursue. And by hav- 
ing its finger on the pulse of the business, it hopes to get a more 
subtle feel for the market, a crucial asset to a trader. Being in the 
physical business tells us when markets are oversupplied or under- 
supplied.” 

“We are right there, seeing terminals filling up and emptying.” 

So, again, it is the trading value. It is a crucial asset to the trad- 
er if they are in these businesses at the same time. 

And here is what some Federal Reserve examiners noted when 
they were analyzing physical commodity activities by Morgan Stan- 
ley and Goldman: “The relationship of the firms” — Morgan Stanley 
and Goldman — “with the wholly and partially owned companies is 
not that of a passive investor. In addition to the financial return, 
these direct investments provide the firms with important asym- 
metrical information on conditions in the physical markets such as 
production and supply demand information, etc., which a market 
participant without physical global infrastructure would not nec- 
essarily be privy to.” 

Interesting word, “asymmetrical” information. I am the Chair- 
man of the Armed Services Committee, and we hear that word 
“asymmetrical” all the time. In a way there are some similarities, 
by the way. 

Finally, we have an excerpt from an October 28, 2011, presen- 
tation by the Goldman Commodities Division to the Goldman 
Board of Directors, and this is what it says: “Goldman Sachs may 
command valuation multiples for Goldman Sachs commodities 
similar to Glencore if the business were able to grow physical ac- 
tivities” — and here are the key words — “unconstrained by regula- 
tion and integrated with the financial activities.” 

That is Goldman Sachs’ words, which they repeated yesterday. I 
asked about that. 

Do you believe that physical activities and financial activities 
should be integrated? What happened to that Chinese wall you 
guys claim between information that you gain in the commodities 
world and your work in the financial world? 

Now, my concern with all of these statements is that financial 
holding companies want access to physical commodity activities pri- 
marily so that they obtain access to commercially valuable non- 
public information that they can use when trading financial instru- 
ments relating to the same commodities — non-public information 
relating to those commodities gained by these financial firms, 
which they can then use in the trading of financial instruments 
that are related to those commodities. 

Now, that to me introduces unfair trading advantages, market 
manipulation issues into our commodity markets. 

Yesterday we explored how Goldman’s wholly owned warehouse 
company, Metro, contracted with metal owners in its warehouse 
system to artificially inflate a queue, a line of people, who are wait- 
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ing to leave its warehouse and inflate prices of aluminum and alu- 
minum-related financial products. That is what happens. The pre- 
mium for aluminum is directly connected to a long line to get out 
of a London Metal Exchange-approved warehouse. The longer the 
line, the greater the rent is paid in that warehouse. That rent is 
part of a premium, and so the portion of a cost of aluminum now 
that is reflected in the premium is now up to over 20 percent. It 
was 5 percent a few years ago. 

And so you have a major financial institution, Goldman, that di- 
rectly is involved in a decision to lengthen a line, which in turn in- 
creases the premium, which is a growing and growing part of an 
aluminum price, and their decision to lengthen those lines with 
that effect is not public, the decision, and they are trading in com- 
modities, including futures, which are obviously impacted by that 
non-public information, which they can then apparently use. 

Now, the Fed provides certain attractions to financial institu- 
tions. There are certain advantages that they have. When banks 
are involved in commercial institutions, like power plants, storage 
facilities, coal mining, and aluminum warehouses, the Federal Re- 
serve is the source of competitive advantages. You provide advan- 
tages. Doesn’t the Fed have some responsibility to ensure that 
banks do not use those competitive advantages to engage in market 
manipulation? I know other regulatory agencies have responsibil- 
ities here. Doesn’t the Fed that provides these advantages to com- 
panies have some responsibility to make sure that those compa- 
nies, which have these unique advantages, are not engaged in ma- 
nipulative activities? 

Mr. Tarullo. So I would say first. Senator, that a lot of the 
Dodd-Frank Act and associated reforms that we are doing, along 
with other regulatory agencies, are actually designed to make sure 
that holding companies do not have an advantage and that the 
costs of the risks that they may impose on the financial system are 
fully internalized in their own costs of doing business. 

I have not had a chance to read the entire Report, but I did take 
the summary and recommendations on the train with me the other 
day, and I was struck by the fact that so many of the case studies 
which you and your staff have investigated so thoroughly seem to 
revolve around the co-activities of trading and what I think you 
usefully described as “infrastructure,” owning extraction facilities, 
transportation facilities, and the like. 

That seems to create the biggest potential for the kinds of activi- 
ties that you have been referring to, and there I would say, first, 
the interpretation of complementary authority, which, as you know, 
we are revisiting in any case, but even under the existing deter- 
minations, they explicitly exclude what you would describe as the 
infrastructure. So under that authority, there should be no possi- 
bility of doing that. 

Under merchant banking authority, it would be my premise that 
the notions of separation of the portfolio investments by merchant 
banking operations from the operations of the bank should also in 
turn mean that there is no commingling of managerial and other 
kinds of information. So that basically leaves us with subsection 
(o), the grandfathered authority, and any residual transitional au- 
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thority that firms may have to maintain noncompliant activities 
during a divestiture period. 

So with divestiture periods running, with the Fed’s complemen- 
tary authority excluding such possibility, and with some of the 
other changes that I have been mentioning, I think it does come 
back to this issue of whether 4(o) continues to permit exactly the 
kind of structural circumstance that you are concerned with. 

In terms of our oversight, I think I spoke to this in a speech 
rather than testimony not too long ago. The accumulation of viola- 
tions — investigations and in many cases, I think, acknowledgment 
of violations in a variety of non-prudential regulatory areas, wheth- 
er it is LIBOR or forex price fixing or mortgages, and some of the 
things you have raised in commodities, the work that FERC did on 
JPMorgan, suggests that, in general, the compliance procedures, 
mechanisms, expectations within firms for abiding by laws, which 
may not be prudential from us, but they are nonetheless from our 
sibling regulatory agencies, are not adequate in many cases. 

And so one of the things that we have been thinking about in 
general, although now specifically in the commodities context as 
well, is how to assure that there are robust enforcement and com- 
pliance mechanisms within firms to make sure that you do not 
have this kind of transgression of other regulatory areas. 

The final thing I would say on this is, I am not an expert in com- 
modities law, but, again, as I read the summary of what you had 
produced, I began to wonder whether there is a gap in regulation 
more generally, whether there are some things, such as some of the 
things you describe in some of these case studies, that at present 
no U.S. Government regulatory agency has jurisdiction over. I do 
not know if that is true, but it felt to me as though it may be true 
in a couple of cases where there is something that neither the 
CFTC — it is not energy; it is not going to be FERC — nor the SEC 
is actually able to regulate because something is not a future, for 
example. 

So it could be that you have also uncovered a third agenda, 
which is addressing some of those gaps, whether or not it is bank 
holding companies. 

Senator Levin. Well, one of our recommendations I think fits 
very closely to what you have just been talking about. This is a bi- 
partisan recommendation. No. 8 of our Report: Financial regulators 
should ensure that large traders, including financial holding com- 
panies, are legally precluded from using material non-public infor- 
mation gained from physical commodities activities to benefit their 
trading activities in financial markets. 

Now, I think that fits very closely with what you just said. 

Mr. Tarullo. I think it does. Senator. 

Senator Levin. And Recommendation No. 11 would be or is that 
the Office of Financial Research should study and produce rec- 
ommendations on the broader issue of how to detect, prevent, and 
take enforcement action against all entities that use physical com- 
modities or related businesses to manipulate commodity prices in 
the physical and financial markets. 

Will you take a look also at that recommendation and give us a 
reaction to that, if you would? 

Mr. Tarullo. Sure, absolutely. 
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Senator Levin. Because as you have just pointed out, it just 
seems like every day there is another example of market manipula- 
tion, and you mentioned, I believe, interest rates and foreign ex- 
change rates and energy prices. Now you can add aluminum. And 
these too-big-to-fail banks that have access to the Fed’s discount 
window and near-zero borrowing costs are engaging in the manipu- 
lation of numerous markets, and each one of these falls under the 
oversight of a different regulator, technically. But you are the only 
constant regulator we have, the Federal Reserve, and your willing- 
ness to get in to make sure that regulations are abided by, even 
if those regulations are regulations of your, as you put it, sibling 
agencies, could be a very important step, because if banks do not 
do that, then their safety and their soundness could be impacted 
if either there is no regulation, which may be the case, as you have 
just referred to, or if the regulations of other agencies either have 
gaps or are not lived up to. So that commitment on your part to 
look at this and to think about that possibility is very important. 

We have a situation which is totally unacceptable to me, and 
that is that in the area of commodities, which do not have the same 
regulation as stock, and are not subject to the same rules about in- 
side information, for instance, as is true in the stock market, with 
the SEC looking at misuse of inside information, that does not exist 
in the same way, at least, in the commodities area. The informa- 
tion used in the commodities area was not regulated because that 
information started a hundred years ago with a farmer trying to 
calculate how big a crop he was going to have. That world is totally 
upside down now. Now 70 percent of the transactions are specula- 
tive. They are not by the end users. It used to be 70 percent of the 
transactions and future contracts were by people who actually were 
going to use something. Now it is 30 percent. So the speculators 
have taken over, which is their right, but it is also our right as a 
government to make sure that information which they gain is not 
misused, just the way we take steps to make sure inside informa- 
tion is not misused. And it is very important that the Fed become 
much more aggressive and interested in making sure that the pos- 
sibilities here do not become real and that the real abuses are not 
accepted so that the safety and soundness of our banks, for in- 
stance, is not ultimately at risk, nor is the consumer taken advan- 
tage of. 

Mr. Tarullo. Senator, do you want a quick reaction to that? 

Senator Levin. Sure. 

Mr. Tarullo. One of the things that Congress did in the Dodd- 
Frank Act was to substantially both change and give a message to 
agencies for further change on interagency cooperation and inter- 
agency coordination. The systemic risk and financial stability man- 
dates of the Dodd-Frank Act are already occasioning the kinds of 
discussions between the market regulators on the one hand and the 
banking regulators on the other that did not take place very often 
prior to the financial crisis. We now have a formal interagency 
group of regulators that can look at gaps in the regulatory struc- 
ture. 

So my immediate reaction is that it would be a good idea for the 
relevant agencies, including the Fed and OCC because of our in- 
volvement with banks, but also the market regulators, to take a 
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look at exactly this issue of how regulations are expected to be 
complied with throughout an organization and whether there are 
any lacunae in the regulatory structure that might bear a rec- 
ommendation for action. 

Senator Levin. I think it was your study which pointed out some 
numbers as follows, the Fed study: That financial holding compa- 
nies typically have a capital ratio of 8 to 10 percent, where oil and 
gas companies, for instance, have capital ratios exceeding 40 per- 
cent. The end result of that is that due to cheaper financing costs 
and lower capital ratios, which I have just mentioned, financial 
holding companies can nearly always undercut any non-bank com- 
petitor. 

Now, we saw examples of that type of unfair competition in our 
investigation. Morgan Stanley used shell companies called Went- 
worth to construct a compressed natural gas plant in direct com- 
petition with a company called Emera; and where Emera had pro- 
posed building a compressed natural gas plant to export 9,000 bil- 
lion cubic feet of gas per year, Morgan Stanley proposed a plant to 
export 60 billion. 

Senator Levin. I misspoke there. The private company had pro- 
posed building a plant to export 9,000 cubic feet of gas; Morgan 
Stanley proposed a plant to export 60 billion cubic feet. 

Now, I am guessing that Morgan Stanley had a whole lot more 
money than Emera to invest and could do it with less capital and 
less financing costs, and Emera just simply could not compete with 
that, and I am wondering if that is a concern of yours. Governor 
Tarullo. 

Mr. Tarullo. Well, I think what may lie behind some of those 
capital numbers you cite is, again, the concern about catastrophic 
risk and potential risks associated with some of these activities. 

A centerpiece of the analytic work that the Fed staff has been 
doing over the past year and a half or so has been on precisely that 
point. And, of course, what that translates into is questions about 
the appropriate risk weights that should be assigned to certain 
kinds of activities. So as you know, in Basel III and some of the 
other changes we have made in capital requirements, part of it has 
just been upping the ratio; part of it has been saying, wait a sec- 
ond, there are a lot of asset classes that were risMer than existing 
risk weights would have suggested. 

So a key part of our review has been precisely around this issue 
of are risk weights appropriate, reflecting in particular the poten- 
tial for catastrophic loss. And I expect that that is the kind of work 
which will come to fruition in the not too distant future. 

Senator Levin. Mr. Gasteiger, let me turn to you for a few mo- 
ments, and then we will have a few more questions as well, for 
Governor Tarullo. 

You have described in your testimony electricity manipulation 
cases involving three financial holding companies: Barclays, Deut- 
sche Bank, and JPMorgan. And in each of these cases, very dif- 
ferent types of manipulative schemes were employed. 

Now, one of the messages, I would think, from those cases is that 
there are lots of ways to abuse the system, and regulators have to 
police a lot of different aspects of the electricity markets to catch 
wrongdoing. Would you agree with that? 
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Mr. Gasteiger. Yes, I would, Mr. Chairman. 

Senator Levin. And where does the manipulation case that 
FERC brought against JPMorgan stack up in terms of significance 
and size of manipulation compared to other cases that FERC has 
brought? 

Mr. Gasteiger. Mr. Chairman, the JPMorgan case would be the 
largest settlement to date that the Commission has gotten under 
its EPAct authority. 

Senator Levin. And it is my understanding that independent sys- 
tem operators in California and Michigan had never before wit- 
nessed the degree of blatant manipulation and gaming strategies 
that JPMorgan used to try to profit from its power plants. Is that 
correct? 

Mr. Gasteiger. I think it is safe to say that the schemes particu- 
larly in California were more numerous than anything that I am 
aware of having seen before. 

Senator Levin. Is it also true that because of JPMorgan’s ma- 
nipulative bidding strategies, the independent system operators in 
California and Michigan had to revise the way they allow compa- 
nies to bid on electricity in California and Michigan? 

Mr. Gasteiger. Yes, it is true; several tariff filings had to be 
made to make changes to the markets. 

Senator Levin. And with regard to the JPMorgan manipulations 
that resulted in a $410 million settlement, it began with the hiring 
of one new employee, is that correct, a man named John Bar- 
tholomew, who advertised in his resume that he had identified a 
“flaw” in the market mechanism, make-whole payments, that is 
causing CAISO to — is that the way it is pronounced, CAISO? 

Mr. Gasteiger. We say CAISO. 

Senator Levin [continuing]. To misallocate millions of dollars. In 
other words, he in essence believed that you could profit by gaming 
the system rather than from selling electricity at market rates, and 
in a matter of hours of sending in his resume, the head of 
JPMorgan’s Houston office, Mr. Dunleavy, instructed others to get 
him in ASAP. Is that what your investigation found? 

Mr. Gasteiger. Yes, Mr. Chairman, that is correct. 

Senator Levin. And there are two things that I find incredible 
about this: The first is that anyone would advertise in a resume 
that they know about a flaw in the system, signaling that they are 
ready and willing to exploit that flaw; and, second, that somebody 
would hire the person sending that signal. The enforcement staff 
of FERC found that between 2010 and 2012, JPMorgan engaged in 
12 types of improper bidding strategies. Is that correct? 

Mr. Gasteiger. That is correct, Mr. Chairman. 

Senator Levin. Is it also true that the FERC staff discovered 
some of these schemes during its investigation and brought them 
to the attention of JPMorgan and that JPMorgan did not stop the 
manipulative activity but instead developed new schemes? 

Mr. Gasteiger. That is correct. 

Senator Levin. And in one of these manipulative schemes, 
JPMorgan traders submitted bids that offered to sell electricity at 
rates well below JPMorgan’s cost to generate electricity, which 
meant that the offers usually lost money when accepted, and 
JPMorgan was willing to make those artificially low offers, sort of 
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like a loss leader, so that it could then participate in certain 
“make-whole” payment mechanisms that could end up generating 
payments well in excess of the expected losses. Do I have that right 
so far? 

Mr. Gasteiger. Yes, Mr. Chairman. 

Senator Levin. And those make-whole payments allowed genera- 
tors to he compensated at above-market electricity prices to provide 
an incentive for plant owners to participate in the bidding auctions 
and ensure grid reliability. Is that correct? 

Mr. Gasteiger. Yes. 

Senator Levin. And so JPMorgan used its bidding strategies to 
more than make up for the money it lost at market rates, fre- 
quently receiving in the end more than twice its costs because of 
the make-whole mechanism. 

Mr. Gasteiger. That is correct. 

Senator Levin. And in the end, JPMorgan’s bidding schemes 
caused California and Michigan electricity authorities to pay ap- 
proximately $124 million in excessive payments to JPMorgan. 

Mr. Gasteiger. That is correct. 

Senator Levin. Now, we have an exhibit, which is a copy of an 
email — and we will get you the number of that exhibit in a minute. 
It is a copy of an email that JPMorgan sent to several colleagues 
in the midst of abusive bidding schemes. It contains an image of 
Oliver Twist extending a bowl, and the subject line: “Please, sir, 
more BCR.” Now, the BCR refers to the make-whole payments that 
JPMorgan was using to unfairly profit from the system. And I got 
to tell you, it is mighty offensive to me that JPMorgan portrays its 
actions as a joke, comparing itself to a poor orphan needing charity 
when it was ripping off consumers. Did that email offend you? 

Mr. Gasteiger. I agree it is a striking image. 

Senator Levin. Is it an offensive use? 

Mr. Gasteiger. I would agree with that characterization. 

Senator Levin. Now, I understand that in connection with the 
CAISO and FERC investigations into JPMorgan’s manipulative 
bidding schemes, JPMorgan refused to hand over a number of doc- 
uments, claiming attorney-client privilege, but it later turned out 
they were not privileged at all. Can you describe what happened 
in that regard? And what was the penalty that FERC imposed in 
a response? 

Mr. Gasteiger. There were disagreements between us and 
JPMorgan throughout the course of the investigation over access to 
documents. Ultimately there was a proceeding — this really actually 
dealt more with disagreements that JPMorgan was having with the 
California ISO market monitor with respect to access to informa- 
tion as part of its investigation. In a separate proceeding that was 
not directly part of the enforcement investigation, the Commission 
ultimately suspended JPMorgan’s market-based rate authority for 
a period of 6 months. 

Senator Levin. Now, all three of the financial holding companies 
that we looked at — JPMorgan, Goldman, and Morgan Stanley — 
were active in power plant activities, using the Fed’s complemen- 
tary merchant banking or grandfather authority. Did you get a 
sense, Mr. Gasteiger, that these financial holding companies really 
want to own or operate electric power plants, or is it more likely 
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that they are in the business for financial gains, for the financial 
trades end of their business, to get non-public information that can 
assist them in their trading operations? 

Mr. Gasteiger. In the limited number of cases that we worked 
on, particularly JPMorgan, clearly they were using the ownership 
in order to engage in the type of market activities that we were in- 
vestigating. And in that particular instance, because the units were 
not themselves profitable, they were looking for ways to try and do 
that, that is what led them to develop the schemes that they 
wound up implementing in CAISO. 

Senator Levin. And what would be the relationship then to the 
financial trading end of their businesses? 

Mr. Gasteiger. Well, because of the ownership of the plants, 
that led them to engage in those financial trading activities within 
those markets. 

Senator Levin. From what you have seen in enforcement cases 
brought by FERC, the financial holding companies have the same 
commitment to understanding and following electricity-related reg- 
ulatoiy regimes as, say, utility companies that are focused on the 
electricity business, or are they more prone to try to game the 
rules? 

Mr. Gasteiger. Well, Mr. Chairman, we have not undertaken 
any type of a real study, but on the limited sampling that we have, 
certainly as you indicated earlier, as my testimony indicates, finan- 
cial institutions have, in fact, been involved in the most significant 
cases that the Commission has brought through its enforcement 
authority. 

Senator Levin. And would that seem then to fairly imply that 
they do not have the same commitment from that experience to fol- 
lowing the regulatory regimes that are supposed to govern electric 
utilities as those electric utility companies that are focused on the 
electricity business have? From that limited experience, is that a 
fair statement? 

Mr. Gasteiger. I think one could perhaps draw that conclusion. 

Senator Levin. Now, FERC has been active in going after manip- 
ulation in the electricity markets, and we have not seen the same 
level of activity in other markets, such as for crude oil, aluminum, 
or copper. Now, part of that is that no Eederal regulatory agency 
has been assigned explicitly the responsibility to prevent price ma- 
nipulation in the same way as FERC, especially in the purely phys- 
ical markets. But it seems to me that EERC’s experience in uncov- 
ering manipulative schemes as well as other enforcement cases 
that we have seen suggests that too many Wall Street financial 
holding companies are ready and willing to engage in market ma- 
nipulations and will do so until they are caught. 

Governor, does the Eederal Reserve have authority to bring a 
market manipulation case? Or is that basically for other agencies? 

Mr. Tarullo. Market manipulation as such would not be within 
our ambit. Senator, although when one of the other regulators with 
authority is able to bring an enforcement action, we are often able 
to cooperate with them to require certain remediation measures in 
compliance within the firm and, where appropriate, to impose pen- 
alties on the firm for violation of safety and soundness and other 
compliance activities. 
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Senator Levin. And if other agencies do not bring enforcement 
action where there is clear evidence that enforcement action is ap- 
propriate, are you in a position, as someone having overall respon- 
sibility, to talk to other agencies about why enforcement actions 
against manipulation are not taken? 

Mr. Tarullo. Yes, that is right. There are two distinct issues. 
One is if we uncover activity which is arguably — it does not even 
have to be definitely, but arguably a violation of law or the regula- 
tions of a sibling agency, we absolutely will initiate contacts with 
them. If it is a circumstance in which nobody has — people conclude 
that nobody has authority, then it is a somewhat different situation 
and one that I was alluding to earlier where it may be that there 
need to be some recommendations to Congress as to how to fill in 
some of those gaps. 

Senator Levin. We would ask you. Governor, to take a look at 
our recommendations. I do not think we want banks that are under 
your authority and have advantages because of their connection to 
the Fed to engage in manipulative activities. I do not think that 
you want it. I do not think anybody should want it. And if there 
are gaps — and there are — in the way manipulative activities are 
taken out or stopped because there is an absence of regulation or 
a failure of regulation, we believe it is essential that those gaps be 
filled. We cannot tolerate what we saw with the Goldman ware- 
houses in Detroit, for instance. It is totally intolerable. 

And so if you would take a look at our recommendations in the 
Report and tell us — not now but for the record — in addition to what 
you have just told us, what the Fed might do to help go after the 
manipulation in these banks that have advantages from the Fed, 
we would appreciate it. 

Mr. Tarullo. Of course. 

Senator Levin. Now, one of the most significant things that we 
saw. Governor, in our Report and investigation is that there is no 
overall size limit on the amount of physical commodity activities for 
banks and their holding companies. For instance, JPMorgan used 
loopholes, exclusions, and valuation techniques to stay under the 
Fed’s limit. And as a result, in September 2012, JPMorgan had 
physical commodity holdings of $17.4 billion, which was equal to 12 
percent of its Tier 1 capital, at the same time it told the Fed that 
it had $6.6 billion, or 4.5 percent of its Tier 1 capital. The discrep- 
ancy between those two numbers is stark, and it shows just how 
ineffective the current limits are. 

Physical commodities, as you know by heart, may be held under 
complementary authority, in which case they are subject to the 5- 
percent Tier 1 capital limit; under grandfather authority, in which 
case they are subject to a limit of 5 percent of total consolidated 
assets; and under merchant banking authority, they have no limit 
at all, but they are governed by the other criteria in that authority. 
None of this counts anything against what is held by the banks 
under the authority of the OCC. 

Now, this would look to me like a problem that seems ready for 
rulemaking. In Section 5(b) of the Bank Holding Company Act, the 
Federal Reserve has broad authority “to issue such regulations and 
orders as may be necessary to enable it to administer and carry out 
the purposes of this chapter and to prevent evasions thereof” And 
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the Federal Reserve has used its broad powers in the past. It pre- 
viously had a limit on merchant banking activities, which it re- 
moved via a rulemaking in 2002. It also imposed the 5-percent 
complementary authority limit without statutory direction. So the 
authority would see to be there for the Fed to impose an over- 
arching limit pursuant to its broad authority under the Bank Hold- 
ing Company Act. 

Given the significant differences in the risks posed by a 4.5-per- 
cent interest in commodities versus a 12-percent interest, do you 
believe that the Bank Holding Company Act gives the Fed suffi- 
cient legal authority should it choose to enact it or use it, do you 
have the authority, should you choose to enact an overarching limit 
on the physical commodity holdings of a financial holding com- 
pany? 

Mr. Tarullo. Let me put aside subsection (o) for a second, au- 
thority under subsection (o). I think with respect to — and I want 
to give my own current understanding, not having consulted with 
our Legal Division on this, but I would suspect that we do have au- 
thority to put an overall limit, certainly as we already have on 
complementary, and quite possibly on merchant banking activities 
as well. 

With respect to the broader issue, when you have a Section 4(o), 
my initial reaction would be that we probably would not have au- 
thority to bring down below the congressional 5-percent level the 
amount of activity — and that is 5 percent of assets, too — the 
amount of activity in a Section 4(o)-eligible firm. But we could cer- 
tainly say that we would not allow any more than that. 

So, once again the Section 4(o) provision creates a different cir- 
cumstance for those two firms really than for anybody else, but 
more broadly, I think we do have pretty good authority. 

Senator Levin. Can you get back to us on the question of wheth- 
er or not you have the authority to put an overall limit that would 
then be the combination of those sub-limits and those sub-authori- 
ties? 

Mr. Tarullo. Right. 

Senator Levin. Can you check with your Legal Division and get 
back to us? 

Mr. Tarullo. I would be happy to. And as you know, and I think 
it was in the Report. You probably know it even if it is not in the 
Report. The difference between 5 percent of capital and 5 percent 
of assets is huge. 

Senator Levin. And would you also let us know for the record 
whether or not the Fed believes that the Bank Holding Company 
Act provides sufficient authority to place a reasonable size limit on 
a financial holding company’s physical commodity activities overall 
to limit the commingling of banking and commerce? 

Mr. Tarullo. Sure, we can do that, too. 

Senator Levin. In 1997, the Federal Reserve issued a regulation 
which said in part that bank holding companies can treat copper 
as bullion, treating it the same way as gold and silver. But for 
more than 100 years, commodity markets throughout the world 
have treated copper as a base metal, not a precious metal, valued 
for its uses in industry rather than as a medium of exchange like 
gold or silver. The only thing that changed was its regulatory sta- 
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tus. Designating copper as bullion has made it exempt from size 
limits that would otherwise apply and from reports that are re- 
quired of financial holding companies to be made to the Federal Re- 
serve about the dollar value of their physical commodity holdings. 

At the same time, our investigation has shown that JPMorgan 
and Goldman engage in massive copper transactions and actively 
build and reduce their massive copper inventories, which at 
JPMorgan peaked at $2.7 billion and at Goldman reached $2.3 bil- 
lion. Now, what is the rationale for exempting copper from size lim- 
its and commodity holding reporting requirements? How is it risk- 
free? 

Mr. Tarullo. Well, Senator, that was an interesting decision, 
and my understanding — because I asked about it, because that was 
long before I got to the Fed, and what I was basically told was it 
followed on an OCC decision that made a similar determination for 
holdings of copper within national banks, and so what it appears 
to me as is the Fed proceeded to say, if they are going to be doing 
this stuff, we do not want to force it into the banks, so permit it 
in the holding company more generally. 

Having said that, I think I cannot offer, again, a Board position 
on this, but I just would observe that I think a pretty good case 
could be made for the proposition that copper is different from pal- 
ladium and copper does seem to be basically an industrial metal. 
And so it is something that would bear revisiting, I think. 

Senator Levin. Will you talk to the OCC about the possibilities 
of making a change in that regard? 

Mr. Tarullo. I will. 

Senator Levin. Really, there is huge risk with this kind of own- 
ership and inventory at billions and billions of dollars, particularly 
since it has no business in that category. So if you will talk to the 
OCC, we would appreciate it. Will you do that? 

Mr. Tarullo. Sure. 

Senator Levin. Now, in 1997, that is covered. A question about 
merchant banking. Gramm-Leach-Bliley indicated that it intended 
to allow merchant banking investments only if they were financial 
in nature. That is where the bank acts as a passive investor, does 
not try to run the company it buys, and holds it for resale to make 
money off the equity investment. And I think you have talked 
about that this morning. That is its purpose. 

From what we have seen, it looks like some of these big banks 
are not always following the rules. First, there is a lack of informa- 
tion. The merchant banking reports that the Fed gets now and 
makes public has such high level aggregate data that they are inef- 
fective as an oversight tool. They do not even contain a list of the 
merchant banking investments at a bank, so it is nearly impossible 
to tell if all the merchant banking investments are included. 

So I have two questions. How can a regulator police an activity 
without that kind of basic information? Let me start with that one. 

Mr. Tarullo. You cannot do it as it should be done, and I think. 
Senator, that is one of the reasons why the reporting issue, again, 
has been another principal topic of internal discussion about the 
kind of changes we may make. 
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Senator Levin. And it is not enough that the additional informa- 
tion about these activities just he required. It has got to also he 
made public. 

Mr. Tarullo. As with all reporting, in any changes we make, we 
will look to see what the maximum transparency we can provide 
without encroaching on genuinely business proprietary information. 

Senator Levin. That would be helpful. Another issue is the issue 
of whether financial holding companies are getting involved in the 
routine management of the companies that they buy. We saw Gold- 
man designate its commodities arm, J. Aron & Company, as the ex- 
clusive marketing agent for its coal mines, selling 100 percent of 
the coal on a day-to-day basis. It also appears Goldman was ap- 
proving coal mining plans and key infrastructure investments. 
Goldman’s ownership of its warehouse company, Metro, raises simi- 
lar concerns. 

So they are exercising a whole lot of management control over 
Metro, as we saw yesterday, and Metro’s board is composed exclu- 
sively of Goldman’s employees, and they were approving freight in- 
centives and this merry-go-round shenanigans and policies related 
to queue length. So that is a second set of issues. 

How do you get at that issue as to whether or not they are get- 
ting too deeply involved in the day-to-day management of the com- 
panies that they buy, which is inconsistent with the rules of mer- 
chant banking? 

Mr. Tarullo. So I think probably two things. Senator. One is 
compliance with current rules and guidance, which is part of this 
overall issue I was referring to earlier. And second is the question 
as to whether we should revisit the actual rules and guidance that 
have been put out. I do not want to get too biographical here or 
autobiographical here, but as you know, I was teaching law, teach- 
ing banking regulation after Gramm-Leach-Bliley came out. And as 
you know from law school, the way you teach these things is you 
give the kids a hypothetical and you say, “OK, where is the line 
here? And how do you draw the line?” Arid, not surprisingly, good 
law students can make the arguments on both sides, which sug- 
gested to me at the time, and I think I have been reminded of this 
by some of the work that your Subcommittee has done, that it may 
be worthwhile taking a look at those merchant banking guidelines, 
not just for commodities but for all activities, actually. 

Senator Levin. We are going to ask you and the Fed to take a 
look at the activities of Goldman and the others that we have in 
our Report, in this merchant banking area. And I cannot speak for 
Senator McCain yet because I have not talked to him about this, 
but I will ask him if he would like to join in a letter to you specifi- 
cally on this issue, which is on top of the recommendations which 
are in our Report. 

Mr. Tarullo. OK. 

Senator Levin. The third set of concerns involves enforcement. 
JPMorgan claims to be holding three power plants as merchant 
banking investments, but only after striking out efforts to hold 
them as complementary activities. So first it was supposed to be a 
complementary activity. Then they shifted over to merchant bank- 
ing as the justification and the rationalization for the authority. 
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Documents from the Fed indicate that JPMorgan promised in 
2011 to sell all three power plants. Three years later, JPMorgan 
still has all three. 

So, first question, what is your view of how hanks have been 
using the merchant banking authority with respect to physical 
commodities? 

Second, what plans, if any, does the Fed have with respect to the 
problems of inadequate information, bank involvement with routine 
management, bank failure to sell merchant banking assets, after 
promising to do so? 

Mr. Tarullo. That, I think, gets at two of the issues that you 
have raised. It sort of combines two things you have already raised. 
Senator. One is the information and reporting, and second is the 
set of expectations around merchant banking and the under- 
standing and compliance with the understanding of what it means 
to have a passive investment. 

As you know, there can be legitimate questions with what is a 
passive investment when one is talking about a major action that 
affects the whole value of the investment. But when you are talk- 
ing about information flows back and forth on a routine basis, that 
does not seem to go to the heart of the protection of an investment 
for its own sake, which is supposed to be held as sort of a profit- 
making proposition over time. 

Senator Levin. Finally, Goldman has not allocated any capital to 
cover potential losses from a catastrophic event. Their argument is 
that it does not have capital allocated to these physical commodity 
activities of theirs because it cannot be held liable. Goldman says 
its policies and procedures are adequate and that it will always fol- 
low them and that no court anywhere in the world would find oth- 
erwise. Earlier today, we had a catastrophic loss expert express 
grave concerns over their assumptions. Should Goldman be allo- 
cating capital to cover potential losses from a catastrophic event? 

Mr. Tarullo. Actually, Senator, we will look with interest at 
that testimony that you heard this morning, but, again, as I men- 
tioned earlier, that issue of the potential exposure is really quite 
central to what we are doing now. And to be honest, that is one 
of the things that has occasioned the most analysis and continues 
to occasion the analysis. And I know the Board of Governors, will 
want some good answers on that as we proceed to think about ex- 
actly what is going to be in the Notice of Proposed Rulemaking 
next spring. 

Senator Levin. Will you take a look then at the testimony of 
Goldman in that regard in this hearing yesterday? 

Mr. Tarullo. Sure. 

Senator Levin. Because it goes right to what you call a central 
issue. 

Gentlemen, we thank you for your service, for your regulatory 
work, for your appearance here today. We have some idea as to 
what your schedules are, and your appearance, your cooperation 
with the Subcommittee is very much appreciated. So go get them. 

Mr. Tarullo. Thank you, Mr. Chairman. And, again, congratula- 
tions. 

Senator Levin. Thank you. 

[Whereupon, at 12:21 p.m., the Subcommittee was adjourned.] 
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Statement of Chris Wibbeiman Before 
the U.S. Senate Permanent Subcommittee on Investigations 
Hearing on **WalI Street Bank Involvement with Physical Commodities” 
November 20, 2014 

Chairman Levin, Ranking Member McCain, other Members of the Subcommittee: 

My name is Chris Wibbeiman and I am CEO of Metro International Trade Services. I 
have been with Metro since it was founded in 1991 and have served as its CEO since 2006. 

I was bom and raised in Detroit attended public schools in Detroit, and graduated from 
Michigan State University. I have worked my entire life in the greater Detroit area, managing 
and running several businesses. I also have served as Manager of Small Business Development 
for the Greater Detroit Ch^ber of Commerce. 

Metro has operated London Metal Exchange (LME) warehouses since 1992 when we 
brought the LME to Detroit and secured approval for the city to serve as an eli^bie LME 
delivery location. Much of Metro’s growth occurred followingthe global financial crisis, when 
worldwide consumption of aluminum declined and the demand for storage of metal increased. 
We grew at a time when Detroit was starved for economic growth and had 20 million square feet 
of industrial buildings slated for demolition. Starting in 2008, Metro purchased or leased 5. 1 
million square feet of warehouse space, much of which was unused industrial buildings. The 
process of renovating this industrial space and installing railway sidings created good jobs when 
many Detroit residents w'cre out of work or being laid off. 

The first thing to understand about aluminum warehousing is that the business is driven 
by broader economic forces. Given the cyclical nature of this business, Metro, during much of 
1994 to 2001, had no material amount of aluminum in storage in its Detroit warehouses. During 
that period, we managed the business efficiently and remained committed to Detroit. And, when 
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aluminum consumption fell beginning in 2008, Metro was in a position to respond to the needs 
of aluminum producers. 

In so doing, I believe we helped keep U.S. aluminum smelters operating that very well 
might have shut down because of falling demand. 

Metro is licensed by and subject to LME rules. These rules govern the way in which all 
LME warehouses are operated and they are established by the LME, not the warehouse 
companies. One such rule is the amount of metal to be loaded out of LME warehouses each 
day. When the new LME rule increasing the load-out rate was suspended by a court in the 
United Kingdom, Metro announced that it would comply with the rule voluntarily, even though it 
was not required to do so. As a result, more aluminum has been loaded out of Metro’s Detroit 
warehouses than from any other warehouse company in the United States. In 2014 alone, we 
expect to load out 600,000 metric tons of primary aluminum more than we accept for storage. 

The Subcommittee staff report makes repeated references to “queues” at aluminum 
warehouses. It is important to know, however, that of the Metro and other metal currently stored 
both in and out of the LME system, approximately 80% is not subject to any queue and may be 
purchased by a customer through negotiations with the metal owner. There simply is no lack of 
availability for aluminum. Consumers can purchase aluminum from LME or off-warrant 
warehouses without queues, owners of metal in queues, or aluminum producers directly. 

Millions of tons of aluminum are readily available from such sources. 

It is also important to understand two other aspects of queues. First, they are not the 
result of actions by Metro, but rather of the independent decisions by owners of metal to realize 
relative value compared to other metal. In order to realize this value, owners must remove their 


metal from Metro’s LME warehouse. 
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Second, Metro does not benefit from queues. To the contrary, we benefit when metal 
owners choose to keep their metal in our warehouse, not when they choose to remove it. And 
metal owners pay rent for all metal stored in the warehouse, whether it is in a queue or not. 

The Subcommittee staff report also refers to a July 2013 New York Times article, which 
described supposed “merry-go-round transactions” involving the movement of metal off-warrant 
from one Metro warehouse to another. As the article itself acknowledged, “there is no 
suggestion that these activities [described in the article] violate any laws or regulations.” 

1 appreciate the opportunity to describe the off-warrant movement of metal, which has 
been characterized incorrectly. Metro offered customers that were removing or considering to 
remove metal from its Detroit warehouse the opportunity to store the metal off warrant in a 
different Metro warehouse. Such customers had various other options, including storing their 
metal with competing companies, many of which have warehouses near to Metro’s. Metro 
offered these off-warrant transactions to compete for the continued storage of this metal, but it is 
always up to the owner, not Metro, to decide what to do with its metal. 

The metal at issue in these relatively few transactions was loaded out by Metro at the 
owner’s instructions onto a truck, issued a bill of lading, and moved to another location at the 
owner’s direction. Once the owner made this choice, the LME rules required that Metro follow 
the owner’s instructions regarding the disposition of its metal, including treating this metal as 
loaded out and reducing its LME inventory stocks accordingly. The fact that the owner moves 
the metal between two Metro warehouses in the Detroit area is no different under the LME rules 
than if the owner moves the metal to an equally close non-Metro warehouse. 

1 have made these and many other points to Subcommittee staff through multiple 
interviews and the production of a substantial amount of information. I hope that the manner in 
which we have interacted with the Subcommittee and the opportunity to explain Metro and 
metals warehousing has helped the Subcommittee understand our business practices and the rules 
of supply and demand that drive them. 


Thank you. 
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Statement of Jacques Gabillon Before 
the U.S. Senate Permanent Subcommittee on Investigations 
Hearing on “Wall Street Bank Involvement with Physical Commodities” 
November 20, 2014 

Chairman Levin, Ranking Member McCain, and Members of the Subcommittee: 

My name is Jacques Gabillon. I lead Goldman Sachs’ Global Commodities Principal 
Investment Group, or GCPI, and I also serve as chairman of the board of directors of MITSI 
Holding LLC, the company that owns Metro International Trade Services LLC. 

I have spent my entire career in commodities-related areas, first in commodities sales, 
and most recently in GCPI. I have been at Goldman Sachs for more than 1 3 years. 

GCPI is the part of our commodities business that has been pri marily responsible for 
making investments in commodity infrastructure assets, including the investment in Metro in 
early 2010. We believed that a metals warehouse was a sound investment because the global 
recession had reduced worldwide demand for aluminum, and aluminum producers have 
historically delayed cutting production for as long as possible. At the same time, we knew from 
our market experience that when a commodity such as aluminum is in surplus, near term prices 
fall relative to future prices. This dynamic encourages market participants to acquire aluminum 
as part of trades that present limited financial risks but require storage that are commonly 
referred to as “cash and carry” transactions. 

At the time we were considering the investment, customers had already deposited over 
800,000 tonnes of aluminum at Metro’s facilities. In making the investment we believed that the 
surplus conditions would persist. Metro was well positioned to continue to realize the demand 
for storage because of its location near centers of North American production and its access to 
transportation and less expensive industrial real estate in Detroit. 
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Metro’s board of directors is the body that sets the general strategy of the company and 
conducts oversight of the company and its management’s performance in keeping with standards 
of good corporate governance and the requirements of the Bank Holding Company Act’s 
merchant banking rules. In addition to myself, the board of Metro includes representatives not 
only of GCPI, but also of several of the Firm’s control functions, including the Compliance 
Department. 

As you know, Metro is subject to the rules of the London Metal Exchange (“LME”). 

Such rules, including the minimum amount of metal required to be loaded out of LME 
warehouses each day, are set by the LME — not by the warehouse companies. 

The operations and dynamics around the LME system are often mistaken for the broader 
aluminum market. Recognizing this distinction, particularly as it relates to the availability of 
metal and the prices consumers pay, is essential to understanding many of the issues this 
Subcommittee has raised. 

The price negotiated between many sellers and buyers of aluminum in the United States 
(as determined by a daily survey of the different prices negotiated by individual sellers and 
buyers) is commonly referred to as the “Midwest Transaction Price.” This price is prominently 
quoted as an “all-in” price for aluminum. The difference between the Midwest Transaction Price 
and the price for an LME warrant is referred to as the “Midwest Physical Premium.” The 
Midwest Transaction Price fell substantially since 2008. 

Any suggestion that end users are paying more for aluminum because of a higher 
premium is simply not supported by the facts. A reduction in the LME spot price may result in a 
greater differential between the “all-in” price paid by consumers and the LME spot price but 
does not change the “all-in-price” itself The fact that the differential between these prices for 
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two different products is referred to as a “premium” has contributed to confusion about this in 
the media. 

Like every other market, the price of aluminum is established through supply and demand 
fundamentals. And, those trends have been unmistakable. There has been a consistent surplus of 
aluminum since 2008, resulting in a large volume that has been placed in storage. Each year, 
approximately 49-50 million tons of aluminum are produced. Since 2008, production has 
exceeded consumption by one to two million tons a year, resulting in an increasing surplus that 
has gone into storage. That’s why there has never been a shortage of aluminum. 

Let me address a related issue to the Midwest Premium - queues. There are currently 
approximately 4.4 million tons of LME warranted aluminum and there is estimated to be almost 
8 million tons being stored off- warrant. Of the LME warranted aluminum, more than half is held 
at “non-queue” locations. 

As a result, of the aluminum currently held in storage, approximately 9.6 million tons — 
or close to 80% — is not subject to any queue. Again, any suggestion that there is a shortage of 
aluminum is not rooted in the facts. This 9.6 million tons is theoretically available to be sold by 
its owners on immediate delivery terms, but the owners find it more profitable to continue to 
store their metal and choose not to sell it until the market dynamics change. 

The length of the queue to remove metal from Metro’s Detroit warehouse is not the result 
of action by either Goldman Sachs or Metro. Queues really started to build up in 2012 — two 
years after Goldman Sachs’ purchase of Metro. During tliat time, the near term prices for 
aluminum remained lower than the future price. At the same time, general economic confidence 
and availability of credit improved, making the lower cost but less liquid off-warrant storage a 
more attractive alternative for the hedge funds and trading houses that were implementing cash 
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and carry trades. This occurred not only in Detroit, but also in another major city for metals 
warehousing, Vlissingen, The Netherlands. 

Interestingly, coinciding with more customers removing their metal out of LME 
warehouses into off-warrant storage were new mles from the LME that doubled the minimum 
load-out requirement from 1 ,500 tons per day to 3,000 tons per day. With lower off-warrant 
storage costs, it became more valuable to cancel warrants. In other words, when the LME 
doubled the minimum load-out requirement, the result was longer, not shorter, queues. In fact, 
based on the reports we have provided to the Subcommittee, these queues do not drive the 
overall price of aluminum that consumers pay. 

On a related issue, we have provided a significant amount of information to the 
Subcommittee on incentives. I will discuss this issue in the context of the oversight we provide 
Metro as the Board. In order to compete, warehouse operators typically offer one of two types of 
incentives to potential customers. Operators may offer an up-front payment on future rent 
collections to customers who place metal on warrant in its warehouses. In other instances, 
operators offer discounted rent to customers who agreed to store their metal for specific 
durations. These incentives are similar to those offered by landlords, such as offering one- 
month’s free rent to attract a tenant, or reducing rent for a tenant who signs a long-term lease. 

Metro has offered both of these types of incentives, consistent with both LME rules and 
industry practice. In all such instances, the inducements that Metro has offered have been the 
product of arm’s-length negotiations with the customer. 

Finally, I’ll briefly conclude with a description of the information barriers that exist 
between Goldman Sachs and Metro. The LME rules require that an information barrier be 
established between a warehouse company and affiliated trading entities. Goldman Sachs has 
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such a barrier in place which not only meets, but exceeds, the LME’s requirements. We take this 
issue very seriously. 

For example, much of the material that Metro generates and distributes to the Metro 
board and me is not actionable for a trader and, in any event, is dated and sanitized to remove the 
names of counterparties. Regular reviews by Goldman Sachs personnel have not found a single 
instance where confidential Metro information went to the metals trading personnel of Goldman 
Sachs. And an outside auditor has reviewed Metro’s information barrier policy finding no 
issues. 

The investment in Metro was never part of Goldman Sachs’ core franchise and has not 
been integrated into our commodities market making activities. In fact, because the investment 
was made under the merchant banking authority, we are required to sell it within ten years. And 
now more than four years into this period, we are actively involved in a sales process for Metro. 

In the many hours we have spent with the Subcommittee’s staff, we have reinforced the 
importance of understanding the market fundamentals that dictate price and availability as well 
as the transactions and dynamics surrounding them. I look forward to continuing that discussion 
today, Mr. Chairman. 
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Written Statement of Jorge Vazquez 
Founder and Managing Director of HARBOR Aluminum intelligence LLC 

to 

The Permanent Subcommittee on Investigations 
Hearing on 

"Wall Street Bank involvement With Physical Commodities" 
November 18, 2014 


Chairman Mr. Levin, Ranking Member Mr. McCain and other members of the Subcommittee: 

Thank you for your letter dated November 4, 2014 and for your invitation to provide my comments on seven 
specific areas related to aluminum warehousing in the United States and aluminum physical premiums. 

About HARBOR Aluminum Intelligence 

HARBOR Aluminum Intelligence Unit LLC (HARBOR) is an independent, privately-owned research firm based in 
Austin, Texas, that specializes in the global aluminum industry and its various markets. We compile and develop 
aluminum Industry intelligence and market insight, and provide consulting and expert advice to over 300 
aluminum Industry clients across the globe. We support a majority of the world's most important market players in 
the bauxite mining, alumina refining, aluminum smelting, metal trading, aluminum processing and end-user 
segments. Our clients include Alcoa, Rio Tinto Alcan, Emirates Global Aluminum, Constellium, Aleris, Mitsubishi, 
Sumitomo, Sapa, Coca-Cola, Tetra Pak, Hyundai and GE. 

Please find below my comments on each of the seven points you kindly invited me to address. 


1. The role and function of the London Metal Exchange (LME) and LME-approved warehouses in the 
aluminum market 

The LME has served as the world's premier metal trading exchange since it was formally created in 1877, The 
Exchange started its aluminum contract in 1978 and today provides the official aluminum base price for virtually all 
of the transactions taking place in the Western World. Within the LME, one can buy or sell aluminum contracts to 
be delivered on any specific day in the next three months, for every week in the next six months, and for every 
month In the next ten-plus years. All future contracts can be settled financially, or physically, using an LME 
warrant. 

The LME provides the structure that allows ail market participants to hedge (consumers, producers, traders, 
banks), speculate (CTAs, Hedge funds. Macro funds. Index funds), and discover price. 
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With its network of warehouses {today more than 700 around the world), the LME has historically functioned as a 
"market of last resort"— it can be tapped as a source of physical aluminum during times of shortage, or to 
deliver/store aluminum during times of over-supply. Today, the LME has primary aluminum inventories of 4.4 
million metric tons {mton= 2,204.6 pounds), which represents over 16 percent of the world's annual consumption, 
excluding China. 

In my view, since 2010 the LME has partially failed as an effective "market of last resort" for the aluminum 
consumer {the manufacturers of aluminum semi-finished products). For example, HARBOR estimates that North 
America {US, Canada and Mexico) will end 2014 with a primary aluminum production shortfall of 2.4 million mton 
(about 39 percent of its annual consumption). Although today, LME warehouses in Detroit hold over 1 million 
mton of aluminum - which equates to 80 percent of the total LME metal stored in North America and 17 percent 
of annual consumption in the region — a consumer of aluminum who would like to turn to the LME as a market of 
last resort faces a load-out waiting time of 66S calendar days. This long waiting time and the capital requirements 
to source the metal out from the warehouse make it prohibitive for the consumer to use the LME as a viable 
source of last-resort supply. I can confirm this, based on my interaction with HARBOR'S aluminum semi-finished 
manufacturer customers. This situation has prevailed since 2010. Prior to that year waiting times averaged less 
than 2 weeks and consumers occasionally used the LME as a source of supply (more on this further below). 

The LME attempted to address this problem on April 1, 2012, by implementing recommendations that doubled the 
minimum delivery-out rate from 1,500 mton to 3,000 mton per day. These changes affected LME warehouse 
companies all over the world if they were holding more than 900,000 tons of metal per location, as was the case in 
Detroit (which at the time stored over 1.4 million mton). However, raising the load-out minimum rate failed to 
stop the on-going concentration of metal in Detroit, and the ever-longer load-out queue. On July 1, 2013, the LME 
addressed the issue again and opened a consultation period on their proposal to make sure unprecedented load- 
out queues at the affected locations (Detroit included) were reverted to reasonable waiting times. This led to a 
new rule, announced November 7, 2013, that linked the load-in rate and load-out rate in such a way as to 
gradually reduce these historic waiting times to 50 days. LME has not yet been able to implement this rule, though 
they are on track to do so by February 2015. Currently, the load-out queue in LME Detroit stands at around 665 
days. 


2. The evolution of freight incentives offered by LME-approved warehouses in the United States since 
2008, and the impact of those incentives on the aluminum market 

what are Warehouse Incentives 

As a matter of brief introduction, I would like to describe what a warehouse incentive is and why it is offered. 

LME warehouses derive two main sources of income: (i) rental storage income, and (ii) Free On Truck charges 
("FOT"). Warehouses charge metal owners dally storage rental fees. FOT is a charge to the metal owner when the 
metal is loaded out of the warehouse into the truck/vessel/rail car of the holder of the metal. Each year these 
charges are set by each individual warehouse company per location, notified to the LME, and implemented the 
first day of April. Today, the published daily rent in Detroit for Metra International Trade SerWces LLC (Metro) 
warehouses (where 80 percent of the LME aluminum metal in North America is stored) is 51 cent/ton per day (vs. 
what HARBOR estimates is the cost of storage; less than 7 cent/ton). The FOT charge is $39.95 per mton (vs. what 
HARBOR estimates is the cost of operation; less than $16 per mton). 

Historically, it has been a standard practice for LME-approved warehouses to attract metal to their warehouses by 
offering financial incentives to producers and traders, known as "freight allowances" or "warehousing incentives" 
or "warehousing premiums." 
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in principle, the higher the revenue a warehouse expects (from rental and FOT fees), the greater the incentive that 
warehouse can offer. Still, warehouses prefer to pay the smallest incentive possible to attract meta! and thus 
maximize their profit. 

Every LME-approved warehouse should follow the Exchange rules; probably chief among them is the minimum 
load-out rate. This is that every warehousing company must load-out at least a minimum amount of metal per 
location per day when there are requests from those holding warrants in the warehouse {known as warrant 
cancellations). In practice, LME warehouse companies usually treat the minimum load-out daily rate as a maximum 
daily load-out rate. 

The ioad-out rate rule applies to all warehousing companies, regardless of how many warehouses they own in a 
location. For example, currently the minimum load-out rate for warehouses holding over 900,000 mton of metal is 
3,000 mton/day. Consider this example: warehouse company A owns 10 warehouses in city X, while warehouse 
company B owns one warehouse in that same city; both are required to load-out the same total amount of metal 
in a day (3,000 mton). This means that company A (with ten warehouses) Is required to load-out only 300 mton 
from each, while company B (with a single warehouse In this location/city) must load out the full rate (3,000 mton) 
from that one warehouse. You can see that this rule Incentivizes warehousing companies to attract as much metal 
as possible in one location in order to reduce the required load-out amount as percentage of the total metal 
stored. 

2007-2008: The Emergence of a Market Surplus 

in order to understand the evolution of warehouse incentives In the United States since 2008, it is important to 
keep in mind the state of the aluminum industry back then. 

Demand for primary aluminum in North America and in the World collapsed in 2008 and 2009. Annual primary 
aluminum demand In the World excepting-ChIna fell by 5 million mton or 20 percent between 2007 and 2009. 
Monthly aluminum demand in the US and Canada as measured by domestic mill shipments fell more than 36 
percent between February 2007 and February 2009. As a result, domestic aluminum producers were suddenly left 
with no destination to sell a significant portion of their units. Smelters in the Northeast of Canada and the US took 
a material financial hit: they needed to make sales, move their inventory and generate revenue. They turned to the 
LME as a market of last resort. Smelters also sold to traders who in turn sold units to the LME and in some cases 
stored them In off-LME warehouses for financing purposes. Back in those years of financial crisis, the LME‘s role of 
market of last resort served smelters well and - faced with the lack of consumer demand at that time - prevented 
them from shutting down considerable operating capacity. 

Detroit has railroad lines, is near a water port, and has become a logistical hub where 30 percent of the trade 
between Canada and the US takes place. Detroit is also one of the two LME warehouse locations close to the 
Northeast Canadian aluminum smelters. Metro was by far the largest and only dominant LME warehousing 
company in Detroit. Baltimore is the other LME location in proximity not only to the Northeast Canadian aluminum 
smelters but also to the US Northeast aluminum smelters. As contrasted to Detroit, Baltimore's LME warehouse 
market share was split among several warehousing companies. 

With unprecedented weakness in demand, primary aluminum inventories soared. LME Detroit went from 15,000 
mton in early 2007 to 342,925 mton by the end of April of 20C©. In the same period, LME Baltimore which had 
several warehouse companies, saw inventories climb from 58,000 mton to 350,000 mton. HARBOR estimates that 
traders/banks stored another 1,000,000 mton in off-LME warehouses during the same period. 

There is no public data on warehouse incentives, which are negotiated privately between LME warehouse 
operators and producers/traders. However, HARBOR'S field Intelligence allows us to estimate that warehouse 
incentives in both Detroit and Baltimore fluctuated in the 2007-2008 period between 0.5 and 2.0 cent/lb. This 
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equated to 1.0- 1.5 cent/lb less than the market premium In the Midwest consuming areas {Midwest premium). 
Warehouses didn’t need to pay much incentive to attract the metal because producers had no home for a large 
volume of their units, and also because warehouses were paying cash and smelters were saving on freight by 
shipping to warehouses (I will explain this in more detail below), 

2009-2013: A Critical Mass of Metal and Effects 

As a result of the aluminum market surplus generated, by January 2009, LME Detroit (Metro) had accumulated 
342,000 mton of primary aluminum in its warehouses. LME Baltimore had similar volumes, but the aluminum was 
spread among several warehouse companies, which meant each warehouse company held a fraction of what 
Metro had. Given the minimum load-out rate of 1,500 mton per business day that was in force at the time and the 
342,000 mton of metal stored in its warehouses, Metro had at least 570 calendar days of guaranteed rent/revenue 
for each additional mton unit it managed to attract. This was dramatically more revenue and capacity to pay 
warehouse incentives than any other warehouse company in North America. This disparity gave Metro three 
things: the ability to offer more attractive warehouse incentives than its competitors in other locations, b) the 
ability to pay above-market premiums that consumers were paying (Midwest premium), and c) the start of a self- 
feeding cycle that allowed the company to permanently Increase the metal stored in its warehouses. 

In other words, by January 2009, LME Detroit had amassed a critical mass of metal. The unprecedented market 
surplus was one important factor contributing to this critical mass, but so was the minimum load-out rate which 
was small relative to the volume and concentration of the metal, as well as the dominance of one warehousing 
company in this location [Metro). 

Sitting on this critical mass of aluminum and able to outbid warehousing competitors and consumers, in December 
2009 LME Detroit became the world’s largest LME location of stored aluminum, with more than 800,000 mton of 
metal. Aluminum stocks stored in LME Detroit continued to Increase for the next 3 years eventually reaching a 
peak of 1.56 million mton in December 2013. In the meantime, North America experienced a strong bounce in 
aluminum demand and a growing annua! deficit of primary aluminum, which eventually reached 1.5 million tons in 
2013 (about half this deficit was commodity ingot). 

LME Detroit's critical mass gave smelters additional benefits that incentivized smelters to continue shipping their 
metal to Detroit despite the growing consumer demand and regional production shortfall. These were; 

(a) Cheaper railroad rates. The big volumes traveling Metro warehouses In Detroit gave smeiters/traders a favored 
position (economies of scale) in negotiating rail rates that saved them 1-2 cent/lb off the prevailing standard rate 
vs. diluting those volumes among several plant locations in the Midwest consumer area; b) Cash payments. 
Warehouses pay cash while selling to consumers typically Involves a 30-day wait for payment; c) No credit risk. 
Selling cash to warehouses shielded the smelter from the risk of default, which smelters faced when selling to 
consumers; d) Reliable demand. The warehouse provided a steady demand flow, compared to the irregular 
demand from consumers; e) Flexibility on delivery deadlines. Consumers have tight schedules, whereas the 
warehouses don't require strict delivery deadlines, which smeiters/traders usually leverage Into contango profits; 
and f) Flexibility on metal purity. Smelters were able to ship metal with trace elements such as Lithium (used to 
increase purity) that some aluminum consumers wouldn't accept. 

As a result of the above - LME Detroit’s leverage benefits and the growing regional deficit of aluminum - LME 
stocks in Detroit increased while other LME locations In the region declined. 

in February 2010, after LME Detroit's critical mass and dominance position was well established, Goldman Sachs 
(GS) acquired Metro. This purchase made sense. In my view, not only because of the unprecedented benefits of 
the unique business mode! that Metro possessed, but also because ownership gave GS the ability to potentially 
realize a considerable profit on any off-warrant aluminum position that the company decided to ship to Metro. 
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This worked because Metro had to comply with a relatively limited load-out rate as described earlier. Any off- 
warrant metal that GS had then or could potentially obtain could be converted to warrants and these in turn could 
be sold to another market participant, who would then be required to pay rental fees and income for at least more 
than 70 days (queue length back then). In February 2010, this overall benefit (warehouse incentive and/or 
internalization of storage/FOT profit) came to at least 3 cent/lb above the market premiums rates at that time. In 
other words, moving metal stored in an off-LME warehouse to Metro, gave GS an automatic theoretical 3 cent/lb 
minimum profit (that was reasonably expected to increase with any additional lengthening of the queue). 

In this context. Chart 1 shows HARBOR'S estimates of the warehouse Incentives paid in LME Detroit, compared to 
the Midwest premium from 2008 to 2014. Chart 2 shows what HARBOR estimates was the maximum warehouse 
incentive that LME Detroit had the capacity to pay (without losing money) for each additional deal. These 
estimates are based on field intelligence and HARBOR’S research on warehousing economics. 

As I will explain further below, I do not believe that warehouse incentives perse have been the main driver of the 
notorious increase in market premiums that has taken place in North America, particularly since early 2011. 
Instead, these higher market premiums have been mainly a function of the lengthening of queue at this location 
that resulted from Metro's critical mass and the limited mandatory minimum load-out rate. As shown below, 
warehouse incentives moved up from about 1 cent/lb ($22 per mton) in early 2008 to over 18.0 cent/lb ($395 per 
mton) by early 2014. 
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CHART 2. MIDW[:S T PlOiG TRAIMSACTtONAL SPOT PREMIUM vs 

ESTIMATED MAXIMUM WAREHOUSE INCENTiVE THAT COULD HAVE BETH OEEFRED 
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2014: No Longer Caoturina Metal and Offering Warehouse Incentives 

From June 2009 to early January 2014, Metro warehouses managed to capture metal units in spite of the growing 
market deHcit in the region, thanks to its critical mass position and its ability to outbid competing warehouses and 
consumers of the metal. However, by January 20, 2014, LME Detroit had lost this critical mass condition, and the 
benefits associated with it. The reasons for this were: a) Production of commodity ingot in the Northeast portions 
of Canada and the US declined materially. A portion of production was curtailed in favor of Value Added Products 
(VAP's) such as billet, slab or PFA, while another portion was exported to Europe and Brazil; b) Off-LME stocks kept 
falling in North America because of the regional market deficit and the volumes previously channeled to LME 
Detroit; and c) After the LME implemented the new minimum load-out rate in April 2012, LME Detroit was 
required to load-out at least 3,000 mton per business day. 

in other words, the metal units generated by the Northeast Canadian and US smelters fell from an equivalent of 
2,780 mton per business day in 2009 to fewer than 2,000 mton in 2014. This meant a drain for Metro considering 
that the load-out rate increased to 3,000 mton. 

Indeed, as shown in Chart 3, it wasn't until January 2014 that the volumes LME Detroit was capturing finally fell 
short of what LME Detroit (Metro) needed in order to be able to offer a competitive warehouse incentive. From 
that point on, LME stocks in Detroit started to decline non-stop. Now LME Detroit found itself in a self-feeding 
cycle, where declining stocks meant an on-going reduction In the maximum warehouse incentive it could offer to 
attract metal, which in turn fell increasingly short of market premiums. From January's inventory peak to date. 
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Pl«a»8 note that while LME Detroit (Metro) basically stopped offering warehouse incentives In January 2014, 
marltet premiums have continued to rise. This further supports the assertion that warehouse incentives per $e 
were not the main driver behind the unprecedented Increase in market premiums. 


3 . The growth of the queue at the Detroit warehouses owned by Metro Imematlortal Trmie Services, 
inciuding the role of iarge cancellations of LME warrants for aluminum 

Before I address cancellations and queue developments in LME Detroit (Metro), 1 would like to explain some 
essential terms and concepts: contango/backwardation, a financing deal, and load-out queue. 

’Contango" and Tinoncina Deal" Concepts 

The market is said to be In contango when the price of aluminum that is scheduled for future delivery trades above 
the spot price. Conversely, the market Is said to be in backwardation when the spot price trades above the future 
price. Historically, the LME aluminum market's natural state Is to be in contango. The 3M-cash price spread {that Is, 
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the difference between the price for delivery of a warrant In 3 months' time and the spot price of a warrant) is one 
of the most common reference points In the market, where backwardations arise only occasionaily. Only once in 
every 40 weeks (on average) do backwardations emerge in the SM-cash spread, and even then they usually last 
less than a week. Backwardations occur when the demand for a particular contract (spot or future contract) 
outpaces supply, forcing the buyer to pay a premium (relative to other contracts in the forward curve) in order to 
get it. Chart 4 below shows what a contango and backwardation look like. 


CHART4. SOI" THE LME ALUMINUM FORWARD CURVE IN CONIANGO AND 

W AKDA! 1( )N EOS! S ION 



3M-CASH CONTANGO 

1700 •! 



Cash and carry is the cost of holding aluminum stocks. This is the sum of storage, finance and insurance costs that 
a market participant incurs in the storing of aluminum. 

Market participants can profit from a contango when it is wide enough to cover (or exceed) the cost of carry. This 
means that a market participant can profit from the contango if he buys physical aluminum (from a 
producer/trader or a warrant on the LME) and simultaneously sells it in the futures market at a price that is high 
enough above the spot price to cover the full cost of carry (storage, cost of capital and insurance). 

Profiting from the contango is also known as "profiting from borrowing," "cash and carry trading," or doing a 
"financial deal”. 

Finance deals can last anywhere from one day to a period of years. The bulk of financing deals today are done for 
three months or for 1-2 years. Financing deals can be (and often are) rolled over when the deal is scheduled to 
expire but the contango is wide enough for the financier to do another financing deal and still make a profit. 


8 




156 


What and Why a Load-out Queue 

A load-out queue in an LME location begins when the amount of metal held by one warehousing company (at that 
location) for which warrants have been cancelled {ear-marked to leave the warehouse) exceeds the LME- 
mandated minimum daily load-out rate. For example, if warehousing company A is holding over 900,000 mton in 
one location and 60,000 mton of metal is cancelled, a queue of 20 business days (28 calendar days) will be formed 
because of the 3,000 mton daily load-out rate. The more metal that is cancelled, the lengthier the queue will be. 
This assumes that the warehouse treats the minimum load-out rate as a maximum and doesn't load out a greater 
volume of metal each day. 

Evolution of the Lood-nut Queue 

As mentioned above, by June 2009 Metro had a critical mass of metal stored In its warehouses. There were at that 
time cancelled warrants for only 11,275 mton, less than 2% of the 600,000 tons that LME Detroit actually had on 
hand, and equivalent to only 11 days of queue... When GS acquired Metro in March 2010, LME Detroit had 45,000 
mton in cancelled warrants, 4.9% of total stocks at that time and the equivalent of 44 days of queue (still 
considered an acceptable waiting time). 

Five months later after GS acquired Metro (LME Detroit), in September 2010, the company started to experience 
on-going massive cancelations of metal, which stretched the load-out queue to unprecedented waiting times. 

Here is the count of these massive cancellations and their impact on the load-out queue in Detroit: Between 
September 17-20, 2010 (2 business days), over 102,000 mton of metal were cancelled, lengthening the load-out 
queue from 24 to 116 days. Between February 11 and 14, 2011 (also two business days) another 97,925 mton 
were cancelled, which drove waiting time to 162 days. Additional cancellations in April 2011 (102,000 mton) drove 
the queue to 289 days. Cancellations in the January-July 2012 period (826,000 mton) lengthened the queue to 368 
days. Cancellations between December 24 and 28, 2012 of 378,875 mton further lengthened the queue to 498 
days. Cancellations during December 2013 of 251,400 mton lengthened the queue to 641 days. Cancellations 
during May 2014 of 33,025 mton lengthened the queue to a new high of 702 days. Today, 98 percent of the 
992,900 mton of metal stored in LME Detroit remains in a queue with a waiting time of 665 days. Please see Chart 
5 below. 
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CHARTS, LME DETROIT PRIMARY ALUMINUM CANCELLED WARRANTS vs 
ESTIMAT i D I Ml LOAD OUT QUEUE IN LME METRO DETROIT* 



Dmen behind Cancellations and the Resulting Waiting Times 

As explained above, after GS acquired Metro, there were unprecedented cancellations of metal resulting in an on- 
going lengthening of the load-out queue. 

HARBOR'S intelligence indicates that most of these cancellations were made by a handful of large financial 
institutions and at least one trading company (backed by financial institution) that: a) had access to ample and 
cheap credit (at about a fourth of the cost that a typical aluminum manufacturer must bear), b) probably held 
aluminum stocks outside the LME system, c) are savvy and sophisticated in trading the LME market, and d) own or 
have access to low cost non-LME warehouses. 

It is my view that these players bought, and then cancelled LME warrants (probably paying a very small premium 
fee, if any, to the previous warrant holder) because: 

a) They believed that Metro's critical mass of metal (ability to capture units away from the market when demand 
and regional tightness was growing) had established a firm floor (safety net) in market premiums and warehousing 
incentives, and a cycle of metal attraction to reinforce it. 

b) By cancelling warrants and consequently lengthening the queue, the marginal cost of sourcing any additional 
metal out of the LME would increase automatically (and pressure market premiums upward as I will discuss 
below), compared to the average cost they would incur by cancelling the metal. This guaranteed a nearly 
automatic profit. 
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For example, consider September 20, 2010. On that day 98,500 mton of metal were cancelled and the queue 
lengthened from 24 to 116 days. Assuming the cancellation was made by a financial institution, the average cost of 
sourcing that metal (at full retail storage rates and FOT cost + the cost of financing, less the contango credit) was 
about 3.1 cent/lb. Sourcing the next mton of metal out of LME Detroit (given the then-116 day queue) implied a 
minimum cost of 6.8 cent/lb if another player wanted to do the sourcing. This virtually ensured an automatic profit 
for the party canceling the metal of at least 3.7 cent/lb. 

c) By cancelling warrants, these players could expect to amplify the cash-and-carry profit that the existing 
contango offered, if once the metal out of the LME warehouse, the company stored it in a non-LME warehouse 
(where retail storage costs are a tenth the cost of LME warehouses). 

d) These cancellations would increase the market premium and benefit the mark-to-market valuation (a.k.a. the 
premium value) of any metal position that was stored in the LME but not cancelled, stored in a non-LME 
warehouse, and any metal in transit. The increase in the market premium could also boost the value of any metal 
produced at a smelter (primary aluminum producing company) in which the player who did the cancelling might 
have shares in. 

In other words, with access to ample credit and very low interest rates, these large financial institutions/traders 
could cancel the metal and, because of the critical mass of metal and the limited load-out rate, ensure themselves 
of a profit with very little risk. 


4, The relationship between warehouse queues and the LME and Midwest Premium prices for 
aluminum 

What is the Midwest Premium? 

A physical premium Is the additional price paid by a buyer of primary aluminum on top of the LME price. This 
premium is paid to cover the costs of delivering metal to a buyer's plant/warehouse. The physical premium thus 
reflects the full logistical cost of delivering metal. This includes freight, insurance, storage, loading/unloading, duty, 
and cost of financing. 

Throughout the world, every major region in the aluminum market has a benchmark premium that reflects the 
logistical cost applicable to that region. The most important benchmark regional premium in North America is the 
Midwest premium. Buyers and setters in North America use this reference premium when negotiating the actual 
premium to be paid for the supply of physical aluminum. The higher the logistical cost associated with delivering 
metal (comprising distance, diesel price, ocean rate, finance cost, time, storage rate), the higher the premium. 

Again, physical premiums are negotiated bilaterally between buyers and sellers independently of the LME price, 
and the parties are under no obligation to reveal the agreed-upon premiums to the public. Nonetheless, data 
providers (such as Platts, Metal Bulletin, and HARBOR) gather this information through voluntary reporting. 

It is important to note that in North America, around 75 percent of the negotiated premiums are done on an 
annual contract basis, and the remainder on the spot market Premium negotiations can be based on a formula 
that is referenced to a reported spot premium assessment like the one done by Platts or negotiated on a fixed 
number (i.e. 7 cent/lb). Since premium data providers only consider spot premium transactions based on a fixed 
number, the spot premiums that these companies publish are based on a small amount of metal, relative to the 
size of market 
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The delivered price paid in North America by end-users for a supply of primary aluminum from smelters and/or 
traders, is thus typically the LME price plus a physical premium (Midwest premium) paid to deliver the metal to the 
buyer's plant/warehouse. 

What in Reality Determines Market Premiums 

Historical evidence demonstrates that primary aluminum premiums ultimately reflect the full logistical cost of 
obtaining metal. Regional supply-and-demand factors can temporarily affect the regional premium. An example of 
this was January and February of this year, when the harsh winter materially reduced the supply of aluminum 
scrap (thus increasing the demand for prompt primary aluminum), which in turn drove market premiums 
temporarily above the marginal logistical cost of moving the metal. Permanent changes to the premium occur only 
when regional supply-and-demand factors change the logistical cost of obtaining metal. 

For example, consider the typical consumer of primary aluminum. These are aluminum extruders, rollers, castings 
and wire and cable producers with casthouse capabilities. These consumers have basically three options when 
sourcing aluminum. They can: 

a) Source the metal from a smelter (local or foreign), 

b) Source the metal from a trader (local or foreign), or 

c) Source the metal from the LME (established as a market of last resort). 

In reality, the cost of sourcing metal from the LME (after considering rent, queue length, FOT, finance cost and 
freight from warehouse to plant) has always operated as a backup for the consumer. It is economically irrational 
for a consumer to pay a smelter and/or trader a physical premium greater than the cost to that consumer of 
sourcing the metal itself from an LME warehouse (except when the consumer has an urgent and unexpected need 
for metal and must source from the nearest supplier, irrespective of cost). The cost of sourcing metal directly from 
the LME warehouse provides an important point of reference and leverage when negotiating with the smelter and 
trader. As a result, the consumer almost always gets a better deal from the smelter or trader than they would get 
directly from the LME. That is why consumers are not found in the queue. It Is financial Institutions and large 
trading companies that populate the queue because their cost of capital is a fraction of the cost of the consumer. 
Thus, the lower the cost associated with sourcing metal out from the LME warehouse, the lower the reference 
point consumers have to negotiate premiums with smelters and traders, the lower the market premium. The 
higher the cost associated with sourcing metal from the LME warehouse, ultimately the higher the market 
premium. In this respect, the longer the queue to load out metal from a dominant warehouse like LME Detroit, the 
higher the associated cost to source the metal and, inevitably, the higher the premium. 

Chart 6 below shows the logistical cost trend of sourcing metal from Russian smelters. Middle East smelters and 
LME Detroit (which together are the main suppliers of metal to North America). As can be seen, since 2009 the 
logistical costs of sourcing metal from Russia or the Middle East has remained stable between 6.0-10,5 cent/!b, 
while the cost of sourcing metal from LME Detroit has risen more than 1,000 percent from 2.5 cent/lb in 2007 to 
27.3 cent/!b today. As the cost of sourcing metal from LME Detroit skyrocketed, so did the reference point for 
consumers to negotiate with and so did market premiums. As a result, the Midwest premium has increased from 
2.5 cent/lb in December 2008 to more than 23 cent/lb today. 
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indeed, HARBOR'S mathematical studies confirm that the lengthening of the queue in IME Detroit {Metro) has 
been the main driver behind the unprecedented increase in Midwest premiums. Our work also shows that 
movements in canceiations/queues in LME Detroit can take as long as 5-7 months before their full impact is felt oh 
market premiums. 

Chart 7 faelwv shows how the lengthening of the queue in Detroit from lero to 702 days has impacted market 
premiums. 
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CHART7. MirAVEST P1020TRANSACTIONAL SPOT PREMIUM VS 
ESTIMATED LME LOAD OUT QUEUE IN LME METRO DETROIT* 





Thp All-In Price Theory 

I am aware of the "all-ln price" theory that circulates in the market today. The theory states that the price of an 
LME warrant is derived from the all-in physical metal price that is established outside the Exchange, such that any 
artificial rise in market premiums is offset by a discount in the price of an LME warrant (LME price). 

i have not seen any serious analyses or empirical evidence that supports this theory. In my view, this notion has a 
logical conceptual explanation, but does not reflect how the physical aluminum market actually works. On the 
contrary, evidence that 1 have analyzed at HARBOR indicates that LME price and market premiums (Midwest 
premium included) have historically moved together in the same direction most of the time (reflecting demand 
trends and the economic cycle), not in opposite directions. 

LME prices are determined day-to-day by the interplay of financial and physical demand that takes place in the 
Exchange. The physical market first references its base price from the LME price and then adds the physical 
premium that buyers and sellers negotiate outside the Exchange. 
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Chart 8 below shows the day-to-dav relationship between LME prices and Midwest premiums. 
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5. The impact of warehouse queues on the aluminum market generally and on consumer prices, the 
ability of consumers to hedge aluminum-related price risks, and the role of the LME as a market of last 
resort 

As explained, HARBOR'S empirical work and experience is consistent with the idea that there is causality that links 
load-out queue length (cost of sourcing metal from the LME which is the ultimate "backup" of the buyer) and 
premiums. In the case of North America, this means a link between the load-out queue in Detroit [Metro) and the 
Midwest premium. It is thus my conclusion that cancelled warrants and the lengthening of queues in Detroit are 
the main drivers behind today's unprecedented Midwest premiums. 

Higher premiums negatively impact end-users financially. Considering the evolution of the full logistical cost of 
sourcing metal from Russia and the Middle East to the US Midwest region, HARBOR estimates that the effect of 
lengthening queues in market premiums has cost the US consumer an accumulated sum of at least $3,5 Billion USD 
since 2011. This estimate considers primary and scrap aluminum consumption volumes In the US, and assumes 
scrap prices have 50 percent elasticity to changes in the Midwest premium. 

End-users cannot effectively hedge against Midwest premium variations because the derivative market is neither 
liquid nor transparent enough for them to hedge properly. Historically, hedging was not a problem because the 
premium had (compared with the LME price) either remained static or was subject to very marginal increases 
and/or decreases. Through the end of 2010, Midwest premiums traded mainly between 2-7 cent/lb and averaged 
between 2-8 percent of the all-in price (LME-i- Midwest premium). Today, the Midwest premium stands between 
23.0-24.0 cent/lb, which represents slightly more than 20 percent of the all-in price of aluminum. Consumers have 
been complaining in public about the increased prices they are paying. Their complaints explicitly target queues 
and the effect of those queues on market premiums. 
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Talking with numerous aluminum end-users that are HARBOR'S clients, I estimate that more than 80 percent of 
them don't or can't hedge market premiums. The other 20 percent who do hedge do so for only a portion of their 
metal needs, and usually for only one or two quarters out {a result of illiquidity, lack of transparency, and the 
prevailing uncertainty of where premiums are headed). Market liquidity is improving somewhat with the 
emergence of derivative products such as those offered by the Chicago Mercantile Exchange {Aluminum MW US 
Transaction Premium and North American Aluminum Futures Contract). However, it remains to be seen how 
successful these new contracts will be in providing the much needed liquidity to the market. 


6. Warehouse transactions where an incentive is paid to a warehouse customer to wait in the queue 
and ship large amounts of aluminum out of one warehouse and into another warehouse owned by 
the same company in the same city 

As explained above, paying warehouse incentives to attract metal is a standard and historical practice in the LME 
warehousing business. What is certainly not a common practice, however, is when LME warehouse operators offer 
and pay an incentive to warehouse customers to cancel metal and wait in the queue. That practice poses a serious 
conflict of interest because incentivizing the lengthening of load-out queues can materially impact market prices 
{Midwest premium). 


7. Warehouse transactions that link warehouse revenues to the market price for aluminum 

To my knowledge, it has never been a standard practice In the LME warehousing business to link warehouse 
revenues (rent, FOT, penalties for breaking a warehouse deal, etc.) to a market price of aluminum such as physical 
market premium. Again, this could pose a conflict of interest for the warehouse, especially when the link has the 
effect of Indirectly trading market premiums. 
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Written Statement of Novelis Inc. to The Permanent Subcommittee on 
Investigations hearing on “Wall Street Bank Involvement With Physical 
Commodities” 

To supplement Mr, Nick Madden's testimony, within this written statement, Novelis is providing 
background and explanatory comments to address the six specific areas that we were 
requested to be prepared to discuss in the invitation from Senators McCain and Levin to the 
hearings. 

Introduction 

The Contango Opportunity 

At the start of the Great Recession from late 2007 through 2009, the global aluminum market 
excluding China was oversupplied as annual consumer demand weakened by approximately 20% 
or 5 million tonnes.’ Despite the weakening consumer demand, annual global primary aluminum 
production (excluding China) only declined by approximately 2 million tonnes in 2009 because a 
new type of buyer of aluminum had emerged in the market.^ 

In a low interest rate environment, the forward aluminum curve offered an opportunity to 
generate an annual yield of between 3% to 7% to cover the costs of storage and provide a 
profit.’’ This could be achieved by entering into transactions in which a purchaser would buy 
aluminum on a spot basis, place it in storage and sell it forward for months or years. When 
delivery on the forward sale became due on the future date, the aluminum could be delivered 
physically to satisfy the sale or rolled forward into another forward sale if the forward aluminum 
curve remained in an attractive contango. Contango describes the forward curve when future 
prices are higher than near term prices. These transactions offered a predictable, low risk return 
and were being undertaken by new types of buyers - banks, hedge funds and traders. 

The Warehousing Opportunity 

Two types of transactions emerged: “on-exchange”, where the metal is placed on warrant and 
stored in LME licensed warehouses; and “off-exchange” where the metal is stored outside the 
LME system and for which there are no publicly reported volume statistics. We believe that the 
owners of aluminum were able to negotiate attractive rents with off-exchange warehouses and 
commit metal to storage deals for periods of a year or more at the same time that stocks were 
building in LME warehouses;. 

In 2008, LME warehouses, and specifically those in Detroit (such as Metro), saw the opportunity 
to earn rent from storing surplus aluminum and began offering incentives to primary producers 
to channel aluminum stocks to their warehouse system, away from consumers, traders and 
other financing arrangements. An LME warehouse such as Metro in Detroit would be able to 


’ Source - Harbor Research (Appendix 1) 

^ Source - Harbor Research (Appendix 1) 

’ Source - Harbor Research (Appendix 2 ) & Barclays Capital (Appendix 3) Aluminium - The impact of finance deals 
on premiums and supply 
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predict the minimum length of time that aluminum would remain in its system because the rules 
of its licensing arrangement with the LME allowed it to release metal to warrant holders at a 
minimum load-out rate, which before April 2012 was 1500 tonnes per day. The rent that the 
LME warehouses could charge for the storage of aluminum more than offset any incentives paid 
to primary producers and allowed the warehouses to compete with consumers, traders and 
other financing deals. In fact, the LME warehouses were able to raise their offers to primary 
producers as the stockpiles grew since the stockpiles caused the queues (and thus the rental 
revenues) to increase as well. 

Impact of LME Warehouse Incentives 

The impact of the payment of warehouse incentives to primary producers was to provide a new, 
competing buyer that drove up the Midwest US Transaction Premium (the Midwest premium) on 
aluminum to the highest levels in history at a time when inventory levels were also at the highest 
levels in history. It was 20 years ago following the collapse of the Soviet Union that the 
aluminum market suffered a massive overhang of inventory but this period was accompanied by 
low LME prices and extremely low local market premiums. The situation that began to develop 
in 2009 and endures today is unique in the history of the aluminum market. We believe that the 
current situation is the result of the combination of opportunistic financing transactions and the 
behavior of certain LME warehouses to drive premiums up by offering incentives to primary 
producers. 

The LME’s Role 

Despite an increasing number of complaints and lobbying from market users, the LME was slow 
to react. In April 2012, the LME finally increased the load-out rates, but by a modest 1500 
tonnes per day for the warehouses with the largest stocks (greater than 900,000 tonnes) and by 
lesser amounts for others.'* At the time, the LME was owned by a broad group of LME members, 
with Goldman Sachs and JP Morgan being two of the largest shareholders with close to 10% 
ownership stakes each. We believe the largest LME members were influential in setting LME 
policy at the time, which helps explain some of the reluctance by the LME to act more quickly 
and decisively. Near the end of 2012, the LME was acquired by the Hong Kong Exchange. 
Since then, we have started to see far greater disposition to make proactive changes to support 
the functioning of the free market. 

The Beneficiaries 

The beneficiaries of the warehousing activity 'are the LME licensed warehouses, the owners of 
metal who are managing stock financing transactions in LME and "off exchange” warehouses, 
such as banks and trading companies, and the producers of primary aluminum. 

The LME warehouses benefit from charging rent. The rent rates have reportedly been rising 
over recent years and those companies that own the metal that is stored in the LME 
warehouses are obliged to pay the prevailing rent. Even when a warrant is cancelled and a 
buyer joins the queue to await release of the metal, the buyer must continue to pay full rent. 
When the metal is finally loaded onto a truck, the buyer also pays a “load-out” charge. In 
January 2012, Novelis estimated that if Detroit ceased receiving aluminum on January 30, 2012 
and proceeded to ship out all of the metal stored at the warehouse at the minimum load-out rate. 


^ Source - London Metai Exchange 
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it would have taken two and a half years for Detroit to empty and the rent revenue would have 
equated to approximately $230 million.'^ This gives an indication of the potential revenues 
available to the LME licensed warehouses. The graph in Appendix 12 illustrates the reduction in 
stock levels and the estimated rental income under this scenario. 

The banks and trading companies that own aluminum involved in transactions in LME and off- 
exchange warehouses benefit in two ways. First, they benefit from the contango yield compared 
with the low cost of borrowing to finance the stocks. The degree of benefit depends upon the 
contango hedging strategy, their cost of money and the cost of storage and insurance. We have 
no information on the actual profits of any specific financial institution but as we mentioned 
above the gross yield from the LME contango has ranged between 3% and 7%. Second, they 
benefit from the premium appreciation between the premium cost when they acquired the 
aluminum originally and the premium that can be earned when they finally sell the aluminum. 
For example, if aluminum has been stored since 2008 when the Midwest premium was five 
cents per pound and is sold today at twenty three cents per pound, the benefit from premium 
appreciation could be eighteen cents per pound or $396 per tonne. 

Finally, primary aluminum producers also benefit from the higher premiums because they are 
able to charge and pass through the higher Midwest premium on all of their production in North 
America. Similarly, they benefit from higher local market premiums in other regions where local 
market premiums are similarly inflated. The degree to which primary producers benefit was 
explored in The Wall Street Journal on October 24, 2013 in an article titled “Metals Logjam 
Benefits Producers" (Appendix 5).® The benefit to producers of the higher premiums was 
evidenced by Rusal’s lawsuit against the LME, which sought to block the LME from introducing 
further rule changes to relieve the situation. Although overturned on appeal, the lawsuit initially 
succeeded to prevent LME rule changes that sought to bring more balance between a 
warehouse’s inputs and its obligation to load out metal. It remains valid today that the primary 
aluminum producers are among the beneficiaries of the wildly inflated premiums in the market, 
and consequently they have a lot to lose if the queues go away and premiums decline. 

Activism 

Novelis has been consistent in its criticism of the LME since 201 1 when we realized how serious 
the warehousing issue could become.^ We have consulted with our customer base, which 
covers many of the end users of rolled aluminum, and we have their support in pressing for 
change. Since 2012, we have collaborated with other consumers, mainly from the beverage and 
packaging markets in the Aluminum User Group (AUG). Together with other members of the 
AUG, we have had discussions with government and regulatory bodies in the United States and 
Europe to seek their help to intervene and improve regulation in this area. We are confident that 
we represent the views of consumers in the United States as well as the rest of the world. 


^ Source - Novelis analysis - (Appendix 4) assessment of Detroit rent potential 

' Source - Wall Street Journal (Appendix 5) The benefit to producers of higher premiums 

^ Source - Various news reports (Appendix 6) Examples of Novelis’ advocacy to tackle the LME warehouse issue 
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(1) The nature of Novelis’ business including the acquisition of aluminum; how its 
customers use aluminum; and the impact of aluminum prices on its revenues 
and customers. 

About Novetis 

Novelis Inc. is the world’s largest producer of flat rolled aluminum with revenues of $10 billion in 
its 2014 fiscal year and shipments of 3 million tonnes, representing 14% of the global market. 
We are also the world’s largest recycler of aluminum. Novelis is a global company, 
headquartered in Atlanta, GA, with operations in United States, South America, Europe and 
Asia. We are the world’s leading supplier of beverage can sheet and automotive sheet. Since its 
acquisition in 2007, Novelis has been a wholly owned subsidiary of Hindalco, part of the Aditya 
Birla Group, a multi-national conglomerate based in Mumbai, India. 

Novelis employs approximately 1 1 ,200 employees in 26 operations in 1 1 countries across four 
continents. Novelis is the only industry player with the capability to produce high-end rolled 
products in all four major, industrialized market regions of the world. Here are some key 
statistics by region: 

• In North America, we have just over 3,000 employees, $3.1 billion in revenue and nearly 
958 kilotonnes of shipments. 

• In South America, we have around 1,800 employees, $1.6 billion in revenue and 447 
kilotonnes of shipments. 

• In Europe, we have around 4,500 employees, $3.3 billion in revenue and 91 1 kilotonnes 
of shipments. 

• In Asia, we have approximately 1,900 employees, $1,9 billion in revenue and 640 
kilotonnes of shipments. 


Our market focus is divided into 3 major sectors: 

• Beverage can, where we supply major beverage companies such as Coca Cola and 
Anheuser Busch, and can manufacturers such as Rexam, Ball Corporation and Crown; 

• Automotive, where we supply most of the OEMs around the world including Ford, GM, 
Chrysler, BMW, Audi, Jaguar, Land Rover and Mercedes Benz; and the 

• High-end specialties market, which includes architecture, electronics and transportation. 
Customers include electronics majors like LG and Samsung, packaging customers like 
Pactiv Corporation, and windows and blinds company, VELUX. We also produce 
aluminum that has been used in the facades on such renowned buildings such as 
several of the Olympic Stadium buildings in China, the Titanic Belfast museum, Masdar 
City in Abu Dhabi and Europe's largest children’s hospital in Moscow. 

The market for flat rolled aluminum products is growing at a healthy 6% per annum. Automotive 
sheet is the fastest growing market in our sector, with a growth rate of 30% per annum as 
evidenced by Ford’s revolutionary aluminum bodied F-1 50, which is now being manufactured in 
Dearborn, Michigan with Novelis being one of the lead suppliers of body sheet. In the last four 
years, Novelis has invested more than $2 billion to grow our rolling, recycling and automotive 
finishing capacity to capture the growth in demand, particularly in the automotive sector. We are 
in the midst of an investment program in the United States to support the rapid growth in 


Page 4 



168 


aluminum automotive body sheet and have invested an additional $400 million in facilities in 
Oswego, NY. 

Procurement of Aluminum at Novelis 

Novelis is the world’s largest buyer of aluminum. In Fiscal Year 2014, which ended March 31, 
2014, we purchased 869 kilotonnes of PI 020 (LME grade), 1,372 kilotonnes of scrap and 775 
kilotonnes of sheet ingot, all of which are inputs to our manufacturing process. We also 
produced internally 3,246 kilotonnes of sheet ingot from our internal process scrap and the 
purchased scrap and PI 020 mentioned above. This sheet ingot is processed through hot and 
cold rolling mills and finishing processes. 

Primary Aluminum 


All purchases of primary aluminum (PI 020 and sheet ingot) are priced on a similar basis. The 
base price includes the LME official price for high grade aluminum (“the LME price”) plus a local 
market premium (“LMP”), which are published in metal journals. In the United States, the LMP is 
known as the Midwest premium and is published in Platts' Metals Week. In Europe, the LMP is 
defined by Metal Bulletins EC Duty Paid and Duty Unpaid indicators. In Asia, the LMP is defined 
by the Main Japanese Port Premium. In addition, there are often additional costs to cover 
logistics, payment terms and form. The term of most purchase contracts is at least one year and 
the prices are normally based on the monthly averages for the shipment month or the month 
prior to shipment. As a consequence, the purchase prices move almost exactly with changes in 
the LME price and the LMP. 

The Midwest premium is established by Platts through price surveys whereby traders, 
producers and consumers from time to time report spot transaction premiums to Platts. Platts 
analyzes the information received from telephone surveys and publishes the Midwest premium. 

Primary aluminum sheet ingot is purchased from primary aluminum producers such as Rio Tinto, 
Rusal, Emirates Global Aluminium, Hydro Aluminium, and Alcoa on long term contracts ranging 
from one to five years. PI 020 is normally purchased on annual contracts from primary 
producers, trading companies such as Glencore, Trafigura, Mitsubishi Nobel and financial 
institutions such as Goldman Sachs. 

As LME price and LMPs fluctuate, the changes directly impact Novelis' cost of purchased metal 
because of the “floating price” formula in our contracts. For example, when LME and LMP 
increases or decreases in total by $100 per tonne, our purchase cost also increases or 
decreases by $100 per tonne in the same direction. The reason our prices are perfectly 
coordinated with such movements is the pricing behavior known as “pass through”. Suppliers 
pass through the entire LME price and LMP to mills like Novelis. Since aluminum represents 
approximately 70% of our operating costs, our cost base is volatile and highly dependent on 
market prices for aluminum. 

Scrap 


Scrap prices tend to follow movements in the market price for primary aluminum but not exactly. 
Scrap is normally priced at a discount to the primary aluminum price to reflect the additional cost 
of processing and is also influenced by factors specific to the market for scrap. Scrap purchases 
can be annual contracts but can also be short term in nature, sometimes referred to as spot 
purchases. Scrap is purchased from scrap merchants, national recycling systems, trading 
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companies and scrap collectors. For the purposes of this discussion, our focus is on primary 
aluminum. 

Sales to our Customers and the Pass Through Business Model 

Our sales contracts are structured similarly to our primary aluminum purchase contracts. 
Typically, they comprise a base price (LME price + LMP) plus a conversion premium that 
reflects our costs to convert aluminum ingot and scrap into coils plus our margin. There may 
also be additional charges, including for logistics, alloy, treatment, size and form. This type of 
pricing formula exists in virtually all of our sales contracts in all parts of the world, especially 
those of a longer term nature (/.e., 6 months or more). Generally, sales prices are calculated on 
a monthly average basis, as they are for primary aluminum purchases. We also sell on a spot 
basis where the pricing has a similar structure but is based on the LME price and LMP at a point 
in time rather than on the average of a month. 

The alignment between purchases and sales contracts is intended to shield Novelis from the 
movements in aluminum market price (LME price + LMP). In this regard, we attempt to always 
“pass through” these costs to our customers, the movements of which are expected to be set by 
market forces. Any aluminum converter like Novelis has the goal of achieving “perfect pass 
through” of metal prices. 

However, there are timing differences due to the process lead time in our operations and timing 
differences between the pricing of purchases and the pricing of sales. These timing mismatches 
are managed through our offset hedging program, where we place hedges on the LME price to 
protect the LME value of purchased metal on our books until a sale is priced at a later point in 
time. At any time, our offset hedging position could be up to 500 kilotonnes. From time to time 
our customers request that we fix fonvard prices (rather than allowing them to float) for periods 
of months or years. In such instances, we hedge the LME price component of such forward 
price commitments to minimize price fluctuations. 

Although the LME price is easily hedged, the pass through model becomes difficult to execute 
perfectly because the LMP cannot be hedged due to a lack of liquidity amongst market makers. 
For Novelis, this creates some positive and negative effects on financial performance that tend 
to offset one another. For example, metal in process that is priced but has not yet been sold is 
exposed to fluctuations in LMP. As LMP rises, there is an accounting gain related to inventory 
accounting which we call metal price lag. This is reversed when the LMP falls. As LMPs have 
been rising for several years, this has created a positive accounting gain recently. We also see 
some benefit from higher scrap discounts. However, these gains are offset by losses on fixed 
price sales where Novelis has committed to a fixed premium to a customer that is lower than the 
prevailing market premium. Also negative for us, is that working capital that is tied up in 
inventory increases due to the higher metal prices. Currently, we estimate Novelis’ working 
capital to be over $200 million higher than it would be in a normal premium environment. When 
considering the additional financing costs of the higher working capital along with other effects 
described above, Novelis’ overall profitability is largely neutral to the higher premiums with one 
very important exception in our Asian business, which is explained below (Where pass through 
fails). 

Where pass through fails 

In some cases, Novelis is not able to pass through its prices to its customers. In Asia, we sell 
aluminum products into China and we compete with Chinese suppliers in other Asian countries. 
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As the Asian market premium (MJP) has increased, it has become increasingly difficult to pass 
this through in some markets. China is the world’s largest primary producer of aluminum but 
exports little or no primary metal. Market pricing In China is established through the Shanghai 
Futures Exchange and has little correlation to the LME price. Imports into China are competing 
with an flat SFIFE price with no Asia IMP.. Flowever, when exporting semi-finished products, 
such as flat rolled aluminum Chinese rollers benefit from VAT rebates which have the effect 
today of lowering their base price (SHFE) to the equivalent of LME without LMP . Consequently 
in Asia and increasingly in the global market, non-Chinese converters are losing 
competitiveness as the premiums continue to grow for U.S. companies, for example. In our case, 
in order to sell coil in China or in competition with Chinese rolling companies in broader Asia, 
Novelis has been obliged to forego part or all of the Main Japanese Port premium in its selling 
prices to certain market segments.. The impact of this in FY14 was approximately $42 million 
negative impact on EBITDA. 

Pass Through by our Customers 

In a perfect world, Novelis would seek to be neutral to changes in LME price and LMP, and our 
customers would likely seek to achieve the same state of price neutrality since their businesses 
would be impacted in the same way. We do not have specific information on how our customers 
manage their price exposure but we can give an overview of the value chain based on our 
understanding from conversations with customers and from market intelligence. Somewhere 
between Novelis and the consumer, it may be that the price fluctuations can no longer be 
passed through. For example, in the case of aluminum automotive body sheet, when Novelis 
supplies the automotive manufacturer at floating prices with perfect pass through, the 
automotive manufacturer must either pass these costs through to the end consumer or absorb 
the price fluctuations into its own profit and loss. In many cases, we believe that our customers 
hedge the LME exposure. However, with the market in LMP hedging being illiquid, the LMP 
cannot be hedged and we believe that increases in the LMP must be absorbed by the 
automotive manufacturer, at least temporarily, and ultimately the end consumer. 

As another example, when Novelis supplies another processor prior to the end consumer, such 
as supply of beverage can sheet to a can manufacturer like Rexam, and the processor in turn 
supplies the beverage company with cans, the pass-through may stop at the beverage company 
or the can manufacturer. It depends on the nature of the contract between the two parties 
(either fixed pricing or floating pricing). After experiencing the losses and/or volatility associated 
with absorbing metal price movements, one could expect that the can maker will ultimately seek 
to negotiate a pass through clause in the next contract. As a consequence, the increased LMP 
will eventually be borne by consumers as the beverage company is forced to raise its own 
prices. Our estimation of the overall cost impact on consumers is further discussed and 
quantified in section (4) below. 


(2) The role and function of the London Metal Exchange (LME) and LME-approved 
warehouses in the aluminum market 

The Role of the LME 

The LME was founded in 1872 and has served as the world’s premier metal trading exchange 
ever since. Aluminum was first traded on the exchange in October 1978. Over the last 36 years, 
the LME pricing mechanism has penetrated all geographical and business sectors. As the focal 
point for aluminum hedging and trading, the LME price has become the global price for 
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aluminum and for the other metals traded on the exchange. The LME price is a component in all 
of our purchases and sales contracts, globally. Through our purchase and sales contract 
negotiations, we know that most other aluminum semi products manufacturers use similar 
pricing mechanisms. 

The exchange is used by many market participants for hedging, physical delivery (sales and 
purchases), investment and speculation. Industry users like Novelis derive three primary 
benefits from the LME: first, a globally accepted price discovery mechanism; second a vehicle 
for hedging aluminum price exposure; and third, a supplier or customer of last resort. This third 
benefit is accomplished through the LME’s approved warehouse system. The LME operates 
committees that oversee activities in each of the metals traded on the LME. Aluminum is 
overseen by the LME Aluminium Committee, of which Novelis is a member. However, whilst the 
committees may discuss issues and approve the registration or deregistration of brands, the 
LME Board is the ultimate decision making authority. 

The Role of the LME approved warehouses 

The LME approved warehouses were concentrated in Europe until the early 1990s, after which 
they spread to the United States and Asia. This had the effect of harmonizing pricing globally 
because arbitrage between the LME and the physical market could be accomplished by 
physical delivery into or out of warehouses anywhere in the world. Historically warehouses were 
approved in locations which were “ports of entry” to consuming regions. Examples include 
Liverpool, Rotterdam, Antwerp, Trieste, Hamburg, Baltimore, Singapore, Bussan and more 
recently inner points of distribution such as New Orleans and Detroit for the Midwest United 
States. 

To become a licensed LME warehouse, the warehousing company must agree to abide by LME 
rules, which are available from the LME. Warehousing activities are overseen by the LME 
Warehouse Committee, which meets quarterly. 

The LME is a terminal market, which means that sale and purchase obligations can be satisfied 
through physical delivery. A seller can physically ship metal to an approved warehouse to 
satisfy an LME sales contract and a buyer can take delivery of warrants to satisfy an LME 
purchase contract. The warrants can be cancelled and metal withdrawn from the LME 
warehouse. It is this role that has been undermined in recent years. 

Impact on Novelis 

in the past, Novelis has looked to sellers on the LME as a potential supplier, comparing the cost 
to buy from a trader or producer with the cost of purchasing an LME warrant, withdrawing the 
metal from the LME warehouse and shipping it to one of our facilities. If the LME cost option is 
lower than the alternatives, we would seriously consider sourcing metal through that route. 
However, such costs are effectively the baseline from which other suppliers prepare their offers 
and, normally, it is slightly more cost effective to buy directly from the producers or traders. 
Consequently, it has been rare for Novelis to source from the LME but it was an important 
option in negotiating purchases. 

In September 2011, Novelis purchased four lots of aluminum in Detroit on the LME with the 
intention to test the validity of the reported queues at the time. We finally received the metal at 
our plant in Oswego, NY in February 2012. The 5 month delay in delivery was directly as a 
result of the queue in Detroit at the time. We concluded that the LME warehouse could not be 
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viewed as a viable sourcing option and, as a consequence, we have not used the LME 
aluminum purchasing and warehouse system since then. Today, the wait time to withdraw 
aluminum from Detroit is reported to be approximately 670 days.® 

As a consequence of the wait time to withdraw metal, the LME has ceased being a supplier of 
last resort to companies like Novelis. Manufacturing businesses cannot afford the working 
capital and cost penalty of owning metal almost two years before it can be used. The cost 
penalty we refer to here is not simply the cost of owning metal whilst it remains in the queue, it 
also refers to the fact that the owner of the metal must pay rent for the entire period too. At 50 
cents per tonne per day, for example, this could equate to $335 per tonne with the current 
queue in Detroit, which helps make it clear why the premium is currently so high. 

The wait time and inflated premiums have led to a divergence between the LME and physical 
aluminum market prices which has created major issues with price discovery and supply chain 
risk. Novelis believes that the warehouse issue has undermined the validity of the LME contract. 
No buyer of a commodity should be obliged to wait 670 days to get access to their property. 

(3) The evolution of freight incentives offered by LME-approved warehouses in 
the United States since 2008, and the impact of those incentives on the 
aluminum market 

Increasing Stockpiles 

In 2008, the LME aluminum price fell by $2,000 per tonne between July and December. 
Demand for aluminum fell by 5 million tonnes in 2009 and producers began to idle production. 
According to Novelis’ estimates, production cutbacks of only 2 million tonnes left the market 
significantly oversupplied, and we saw a huge build-up in stocks in LME warehouses. The most 
significant build up in an LME location was in Detroit where aluminum inventory increased from 
350,000 tonnes in January 2009 to over 1 million tonnes in January 201 1 and a peak of close to 
1.6 million tonnes in January 2014.® In addition, there was a reported development of stockpiles 
in warehouses outside the LME system (stealth stocks). Since these stealth stocks were not 
captured in official reports, there is no way of knowing exactly how much was stored in these 
finance deals. 

Banks start acquiring LME warehouses 

During 2010, five LME licensed warehousing companies were acquired by banks and physical 
trading companies.’® In January, JP Morgan acquired Henry Bath. In February, Goldman Sachs 
bought Metro. In March, North East Maritime Services was acquired by Trafigura. Later that 
year, Glencore bought Pacorini. In October, Noble Resources acquired WWS. These actions 
followed a significant increase in global aluminum LME stocks from approximately 1 million 
tonnes in 2009 to close to 4.5 million tonnes in 2010. From 2011, the Midwest premium began 
several major moves upwards, as warrant cancellation increased and the load-out queues grew 
to beyond a year in Detroit. We believe that these companies saw the opportunity of captive 
metal generating handsome rent revenues due to the size of the stockpiles and the limited load- 


® Source - Harbor Intelligence 
® Source - Harbor Intelligence (Appendix 7) 

“ Source - Aluminum User Group (Appendix 8) 
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out obligations required by the LME. In addition,, when combined with the other commodity 
activities of the firms, to generate even more rents by adding further to the stocks and 
lengthening the queues. An opportunity to artificially squeeze the physical aluminum market was 
clearly foreseeable at this time and new owners of LME warehouses seized that opportunity. 

Incentives to Primary Producers 

It is our belief that aluminum was being drawn to Detroit by the Metro warehouse offering 
incentives to primary producers. A Novelis employee visited the Metro facility in April 2011 and 
toured some of the warehouse. He reported that all of the metal that he saw was of North 
American origin (Alcoa and Rio Tinto Alcan). In conversations with our contacts within the 
primary producers and trading companies, we were also given examples of incentives being 
offered. 

It is our view that when North American primary producers had surpluses due to the reduction in 
overall demand in connection with the recession, Metro offered incentives to encourage the 
producers to ship metal to LME warehouses instead of to a consumer or trader. In his way, the 
warehouse was competing with the consumer and trader, who would normally offer only the 
industry standard LMP, the Midwest premium. As the stock accumulated and being aware that 
there was only an obligation to ship out of 1500 tonnes of aluminum per day, the warehouse 
could predict the length of time metal would remain in storage and the rent that they might earn. 
Consumers, traders and banks began to compete with the warehouse for metal and it is our 
belief that the increase in the Midwest premium from 5 cents per pound in 2008 to 1 1 cents per 
pound in 2011 was entirely driven by the increasing bid from the warehouse, which was 
supported by the growing stockpile. Competing with the warehouses were consumers, traders 
who sought metal for resale to consumers or financing transactions, and banks who were 
interested in acquiring metal for financing transactions, investment instruments or resale to 
consumers and traders. Despite the weak demand at the time, there were many interested 
buyers of aluminum and the premium rose to the historic levels in 201 1 . 

Banks have the tools and incentives to drive up prices 

Novelis believes there is a direct link between the acquisition of LME licensed warehouse 
companies, the behavior of those warehouse companies, the queues and the rising Midwest 
premium. Particularly in the case of banks, where the firm has a physical metal trading business, 
an LME brokerage business, access to low cost finance and control of warehousing companies, 
the bank has four levers over the market. We believe that this gives them an unfair edge over 
other players in the market. Although the LME published rules in 1998 requiring “Chinese Walls" 
(appendix 6 - LME rule addition 98/213)” between the warehousing business and other bank 
activities, we cannot understand why a bank would choose to participate in the warehousing 
activity if it did not see synergies or opportunity relating to other activities of the bank. As a 
consequence we have long maintained that banks should not be allowed to participate in 
warehousing. Aluminium International Today magazine published an article that touched upon 
this topic and was written by Novelis.'^ 


Source - London Metai Exchange (Appendix 9) LME rule addition 98/213 
Source ~ Aluminium Internationa! Today (Appendix 10) 
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After initially writing to the LME in May 201 1 to request tough action on the queues,” Novelis 
wrote a second letter to the LME August 2011” in which we specifically addressed this point, 
stating that banks and trading companies should not be allowed to own LME licensed 
warehouses. 

(4) The impact of warehouse queues on Novelis Inc., its customers, and the 
aluminum market generally, including on consumer prices, the ability of 
consumers to hedge aluminum-related price risks, and the role of the LME as 
a market of last resort. 


Increasing length of queues and increasing prices 

The queue at Detroit began to develop noticeably in 2010. A number of complaints were 
recorded by the LME about delays in accessing metal in warehouses around the world in 2009 
and 2010. This led to the commissioning of a study by the LME that was conducted by 
European Economics into warehousing and, specifically, the minimum load out rate. Novelis 
was one of over forty companies surveyed in the study, and an executive summary of the report 
was published in May 2011.” In the executive summary of the report, it stated that “there was a 
general belief that the loading out obligation could and should be increased though this was 
resisted by warehousemen.” Novelis wrote to the LME on May 17, 201 1 requesting that it take 
strong action in response to the report. 

On May 27, 2011, the LME announced a change in the minimum load out rate to take effect on 
April 1 , 2012. The minimum load out rate would increase for all warehouses with stocks greater 
than 300,000 tonnes. The LME introduced a sliding scale that would require the warehouses 
with stocks greater than 900,000 tonnes to double the rate from 1500 tonnes per day to 3000 
tonnes per day. Warehouses with 600,000 to 900,000 tonnes would increase to 2500 tonnes 
per day and those with between 3000,0000 and 600,000 tonnes would increase the load out 
rate to 2000 tonnes per day. We were disappointed with the weakness of the change that was 
made and commented on this publicly.” 

According to third party market research, the queue at Detroit increased to approximately 10 
months in April 2011 but started to reduce following the LME’s announced rule change. As 
mentioned earlier, Novelis bought four lots of aluminum in Detroit in September 2011 and 
waited until February 2012 to secure the metal in our plant in Oswego, NY. In 2012, as 
increasing numbers of warrants were cancelled and the stockpile grew, the queue grew to 12 
months. Since then it has continued to increase and was said to be about 670 days in early 
November 2014.” 

The Midwest premium has trended up in line with the queue length. As mentioned earlier, the 
warehouses were competing for metal by offering incentives based on the length of time metal 
could be expected to remain in the warehouse generating rent. With a different business model 


” Source - Novelis (Appendix 11) First Novelis letter to LME 
Source - Novelis (Appendix 12) Second Novelis letter to LME 
” Source - London Meta! Exchange (Appendix 13) Executive Summary of European Economics Report 
Source - News Outlets (Appendix 14) 

” Source - Harbor Research (Appendix 15) 
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from regular industry participants, the warehouses were able to raise their bids as queues grew, 
which drove the Midwest premium up to levels never seen before. 

During 2013, the premium was fairly stable at around 12 cents/pound but in January 2014, it 
increased dramatically to over 20 cents per pound and remains above this level today. In the 
past the Midwest premium fluctuated between 4 and 7 cents/pound representing about 5% of 
the LME price. Today, it is approximately 25% of the LME price and 20% of the all-in price 
(LME+LMP). We believe that this phenomenal price increase is driven by a combination of the 
following factors: 

1 . Length of the queues and full cost of sourcing metal from the queue. 

2. Inaccessible inventories (stealth stocks) that cannot be quantified and are held outside 
the LME system in financing deals. 

3. Recent changes in market fundamentals that have left the free market short of PI 020 
because surpluses are not accessible. 

Impact on Consumers - Hedging 

There are several negative impacts for aluminum consumers. The Midwest premium is not 
hedgeabie. Although the CME has recently introduced an aluminum contract with a composite 
price that includes the LMP, liquidity is still too low. Banks and trading companies from time to 
time offer “Over the Counter" premium hedges but it is normally at a time that suits the market 
maker and is not available in substantial volumes every day. Because it is an illiquid market, the 
bid ask spread on such deals is very wide and for many companies, unacceptably wide. The 
absence of a hedging instrument for LMP was tolerable when the Midwest premium was in a 
range between 4 and 7 cents per pound. But now, that LMP has risen to 25% of the LME and 
20% of the all-in price, it creates enormous basis risk, in some cases greater than the margins 
of a converter or fabricator. This creates a significant, unpredictable risk in the profitability along 
the value chain. 

Hedge accounting issues also arise. Hedge accounting is important to manufacturing 
businesses because it allows us to match the unrealized gains and losses on hedging 
instruments with the item being hedged by giving each a similar accounting treatment. This 
helps to reduce volatility in the income statement and thereby makes a company’s quarterly 
earnings less complicated to understand. Hedge accounting requires a certain minimum 
correlation between the value of a hedging instrument and the value of the product that it is 
hedging. If the value strays outside a range of 80-120%, hedge accounting rules do not permit 
the hedge to be accepted under the rules. This can lead to volatility in earnings performance, 
which can detract from a company's market value. As such, it is a serious issue for all 
manufacturers like Novelis. 

Impact on Consumers - Supply Chain Risk 

Another negative impact that is very serious for large consumers of PI 020 is supply chain risk. 
In a competitive market, fabricators cannot tolerate the working capital burden of carrying 
inventory in an LME warehouse for more than a year before it can receive and process the 
metal. Consequently, P1020 consumers are exposed to lack of metal availability in the short 
term. Novelis sources on longer term contracts based on forecasted requirements. However, if 
we underestimate the quantities of PI 020 and we must go to the spot market for additional 
metal, we have limited options and the LME has proven that it is not one of them. Imagine the 
irony of Novelis running out of metal in our new $400 million automotive production facility in 
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Oswego, NY and stopping Ford’s F-150 production line in Dearborn, Michigan because we are 
unable to access metal stockpiled to generate rent in a warehouse in Detroit, Michigan. While 
we will take precautions to keep this from ever becoming an issue by planning carefully, it 
remains an unconscionable risk for the business. 

Impact on Consumers - Increased Prices 

The greatest impact felt by our customers, provided that we continue to manage the supply 
chain effectively, is the inflated premium. In the pass through model, primary producers of 
aluminum pass through the floating LME and LMP (Midwest premium) to Novelis. Novelis has a 
similar contract structure with its customers and passes the LME and LMP (Midwest premium) 
to them. Where Novelis is supplying end users such as automotive OEMs, the cost passes into 
the product and ultimately to the consumer. The same is true for all equipment manufacturers 
such as aircraft, architectural applications, and electronics to name a few. Ultimately, the 
consumer does or soon will pay the additional cost. . 

As an illustration, we understand that there is approximately 1000 pounds of aluminum in the 
new F-150. If the increased premium is 15 cents per pound of aluminum, the impact on cost is 
$150 per vehicle. Either in advance or to recoup what it has absorbed, at some point, Ford will 
likely pass that increased cost on to the consumer of its vehicles. 

At a bank hearing in July 2013, Tim Weiner, Global Risk Manager, Commodities/Metals of Miller 
Doors stated that consumers were paying $3 billion more than they should because of the 
artificially inflated metal premiums. Today, we think this excess cost has more than doubled. 
Novelis has estimated that the incremental cost borne at the consumption end of the aluminum 
value chain, caused by the artificial inflation is greater than $6 billion per year. We calculate this 
as follows: Metal premiums are at least $250 per tonne higher today than historical norms. 
World (excluding China) production of primary aluminum is approximately 25,000,000 tonnes. 
All new production earns the higher premiums and the cost is passed through the value chain. 
Thus, consumers are paying over $6 billion more than they would if normal market forces 
prevailed. The math is simple but it is because the cause and effect is obvious to us. This does 
not even take into account higher premiums payable on metal in storage that was produced in 
previous years. We are taking steps to rely more and more on scrap rather than primary 
aluminum but the impact has carried through to scrap prices, which are higher than they would 
otherwise be because of the linkage to primary aluminum prices. 

(5) Warehouse transactions in which an incentive is paid to a warehouse 

customer to wait in the queue and ship large amounts of aluminum out of one 
warehouse and into another warehouse owned by the same company in the 
same city. 

Novelis is able to comment on areas where we have a clear view of activities. However, when 
we look at what is happening within the warehousing network, metal being moved from one 
warehouse to another or being re-warranted without leaving the warehouse is not visible to us 
and we are not able to comment on it. 


Source - Drucker (Appendix 16) 
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(6) Warehouse transactions that link warehouse revenues to the market price for 
aluminum 

Novelis is able to comment on areas where we have a clear view of activities. However, when 
we look at what is happening within the warehousing network, metal being moved from one 
warehouse to another or being re-warranted without leaving the warehouse is not visible to us 
and we are not able to comment on it. 

Conclusion 

Since the Great Recession in 2008 and 2009, primary producers of aluminum have been 
channeling excess production of LME deliverable P1020 into storage deals. Banks, hedge funds 
and trading companies have exploited low interest rates and the contango in the LME aluminum 
forward curve to generate revenues by simply storing metal and financing it with the forward 
curve. This has starved the market of aluminum units and forced up premiums globally. Here in 
the U.S., the Metro warehouse in Detroit has paid incentives to primary producers to divert 
metal from the market and store it in warehouses. With a minimum load out obligation in the 
LME warehouse rules, the warehouses are able to estimate the length of time metal would be 
stuck in the warehouses paying rent and use these projections to calculate incentives that could 
be paid to producers in competition with consumers and traders. This was the major factor in 
driving the Midwest premium to an unprecedented 12 cents per pound in 2012. The existence of 
long queues and increase in demand and careful management of flows by some traders and 
producers has since led the Midwest premium to almost double from these levels to an 
unprecedented 23 cents per pound today. 

The wait time to draw metal from Detroit is around 670 days today. This means if a consumer 
tried to source aluminum today from a Detroit warehouse, it would have to wait until September 
2016 to get the metal. This has led to a breakdown in the connection between the derivatives 
market and the physical market and the loss of price convergence through physical delivery has 
caused two serious risks for the aluminum world: Supply Chain Risk and Wildly Inflated 
Premiums. The cost being paid today by consumers of aluminum is at least $6 billion higher 
than it would be in a normal premium environment. And with the premium now representing 20% 
of the all in price, instead of 4-5% historically, hedging has become ineffective and margins 
have eroded in the consumer end of the value chain. 

We have collaborated with some customers and other consumers of aluminum in the Aluminum 
User Group which has lobbied in the U.S. and Europe to see rule changes in the LME to resolve 
the situation. While the LME has finally begun to act, progress is slow and the situation is 
worsening. 

We at Novelis would welcome further inquiries and action into changing the rules that allow 
such market disruptions. In our eyes, there is a simple fix - cause the warehouses to load out 
enough metal to reduce the wait time to draw metal down to 0 days, and have rules in place that 
require the warehouses to keep these queues to no more than a few days. Soon thereafter, if 
not immediately, local market premiums will reduce to normal market rates and customers will 
stop paying the exorbitant premiums. All we seek to achieve is for prices of aluminum to be set 
by normal supply and demand forces involving primary producers, manufacturers and 
consumers, without the effects of warehouses and banks taking actions to push up prices and 
profits through opportunistic behavior that is allowed and encouraged by current rules. 
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I APPENDIX 1 


HARBOR'S Aluminum Intefligenee Report ' 

i 


ANNUAL FORECASTS BY REGION: PRIMARY ALUMINUM CONSUMPTION AND PRODUCTION 
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APPENDIX 6 


Novelis CEO Lashes Out At LME Ruling 
The Wall Street Journal 

March 28, 2014, 12:23 PM ET 
By Francesca Freeman 

The chief executive of major aluminum consumer Novelis Inc. has hit out angrily at a U.K. High Court 
ruling that quashed, for now, key parts of the London Metal Exchange's proposed metals-warehousing 
overhaul. 

On Thursday the U.K.’s High Court ruled that the LME’s consultation process, on proposals designed to 
address delays in accessing metals held in its warehouse system, was unlawful. 

Atlanta-based Novelis, which buys huge quantities of aluminum to make sheet metal for beverage cans, 
cars, buildings and electronics, had released a short response to the ruling on Thursday. But Friday its 
CEO Phil Martens weighed in, and he pulled no punches. 

In a statement he said: 

"It is indefensible that queues of more than a year exist at warehouses and unconscionable that players in 
the aluminum market are actively working to maintain the status quo to protect artificially inflated 
premiums." 

He added: 

‘Primary aluminum producers, traders and banks have created an artificial global shortage and driven 
spot premiums to ridiculously high levels.” 

and: 

"This recent legal action taken outside of the LME's consultation process is grievous-it sanctions the 
continuation of this destructive regime. ..This exploitation of an artificial market squeeze appears to us to 
be blatant, and the effects are being felt further down the supply chain and ultimately by the end 
consumer." 

Rusal, which took the LME to court, responded to Mr. Martens's comments: 

"Rusal’s action was not based on any mission to derail reforms and changes to the warehousing and 
price discovery system which we do support. It was the consultation process that was flawed and led to 
proposals that did not solve the fundamental issues of transparency due to the movement of metal to off 
warrant warehouses, the divergence of the exchange price and the market price and the risk of the 
exchange price being increasingly linked to the trading strategies of speculators based on 
macroeconomic factors, rather than the fundamental market factors of supply and demand of metal.” 

The LME, which said it was "disappointed" with Thursday’s ruling, is currently taking legal advice on 
whether to appeal or to undertake a fresh consultation. 
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Novelis Reacts to Verdict in Rusal Lawsuit Against LME President and CEO says Ruling will be 
Destructive to Market 


ATLANTA, March 28, 2014 /PRNewswire/ - Novelis Inc. President and Chief Executive Officer Phil 
Martens issued the following statement today in response to Thursday's ruling by the UK High Court 
regarding planned changes to aluminum warehousing rules by the London Metal Exchange (LME): 

"We are very disappointed with the outcome of the legal process in the UK,” said Martens. ”We have 
worked closely with the LME and other stakeholders for two-and-a-half years to push for changes. 
Unfortunately, Rusal's unilateral action resulting in this court decision will stifle the LME's proposal to 
alleviate the unprecedented backlog at LME warehouses and will be very destructive to the market. 

"It is indefensible that queues of more than a year exist at warehouses and unconscionable that players in 
the aluminum market are actively working to maintain the status quo to protect artificially inflated 
premiums. The divergence between the LME price and the physical market price is undermining the 
credibility of the industry's pricing discovery process and causing havoc in the fabricating and consuming 
end of the industry. This is a global issue. 

"Primary aluminum producers, traders and banks have created an artificial global shortage and driven 
spot premiums to ridiculously high levels. The change in the LME load out rate was intended to restore 
equity in the LME system and remove the queues which are directly responsible for driving up the 
premiums in the first place. 

"This recent legal action taken outside of the LME's consultation process is grievous - it sanctions the 
continuation of this destructive regime. At the same time, the producers are continuing to make outsized 
windfall gains, which a year ago we estimated to be $3 billion, but are now twice that level. This 
exploitation of an artificial market squeeze appears to us to be blatant, and the effects are being felt 
further down the supply chain and ultimately by the end consumer. 

"Novelis had hoped that the LME changes together with possible regulatory actions would identify any 
wrong doing that may have taken place and dramatically improve the scrutiny of the market and market 
convergence. The court decision, unfortunately, throws yet another wrench in the works and does nothing 
to settle the ongoing supply chain risk to aluminum fabricators and beverage marketers and other 
customers where premiums are at the highest levels in history." 


Novelis Blasts LME Warehousing Plan 

http://www.amm.com/Article/3324986/Novelis-blasts-LME-warehouse-plan-ruling.html 
American Metal Market 
March 28, 2014 

Novelis Inc. president and chief executive officer Philip Martens lashed out at a judgment by the United 
Kingdom’s High Court of Justice that stopped proposed London Metal Exchange warehouse reforms from 
being implemented, saying the outcome would prove "destructive to the market." 

The Atlanta-based secondary aluminum producer has worked closely with the LME and other interested 
parties for more than two years to push for changes to warehouse rules aimed at trimming queues at 
sheds with bloated inventories, Martens said in a statement March 28. 

Those efforts have been stymied by the High Court’s ruling in favor of Moscow-based primary aluminum 
producer United Co. Rusal’s (UC Rusal’s) “unilateral" lawsuit seeking to block the proposed changes. 
Martens said. The result is that waits of more than a year for metal at some LME-listed warehouses will 
continue, supporting "artificially inflated premiums" and calling into question the relevancy of LME pricing, 
he said. 
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Nearly 5,4 million tonnes of aluminum are held in LME-listed warehouses globally, with the bulk in Detroit- 
area sheds, which account tor more than 1.5 million tonnes, and facilities in Vlissingen, the Netherlands, 
where more than 2 million tonnes of metal are stored, according to LME data. The big stocks and limited 
load-out rates have caused long waits for metal at those locations in particular, a subject that has sparked 
antitrust lawsuits. Senate hearings and scrutiny from U.S. regulators. 

“The divergence between the LME price and the physical market price is undermining the credibility of the 
industry’s pricing discovery process and causing havoc in the fabricating and consuming end of the 
Industry,’ Martens said. He also accused primary aluminum producers, traders and banks of creating an 
“artificiar global shortage of aluminum in an effort to drive spot premiums to “ridiculously high levels." 

“This exploitation of an artificial market squeeze appears to us to be blatant, and the effects are being felt 
further down the supply chain and ultimately by the end consumer," Martens said. “The court decision, 
unfortunately, throws yet another wrench in the works and does nothing to settle the ongoing supply chain 
risk to aluminum fabricators and beverage marketers and other customers where premiums are at the 
highest levels in history." 

Novelis has “no plans at this time" to file an appeal, a company spokesman said March 28. 

AMM’s Midwest premium stands at 18. 15 to 18.25 cents per pound, down from highs of more than 20 
cents per pound earlier this year but well above historical norms. 

The market had been expecting the proposed LME reforms to warehouse loading and unloading rates to 
go into effect April 1. But following the court's decision, it is no longer clear when or whether those 
changes might be made. 

While some market sources have said the ruling should have little impact on premiums, others have 
argued that the lack of change could push up LME prices for aluminum and regional premiums, including 
Midwest premiums. 

Novelis decries UK ruling, fears aluminum backlog, higher prices 
The Atlanta Journal-Constitution 
March 27, 2014 

Atlanta-based Novelis Inc., an aluminum products manufacturer and recycler, on Friday blasted a High 
Court ruling in the United Kingdom that the company said will lead to backlogs of aluminum for delivery 
and inflated prices, ultimately leading to higher costs for consumers. 

Novelis is among major manufacturers, including soft drink producers like Coca-Cola, beer companies 
like MillerCoors and automakers, that rely on aluminum held in warehouses like those registered by the 
London Metal Exchange. The warehouses, owned by companies such as JP Morgan, Goldman Sachs 
and Glencore Xstrata, have been accused of purposely keeping large stockpiles with long delivery 
“queues’ to keep prices paid by Novelis and others artificially high. 

Critics say warehouses have an incentive to keep stockpiles high because of the rents they receive and 
metal owners profit since prices for future deliveries may exceed current prices. 
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Last year U.S. regulators, including the Justice Department, began investigating the backlogs at LME- 
registered warehouses. The exchange, which has also feced lawsuits, was set to impose a new rule that 
would ease the stockpiles and long queues, and that backlogs had already begun to decline, according to 
multiple media reports. 

But the UK High Court on Thursday blocked the new LME rule after it was challenged by Rusal, a 
Russian company and the world’s largest aluminum producer. Rusal, which feared more aluminum on the 
market would depress prices, argued LME violated the law over how consultations were carried out on 
changing its rules, and the court agreed. 

Novelis is a major supplier of aluminum sheet and foil products to automotive, transportation, packaging, 
construction, industrial and consumer electronics markets around the world. 

in a statement, Novelis President and Chief Executive Officer Phil Martens said the UK ruling will cause 
an “unprecedented backlog at LME warehouses." 

“Primary aluminum producers, traders and banks have created an artificial global shortage and driven 
spot premiums to ridiculously high levels," Martens said. Buyers pay premiums above prices for spot 
supplies. "This exploitation of an artificial market squeeze appears to us to be blatant and the effects are 
being felt further down the supply chain and ultimately by the end consumer." 

Martens did not say specifically how Noveiis' costs would be affected. 


Novelis gives up on LME, seeks other avenues in warehouse battle 
Reuters 

February 1, 2013 

* LME says can't resolve logjams, calls on industry 

* Logjams only at warehouses owned by banks, trade houses 

* Consumers pass complaints to EU watchdog 
By Susan Thomas and Maytaal Angel 

LONDON, Feb 1 (Reuters) - The world's top maker of aluminium for beverage cans has lost patience with 
the London Metal Exchange's failure to tackle access problems at the warehouses the LME monitors and 
says it will seek a solution elsewhere. 

Novelis has long criticised the warehouse system for contributing to record-high price premiums for 
aluminium, a metal in chronic surplus. 

“The LME sees no need to do anything else, even though they sympathise with the aluminium 
consumers," Nick Madden, vice president and chief procurement officer at Novelis, a unit of Hindalco 
Industries, said in an interview. 

Madden's words follow a speech by Chris Evans. LME head of business development, who told a recent 
conference in the United States that the solution to the problem would have to come from the market, 
rather than the LME. 

"I can only conclude that now that we have tried the direct approach and failed, Novelis will have to work 
through other stakeholders," Madden said. 

"We will continue to be active, we just have to find some other way to get attention, we have to try other 
avenues." 
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Madden, whose company has been speaking out about the current LME warehousing problems since 
201 1 , declined further comment. 

Europe's competition watchdog received a complaint late last year against owners of LME-registered 
warehouses for ramping up rental profits by letting long queues for metal grow at some locations. 

NEW OWNERSHIP CREATES HOPE 

Metal buyers also hope the exchange's new owner, Hong Kong Exchanges and Clearing, will tackle the 
problem forcefully. The big banks and trade houses that own the warehouses will now have less influence 
on exchange policy after they sold their LME shares during the takeover. 

For those warehouses, backlogs are lucrative because metal waiting to be delivered out continues to earn 
storage fees. They also say the backlogs are due to the logistical difficulties of moving large amounts of 
metal. 

LME rules stipulate a low minimum load-out rate for metals stored in the warehouse network that the 
exchange monitors. 

Warehouses do not have to deliver out any more than the minimum. They are also free to set their own 
rents, and even if the LME raises the load-out rate, they can raise rents to compensate for any loss of 
income. 

Novelis has proposed that the load-out rate for the warehouses carrying the largest stockpiles should be 
trebled. 

The LME rejects this proposal. 

'There is no solution that the LME could or should propose. This isn't a debate about delivery (out rates)," 
Evans told the U.S. conference. 

"This is an aluminium industry problem, and it is the industry that must come up with a solution. If 
fabricators choose to sell at uneconomic levels, they will of course lose money." 

Fabricators are crippled by high premiums because they are paid a percentage of the LME base price for 
converting a sheet of metal into a can for example. They are not able to pass on the costs of premiums, 
which in some cases might equal their sale price. 

Premiums for duty-paid aluminium in Rotterdam are currently at record highs of around $300 a tonne - 
about 15 percent of the LME base price. Benchmark U.S. Midwest spot aluminium premiums have also 
reached a record high. 

They have been rising since the financial crisis pushed interest rates to near zero, making the financing 
deals both lucrative and safe. 

The financing deals, which have locked up more than 70 percent of LME aluminium inventories, keep 
metal away from industrial users, while at the same time resulting in a concentration of metal in certain 
LME locations. 

This exacerbates backlogs when material is booked for delivery by industrial or other users of the 
exchange, putting even more upward pressure on premiums. 


Millions of Tons of Metals Stashed in Shadow Warehouses 
Wall Street Journal 
Dec. 26, 2013 

The world's metal is slipping into the shadows. 

Banks, hedge funds, commodity merchants and others are stashing tens of millions of tons of aluminum, 
copper, nickel and zinc in a hidden system of warehouses that span the globe. 


Page 42 



206 


These facilities are known to some in the industry as "shadow warehouses" because they are unregulated 
and don't disclose their holdings. 

They operate outside the London Metal Exchange system of warehouses, the traditional home for these 
metals. 

As of October, a record seven million to 1 0 million tons of aluminum were being housed in these facilities, 
in countries as far apart as Malaysia and the Netherlands, according to estimates from several analysts. 

The amount dwarfs the 5.5 million tons of aluminum in the LME-licensed warehouses, based on LME 
figures as of Tuesday. Just 12 months ago, the figures were about equal. 

A similar shift is taking place with other industrial metals, analysts say. 

As a result, producers and consumers are bracing for potentially wild swings in metals prices as market 
participants have difficulty accurately gauging supplies of these metals. With no clear insight into how 
much metal is in the shadow system, setting prices will become increasingly difficult, they say. 

Analysts and traders say the flow of metal into shadow warehouses already is making prices move in 
unpredictable ways — such as when a large amount of unaccounted-for metal suddenly makes its way 
onto the market. 

"It's a real concern for anyone in the industry that metal can be sucked away into a nonreporting location 
with no expectation or date as to when it's going to be available again," said Nick Madden, senior vice 
president and chief supply-chain officer with Atlanta-based Novelis Inc., an aluminum-products maker that 
is among the world's biggest buyers of the metal. 

"The risk here is that the metal gets controlled by fewer and fewer hands, whose interests and business 
model is probably conflicting with that of end users," he said. 

Industrial metals end up in all sorts of everyday goods — ^from aluminum soda cans to copper wires inside 
refrigerators to zinc-plated steel in roofs. T urbulent raw-materials prices can make it more expensive to 
produce such goods when prices spike or limit output from mines and smelters when prices drop below 
their cost of production. 

The lack of transparency is making this shadow system increasingly attractive to institutions seeking to 
profit from information that other buyers and sellers don't have. Some companies also are seeking a 
cheaper alternative to the LME warehouses, which can be 10 times as expensive as the unregulated 
storage, analysts and traders say. 

However, metal owners can face higher interest rates from banks if they wish to use metal stored in 
shadow warehouses as collateral for loans, because banks see the LME system as less risky, analysts 
say. 

Five companies operate 75% of the LME's 778 licensed warehouses. Ail own shadow facilities as well, 
people familiar with the companies said. 

In some instances, a single firm runs licensed and unlicensed warehouses in the same building, with the 
metal counted by the LME separated from hidden stockpiles by a chain-link fence, said David Wilson, a 
commodities analyst with Citigroup . 

Until 2010, most warehouses were owned by logistics firms like Netherlands-based C. Steinweg Group. 
But as metal-financing trades became more popular, C. Steinweg was joined by units of Goldman Sachs 
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Group Inc. and J.P. Morgan Chase & Co. as well as commodity traders Glencore Xstrata PLC of the U.K. 
and Switzerland and Trafigura Beheer BV of the Netherlands. 

All five companies declined to comment. 

Metal consumers like Novelis say that prices could increase sharply if warehouse owners buy up large 
amounts of metal, creating a shortage. 

Alcoa Inc., the largest U.S. aluminum maker, has the opposite worry. The company fears aluminum prices 
are vulnerable to a shock if a large amount of metal suddenly gets moved from shadow warehouses back 
to the LME's facilities, said Tim Reyes, president of materials management at Alcoa. 

"If one day, 2 million tons of aluminum show up and it just went from one pocket to another pocket, it has 
an impact on price that it shouldn't, and that's a concern for us," Mr. Reyes said. 

Such volatility makes it harder to make production plans, he said. 

Many metal buyers and producers say they are worried that new rules approved by the LME in November 
will speed up the flow of metal into shadow warehouses. 

Starting April 1 , LME warehouses with wait times exceeding 50 days must deliver out more metal than 
they take in. The delays help boost income from rent and increase the fees paid for faster service, so 
warehouse owners are expected to increase LME rent charges to offset any reduction in profits. 

The rules strike at a trade that has grown sharply since 2010, where investors buy the cheap physical 
metal and sell a futures contract on the LME at a higher price. 

Meantime, the metal sits in an LME-licensed warehouse until the futures contract expires. Higher 
warehouse costs make this trade less profitable. 

If applied today, the rules would flush aluminum out of LME-licensed warehouses holding 3.5 million tons 
of the metal, equal to 7% of annual global demand. 

Warehouses holding copper and zinc also would be required to speed up the release of their stockpiles. 

In a Nov. 7 report, the exchange said one potential negative side effect of the new regulations is that 
more metal could end up in shadow warehouses. 

The LME in a statement said it has a duty to run a fair and orderly market and that the warehouse 
bottlenecks posed a range of issues in terms of price discovery. 

The rule changes were made following a consultation process that included an examination of all 
concerns raised about the possible unintended consequences of any changes, it said. 

'We believe that the package of measures contained in the proposal is, on balance, the best solution for 
all market users," the exchange said. 


The Vampire Squid Strikes Again: The Mega Banks' Most Devious Scam Yet 
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Banks are no longer Just financing heavy industry. They are actuaiiy buying it up and inventing 
bigger, boider and scarier scams than ever 
Rolling Stone Magazine 
February 12, 2014 


Aluminium vrarehousing - the price of queues 

BBC Radio 
November 8, 2013 

The London Metals Exchange has announced new rules to cut unprecedented year-long queues at 
aluminium warehouses. That may sound esoteric, but those hold-ups affect the price of a metal used in 
everything from drinks cans to window frames to car chassis. We speak to one of those losing his 
patience, Nick Madden of the aluminium rolling firm Novelis, who says that the warehouse owners - who 
include investment banks Goldman Sachs and JP Morgan - are profiting from the delays by charging 
extra rents. We also speak to Garry Jones, the boss of the London Metals Exchange about what the new 
rules, unveiled on Thursday, will achieve. 


Goldman Sachs Tinkering With Aluminum Prices? 


Fox Business News 
July 23, 2013 

Novelis Senior V.P. Nick Madden on allegations Goldman Sachs is manipulating aluminum prices. 


A Shuffle of Aluminum, but to Banks, Pure Gold 
By DAVID KOCIENIEWSKI 
The New York Times 
July 20, 2013 

MOUNT CLEMENS, Mich. — Hundreds of millions of times a day, thirsty Americans open a can of soda, 
beer or juice. And every time they do it, they pay a fraction of a penny more because of a shrewd 
maneuver by Goldman Sachs and other financial players that uHimately costs consumers billions of 
dollars. 

The story of how this works begins in 27 industrial warehouses in the Detroit area where a Goldman 
subsidiary stores customers' aluminum. Each day, a fleet of trucks shuffles 1 ,500-pound bars of the metal 
among the warehouses. Two or three times a day, sometimes more, the drivers make the same circuits. 
They load in one warehouse. They unload in another. And then they do it again. 

This industrial dance has been choreographed by Goldman to exploit pricing regulations set up by an 
overseas commodities exchange, an investigation by The New York Times has found. The back-and-forth 
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lengthens the storage time. And that adds many millions a year to the coffers of Goldman, which owns 
the warehouses and charges rent to store the metal. It also increases prices paid by manufacturers and 
consumers across the country. 

Tyler Clay, a forklift driver who worked at the Goldman warehouses until early this year, called the 
process ”a merry-go-round of metal.’ 

Only a tenth of a cent or so of an aluminum can’s purchase price can be traced back to the strategy. But 
multiply that amount by the 90 billion aluminum cans consumed in the United States each year — and 
add the tons of aluminum used in things like cars, electronics and house siding — and the efforts by 
Goldman and other financial players has cost American consumers more than $5 billion over the last 
three years, say former industry executives, analysts and consultants. 

The inflated aluminum pricing is just one way that Wall Street is flexing its financial muscle and 
capitalizing on loosened federal regulations to sway a variety of commodities markets, according to 
financial records, regulatory documents and interviews with people involved in the activities. 

The maneuvering in markets for oil, wheat, cotton, coffee and more have brought billions in profits to 
investment banks like Goldman, JPMorgan Chase and Morgan Stanley, while forcing consumers to pay 
more every time they fill up a gas tank, flick on a light switch, open a beer or buy a cellphone. In the last 
year, federal authorities have accused three banks, including JPMorgan, of rigging electricity prices, and 
last week JPMorgan was trying to reach a settlement that could cost it $500 million. 

Using special exemptions granted by the Federal Reserve Bank and relaxed regulations approved by 
Congress, the banks have bought huge swaths of infrastructure used to store commodities and deliver 
them to consumers — from pipelines and refineries in Oklahoma, Louisiana and Texas; to fleets of more 
than too double-hulled oil tankers at sea around the globe; to companies that control operations at major 
ports like Oakland, Calif., and Seattle. 

In the case of aluminum, Goldman bought Metro International Trade Services, one of the country's 
biggest storers of the metal. More than a quarter of the supply of aluminum available on the market is 
kept in the company’s Detroit-area warehouses. 

Before Goldman bought Metro International three years ago, warehouse customers used to wait an 
average of six weeks for their purchases to be located, retrieved by forklift and delivered to factories. But 
now that Goldman owns the company, the wait has grown more than tenfold — to more than 16 months, 
according to industry records. 
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Longer waits might be written off as an aggravation, but they also make aluminum more expensive nearly 
everywhere in the country because of the arcane formula used to determine the cost of the metal on the 
spot market. The delays are so acute that Coca-Cola and many other manufacturers avoid buying 
aluminum stored here. Nonetheless, they still pay the higher price. 

Goldman Sachs says it complies with all industry standards, which are set by the London Metal Exchange, 
and there is no suggestion that these activities violate any laws or regulations. Metro International, which 
declined to comment for this article, in the past has attributed the delays to logistical problems, including a 
shortage of trucks and forklift drivers, and the administrative complications of tracking so much metal. But 
interviews with several current and former Metro employees, as well as someone with direct knowledge of 
the company’s business plan, suggest the longer waiting times are part of the company’s strategy and 
help Goldman increase its profits from the warehouses. 

Metro International holds nearly 1.5 million tons of aluminum in its Detroit facilities, but industry rules 
require that all that metal cannot simply sit in a warehouse forever. At least 3,000 tons of that metal must 
be moved out each day. But nearly all of the metal that Metro moves is not delivered to customers, 
according to the interviews. Instead, it is shuttled from one warehouse to another. 

Because Metro International charges rent each day for the stored metal, the long queues caused by 
shifting aluminum among its facilities means larger profits for Goldman. And because storage cost is a 
major component of the “premium" added to the price of all aluminum sold on the spot market, the delays 
mean higher prices for nearly everyone, even though most of the metal never passes through one of 
Goldman’s warehouses. 

Aluminum industry analysts say that the lengthy delays at Metro International since Goldman took over 
are a major reason the premium on all aluminum sold in the spot market has doubled since 201 0. The 
result is an additional cost of about $2 for the 35 pounds of aluminum used to manufacture 1 ,000 
beverage cans, investment analysts say, and about $12 for the 200 pounds of aluminum in the average 
American-made car. 

“It's a totally artificial cost,” said one of them, Jorge Vazquez, managing director at Harbor Aluminum 
Intelligence, a commodities consulting firm. “It’s a drag on the economy. Everyone pays for it.” 

Metro officials have said they are simply reacting to market forces, and on the company Web site 
describe their role as "bringing together metal producers, traders and end users,” and helping the 
exchange “create and maintain stability.” 
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But the London Metal Exchange, which oversees 719 warehouses around the globe, has not always been 
an impartial arbiter — it receives 1 percent of the rent collected by its warehouses worldwide. Until last 
year, it was owned by members, including Goldman, Barclays and Citigroup. Many of its regulations were 
drawn up by the exchange’s warehouse committee, which is made up of executives of various banks, 
trading companies and storage companies — including the president of Goldman’s Metro International — 
as well as representatives of powerful trading firms in Europe. The exchange was sold last year to a 
group of Hong Kong investors and this month it proposed regulations that would take effect in April 2014 
intended to reduce the bottlenecks at Metro. 

All of this could come to an end if the Federal Reserve Board declines to extend the exemptions that 
allowed Goldman and Morgan Stanley to make major investments in nonfinancial businesses — although 
there are indications in Washington that the Fed will let the arrangement stand. Wall Street banks, 
meanwhile, have focused their attention on another commodity. After a sustained lobbying effort, the 
Securities and Exchange Commission late last year approved a plan that will allow JPMorgan Chase, 
Goldman and BlackRock to buy up to 80 percent of the copper available on the market. 

In filings with the S.E.C., Goldman has said it plans by early next year to store copper in the same Detroit- 
area warehouses where it now stockpiles aluminum. On Saturday, however, Michael DuVally, a Goldman 
spokesman, said the company had decided not to participate in the copper venture, though it had not 
disclosed that publicly. He declined to elaborate. 

Banks as Traders 

For much of the last century. Congress tried to keep a wall between banking and commerce. Banks were 
forbidden from owning nonfinancial businesses (and vice versa) to minimize the risks they take and, 
ultimately, to protect depositors. Congress strengthened those regulations in the 1950s, but by the 1980s, 
a wave of deregulation began to build and banks have in some cases been transformed into merchants, 
according to Saule T. Omarova, a law professor at the University of North Carolina and expert in 
regulation of financial institutions. Goldman and other firms won regulatory approval to buy companies 
that traded in oil and other commodities. Other restrictions were weakened or eliminated during the 1990s, 
when some banks were allowed to expand into storing and transporting commodifies. 

Over the past decade, a handful of bank holding companies have sought and received approval from the 
Federal Reserve to buy physical commodity trading assets. 

According to public documents in an application filed by JPMorgan Chase, the Fed said such 
arrangements would be approved only if they posed no risk to the banking system and could “reasonably 
be expected to produce benefits to the public, such as greater convenience, increased competition, or 
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gains in efficiency, that outweigh possible adverse effects, such as undue concentration of resources, 
decreased or unfair competition, conflicts of interests, or unsound banking practices.” 

By controlling warehouses, pipelines and ports, banks gain valuable market intelligence, investment 
analysts say. That, in turn, can give them an edge when trading commodities. In the stock market, such 
an arrangement might be seen as a conflict of interest — or even insider trading. But in the commodities 
market, it is perfectly legal. 

“Information is worth money in the trading world and in commodities, the only way you get it is by being in 
the physical market," said Jason Schenker, president and chief economist at Prestige Economics in 
Austin, Tex. “So financial institutions that engage in commodities trading have a huge advantage because 
their ownership of physical assets gives them insight in physical flows of commodities." 

Some investors and analysts say that the banks have helped consumers by spurring investment and 
making markets more efficient. But even banks have, at times, acknowledged that Wall Street’s activities 
in the commodities market during the last decade have contributed to some price increases. 

In 2011, for instance, an internal Goldman memo suggested that speculation by investors accounted for 
about a third of the price of a barrel of oil. A commissioner at the Commodity Futures T rading 
Commission, the federal regulator, subsequently used that estimate to calculate that speculation added 
about $1 0 per fill-up for the average American driver. Other experts have put the total, combined cost at 
$200 billion a year. 

High Premiums 

The entrance to one of Metro International’s main aluminum warehouses here in suburban Detroit is 
unmarked except for one toppling sign that displays two words: Mount Clemens, the town's name. 

Most days, there are just a handful of cars in the parking lot during the day shift, and by 5 p.m., both the 
partting lot and guard station often appear empty, neighbors say. Yet inside the two cavernous blue 
warehouses are rows and rows of huge metal bars, weighing more than half a ton each, stacked 15 feet 
high. 

After Goldman bought the company in 2010, Metro International began to attract a stockpile. It actually 
began paying a hefty incentive to traders who stored their aluminum in the warehouses. As the hoard of 
aluminum grew — from 50,000 tons in 2008 to 850,000 in 2010 to nearly 1.5 million currently — so did 
the wait times to retrieve metal and the premium added to the base price. By the summer of 201 1 , the 
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price spikes prompted Coca-Cola to complain to the industry overseer, the London Metal Exchange, that 
Metro’s delays virere to blame. 

Martin Abbott, the head of the exchange, said at the time that he did not believe that the warehouse 
delays were causing the problem. But the group tried to quiet the furor by imposing new regulations that 
doubled the amount of metal that the warehouses are required to ship each day — from 1 ,500 tons to 
3,000 tons. But few metal traders or manufacturers believed that the move would settle the issue. 

"The move is too little and too late to have a material effect in the near-term on an already very tight 
physical market, particularly in the U.S.,' Morgan Stanley analysts said in a note to investors that summer. 

Still, the wait times at Metro have grown, causing the premium to rise further. Current and former 
employees at Metro say those delays are by design. 

Industry analysts and company insiders say that the vast majority of the aluminum being moved around 
Metro’s warehouses is owned not by manufacturers or wholesalers, but by banks, hedge funds and 
traders. They buy caches of aluminum in financing deals. Once those deals end and their metal makes it 
through the queue, the owners can choose to renew them, a process known as rewarranting. 

To encourage aluminum speculators to renew their leases, Metro offers some clients incentives of up to 
$230 a ton, and usually moves their metal from one warehouse to another, according to industry analysts 
and current and former company employees. 

To metal owners, the incentives mean cash upfront and the chance to make more profit if the premiums 
increase. To Metro, it keeps the delays long, allowing the company to continue charging a daily rent of 48 
cents a ton, Goldman bought the company for $550 million in 2010 and at current rates could collect 
about a quarter-billion dollars a year in rent, 

Metro offpcials declined to discuss specifics about its lease renewals or incentive policies. 

But metal analysts, like Mr. Vazquez at Harbor Aluminum Intelligence, estimate that 90 percent or more of 
the metal moved at Metro each day goes to another warehouse to play the same game. That figure was 
confirmed by current and former employees familiar with Metro’s books, who spoke on condition of 
anonymity because of company policy. 

Goldman Sachs declined to discuss details of its operations. Mr. DuVally, the Goldman spokesman, 
pointed out that the London Metal Exchange prohibits warehouse companies from owning metal, so all of 
the aluminum being loaded and unloaded by Metro was being stored and shipped for other owners. 
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“In fact,” he said, “L.M.E. warehouses are actually prohibited from trading all L.M.E. products." 

As the delays have grown, many manufacturers have turned elsewhere to buy their aluminum, often 
buying it directly from mining or refining companies and bypassing the warehouses completely. Even then, 
though, the warehouse delays add to manufacturers’ costs, because they increase the premium that is 
added to the price of all aluminum sold on the open market. 

The Warehouse Dance 

On the warehouse floor, the arrangement makes for a peculiar workday, employees say. 

Despite the persistent backlogs, many Metro warehouses operate only one shift and usually sit idle 12 or 
more hours a day. In a town like Detroit, where factories routinely operate round the clock when 
necessary, warehouse workers say that low-key pace is uncommon. 

When they do work, forklift drivers say, there is much more urgency moving aluminum into, and among, 
the warehouses than shipping it out. Mr. Clay, the forklift driver, who worked at the Mount Clemens 
warehouse until February, said that while aluminum was delivered in huge loads by rail car, it left in a 
relative trickle by truck. 

“They’d keep loading up the warehouses and every now and then, when one was totally full they’d shut it 
down and send the drivers over here to try and fill another one up," said Mr, Clay, 23. 

Because much of the aluminum is simply moved from one Metro facility to another, warehouse workers 
said they routinely saw the same truck drivers making three or more round trips each day. Anthony Stuart, 
a forklift team leader at the Mount Clemens warehouse until 2012, said he and his nephew — who 
worked at a Metro warehouse about six miles away in Chesterfield Township — occasionally asked 
drivers to pass messages back and forth between them. 

“Sometimes I’d talk to my nephew on the weekend, and we’d joke about it," Mr. Stuart said. 'Td ask him 
‘Did you get all that metal we sent you?’ And he’d tell; me ‘Yep. Did you get all that stuff we sent you?’ " 

Mr. Stuart said he also scoffed at Metro’s contention that a major cause for the monthslong delays is the 
difficulty in locating each customer’s store of metal and moving the other huge bars of aluminum to get at 
it. When he arrived at work each day, Mr. Stuart’s job was to locate and retrieve specific batches of 
aluminum from the vast stores in the warehouse and set them out to be loaded onto trucks. 

“It’s all in rows,” he said. “You can find and get anything in a day if you want. And if you’re in a hurry, a 
couple of hours at the very most." 
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When the London Metal Exchange was sold to a Hong Kong company for $2.2 billion last year, its chief 
executive promised to take "a bazooka” to the problem of long wait times. 

But the new owner of the exchange has balked at adopting a remedy raised by a consultant hired to study 
the problem in 201 0: limit the rent warehouses can collect during the backlogs. The exchange receives 1 
percent of the rent collected by the warehouses, so such a step would cost it millions in revenue. 

Other aluminum users have pressed the exchange to prohibit warehouses from providing incentives to 
those that are simply stockpiling the metal, but the exchange has not done so. 

Last month, however, after complaints by a consortium of beer brewers, the exchange proposed new 
rules that would require warehouses to ship more metal than they take in. But some financial firms have 
raised objections to those new regulations, which they contend may hurt traders and aluminum producers. 
The exchange board will vote on the proposal in October and, if approved, it would not take effect until 
April 2014. 

Nick Madden, chief procurement officer for one of the nation’s largest aluminum purchasers, Novelis, said 
the situation illustrated the perils of allowing industries to regulate themselves. Mr. Madden said that the 
exchange had for years tolerated delays and high premiums, so its new proposals, while encouraging, 
were still a long way from solving the problem. “We’re relieved that the L.M.E. is finally taking an action 
that ultimately will help the market and normalize,” he said. ‘However, we’re going to take another year of 
inflated premiums and supply chain risk.” 

In the meantime, the Federal Reserve, which regulates Goldman Sachs, Morgan Stanley and other banks, 
is reviewing the exemptions that have let banks make major investments in commodities. Some of those 
exemptions are set to expire, but the Fed appears to have no plans to require the banks to sell their 
storage facilities and other commodity infrastructure assets, according to people briefed on the issue. 

A Fed spokeswoman, Barbara Hagenbaugh, provided the following statement: “The Federal Reserve 
regularly monitors the commodity activities of supervised firms and is reviewing the 2003 determination 
that certain commodity activities are complementary to financial activities and thus permissible for bank 
holding companies.” 

Senator Sherrod Brown, who is sponsoring Congressional hearings on Tuesday on Wall Street’s 
ownership of warehouses, pipelines and other commodity-related assets, says he hopes the Fed reins in 
the banks. 
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"Banks should be banks, not oil companies,” said Mr. Brown, Democrat of Ohio. "They should make loans, 
not manipulate the markets to drive up prices for manufacturers and expose our entire financial system to 
undue risk." 

Next Up: Copper 

As Goldman has benefited from its wildly lucrative foray into the aluminum market, JPMorgan has been 
moving ahead with plans to establish its own profit center involving an even more crucial metal: copper, 
an industrial commodity that is so widely used in homes, electronics, cars and other products that many 
economists track it as a barometer for the global economy. 

In 2010, JPMorgan quietly embarked on a huge buying spree in the copper market. Within weeks — by 
the time it had been identified as the mystery buyer — the bank had amassed $1.5 billion in copper, more 
than half of the available amount held in ail of the warehouses on the exchange. Copper prices spiked in 
response. 

At the same time, JPMorgan, which also controls metal warehouses, began seeking approval of a plan 
that would ultimately allow it, Goldman Sachs and BlackRock, a large money management firm, to buy 80 
percent of the copper available on the market on behalf of investors and hold it in warehouses. The firms 
have told regulators that these stockpiles, which would be used to back new copper exchange-traded 
funds, would not affect copper prices. But manufacturers and copper wholesalers warned that the 
arrangement would squeeze the market and send prices soaring. They asked the S.E.C. to reject the 
proposal. 

After an intensive lobbying campaign by the banks, Mary L. Schapiro, the S.E.C.'s chairwoman, approved 
the new copper funds last December, during her final days in office. S.E.C. officials said they believed the 
funds would track the price of copper, not propel it. and concurred with the firms’ contention — disputed 
by some economists — that reducing the amount of copper on the market would not drive up prices. 

Others now fear that Wall Street banks will repeat or revise the tactics that have run up prices in the 
aluminum market. Such an outcome, they caution, would ripple through the economy. Consumers would 
end up paying more for goods as varied as home plumbing equipment, autos, cellphones and flat-screen 
televisions. 

Robert Bernstein, a lawyer at Eaton & Van Winkle, who represents companies that use copper, said that 
his clients were fearful of "an investor-financed squeeze" of the copper market. "We think the S.E.C. 
missed the evidence," he said. 
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Goldman's new money machine: warehouses 

Reuters 

July 29, 2011 

By Pratima Desai, Clare Baldwin, Susan Thomas and Melanie Burton 

LONDON/DETROIT (Reuters) - In a rundown patch of Detroit, enclosed by a cyclone fence and barbed 
wire, stands an unremarkable warehouse that investment bank Goldman Sachs has transformed into a 
money-making machine. 

The derelict neighborhood off Michigan Avenue is a sharp contrast to Goldman's bustling skyscraper 
headquarters near Wall Street, but the two operations share one important element: management by the 
bank's savvy financial professionals. 

A string of warehouses in Detroit, most of them operated by Goldman, has stockpiled more than a million 
tonnes of the industrial metal aluminum, about a quarter of global reported inventories. 

Simply storing all that metal generates tens of millions of dollars in rental revenues for Goldman every 
year. 

There's just one problem: much less aluminum is leaving the depots than arriving, creating a supply pinch 
for manufacturers of everything from soft drink cans to aircraft. 

The resulting spike in prices has sparked a clash between companies forced to pay more for their 
aluminum and wait months for it to be delivered, Goldman, which is keen to keep its cash machines 
humming and the London Metal Exchange (LME), the world's benchmark industrial metals market, which 
critics accuse of lax oversight. 

Analysts question why London’s metals market allows big financial players like Goldman to own the 
warehouses which store huge quantities of metal even as they trade the commodity. Robin Bhar, a 
veteran metals analyst at Credit Agricole in London says the conflict of interest is so acute he wants U.S. 
and European anti-trust regulators to weigh in. 

"I think it makes a mockery of the market. It's a shame," Bhar said. "This is an anti-competitive situation. It 
puts (some) companies at an advantage, and clearly the rest of the market at a disadvantage. It's a real, 
genuine concern. And I think the regulators have to look at it." 

Goldman said its warehouse subsidiary Metro International Trade Services has done nothing illegal, and 
abides by the LME's warehousing rules. "Producers have chosen to store metal in Detroit with Metro," a 
Goldman spokeswoman said. "We follow the LME requirements in terms of storing and releasing metals 
from our warehouses." 

The London Metal Exchange defends its rules. "There is a perception that consumers have not been able 
to get to their metal when the reality is that it is big banks, financing companies and warehouses that are 
not able to get to their huge tonnages of metal fast enough," said LME business development manager 
Chris Evans. 

BUSINESS MODEL 

Goldman's warehouse business relies on a lucrative opportunity enabled by the LME regulations. Those 
rules allow warehouses to release only a fraction of their inventories per day, much less than the metal 
that is regularly taken in for storage. 
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In the year to June 30 Metro warehouses in Detroit took in 364,175 tonnes of aluminum and delivered out 
171,350 tonnes. That represented 42 percent of inventory arrivals globally and 26 percent of the metal 
delivered out, according to the London Metal Exchange said. 

The metal that sits in the warehouse generates lucrative rental income. 

Little wonder that so many want in. Metro was acquired by Goldman in February 2010, while commodities 
trading firm Trafigura nabbed UK-based NEMS in March 2010, and Swiss-based group Glencore 
International acquired the metals warehousing unit of Italy's Pacorini last September. 

Henry Bath, a warehousing firm and founding member of the London Metal Exchange in 1877, has been 
owned for about 40 years by traders or banks including Metallgesellschaft in the 1980s and failed U.S. 
energy trader Enron at the turn of the century. It now comes under the umbrella of JP Morgan, which 
bought the metals trading business of RBS Sempra Commodities in July last year. 

Despite its rental income, Goldman's warehouse strategy apparently hasn't been enough to snap a 
slumping performance in commodity trading, with the company reporting a "significant" drop in revenues 
from a year ago in its latest quarter, the sixth time in the past 1 0 quarters that it has failed to expand. 

CONSUMERS FUME 

The long delays in metal delivery have buyers fuming. Some consumers are waiting up to a year to 
receive the aluminum they need and that has resulted in the perverse situation of higher prices at a time 
when the world is awash in the metal. 

"It's driving up costs for the consumers in North America and it's not being driven up because there is a 
true shortage in the market. It's because of an issue of accessing metal ... in Detroit warehouses," said 
Nick Madden, chief procurement officer for Atlanta-based Novelis, which is owned by India's Hindalco 
Industries Ltd and is the world's biggest maker of rolled aluminum products. Novelis buys aluminum 
directly from producers but is still hit by the higher prices. 

Madden estimates that the U.S. benchmark physical aluminum price is $20 to $40 a tonne higher 
because of the backlog at the Detroit warehouses. The physical price is currently around $2,800 per 
tonne. That premium is forcing U.S. businesses to fork out millions of dollars more for the 6 million tonnes 
of aluminum they use annually. 

It has also had a knock-on impact on the global market, which is forecast to consume about 45 million 
tonnes of the lightweight, durable metal this year. 

Also pushing aluminum costs higher are bank financing deals, which are estimated to have locked up 
about 70 percent of the 4.4 million tonnes of the metal sitting in LME-registered warehouses around the 
world. ME inventories hit an all-time record above 4.7 million tonnes in May. 

In a typical deal, a bank buys aluminum from a producer, agrees to sell it at some future point at a profit, 
and strikes a warehouse deal to store it cheaply for an extended time period. 

The combination of the financing deals and the metal trapped in Detroit depots, means only a fraction of 
the inventories are available to the market. Premiums for physical aluminum - the amount paid above the 
LME's cash contract currently trading at $2,620 a tonne - in the U.S. Midwest hit a record high of $210 a 
tonne in May, up about 50 percent from late last year. In Europe, the premium is at records above $200 a 
tonne, double the levels seen in January 2010. 
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The ripple effect into Asia has seen the premium paid in Japan increase 6 percent to $120 a tonne in the 
third quarter from the previous quarter, the first rise In nearly six quarters. 

COLLECTING THE RENT 

You won't hear banks like Goldman complaining. Rental income continues to pour in at the 19 Detroit 
area warehouses run by Metro as of June. 

From the outside one recent afternoon, a depot in the Detroit suburb of Mt Clemens appeared to be 
deserted. But neighbors say the place is a whirl of activity in the early hours of the morning when metal is 
usually delivered for storage. 

The LME says the current maximum rent, set by warehouse operators, is 41 U.S. cents per day per tonne. 
At that rate, Goldman's warehouse operation in Detroit — said to be holding more than 1.1 million tonnes - 
- could be generating as much as $451 ,000 per day or about $165 million a year in revenue. 

An exact figure cannot be calculated because many clients negotiate lower rental rates and Goldman 
declined to detail its income from its warehouse business. But when Swiss-based trading company 
Glencore listed earlier this year it revealed that Its metals warehousing unit generated $31 million in profit 
on $220 million in gross revenue in 2010. 

LONG HISTORY Caught between consumers and warehouse operators is the 134-year old LME, one of 
the world's last exchanges with open-outcry trading. Sessions take place in a trading ring with red padded 
seats while visitors can watch from a gallery. Traders juggle multiple telephones and use archaic hand 
signals to fill orders from consumers, producers and hedge funds. 

The ring is a perhaps more civilized version of the tumultuous trading pits made famous in Chicago. Each 
of six major industrial metals including copper and nickel are traded for five minute bursts in the morning 
and afternoon. Only 12 firms have access to the ring, arranged in fixed positions in a circle, with many 
others involved via the ring dealers and on the LME's electronic trading system. 

Longer sessions in the late morning and afternoon allow trading of all metals simultaneously and are 
known as "the kerb" from the days when dealers continued to trade on the kerb, or sidewalk, after leaving 
the exchange. 

The LME certifies and regulates the Detroit sheds as pari of a global network of more than 640 
warehouses. The network is meant to even out swings in volatile metals markets. During recessions, 
surplus metal can be stored until economies recover and demand picks up. when the metal can be 
released. 

But that function is now being undermined by the backlog in Detroit. 

LME rules stipulate that warehouses must deliver a certain amount of metal each day. However the rules 
apply not to each warehouse but to each city that a company has warehouses in. At the moment, a 
warehouse operator needs to deliver just 1 ,500 tonnes a day per city, whether it owns one warehouse 
there or dozens. That means each of Metro’s Detroit warehouses need to release only 79 tonnes of 
aluminum a day. At that rate, it would take two years to clear the stocks held by Goldman's Detroit 
warehouses. 

The backlog sparked outrage last year, prompting the LME to task London-based consultancy Europe 
Economics to look into its rules. Europe Economics recommended the exchange raise its minimum 
delivery rates and earlier this month the exchange announced a new regime for operators with stocks of 
over 900,000 tonnes in one city. 
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From April 2012 the minimum delivery rate will double to 3,000 tonnes a day. 

Critics dismiss the move as too small to have any real effect, especially because of the delay until it 
comes in. 

'The move is too little and too late to have a material effect in the near-term on an already very tight 
physical mariret, particularly in the U.S.," Morgan Stanley analysts said in a July note. 

A senior executive at a metals brokerage told Reuters "the recommendations won't change anything. The 
problem will still be there six. nine months down the line," "If Detroit has 1.1 million tonnes at the moment, 
what's to say it won't have 2 million tonnes next year," he said. 

MOVING MORE METAL 

One obvious solution would be to impose minimum delivery requirements per warehouse or per square 
meter of warehouse space rather than per city. It's not as if the warehouses cant cope with delivering 
more stock: large operations can shift much more than 3,000 tonnes a day, warehousing sources say. An 
experienced forklift driver takes about 20 minutes to load one 20-tonne truck with aluminum in the United 
States. That means one warehouse in Detroit with two doors, two forklifts and an eight-hour working day 
could move out as much as 1 ,920 tonnes of metal every day. 

"If you take Detroit in particular, those warehouses historically extracted metal at a faster rate ... the 
infrastructure is there," a senior analyst in the metals industry told Reuters. 

Madden at Novelis said: "I don't know the specific details of every warehouse but our view is that they 
seem to be able to absorb metal coming in at almost an infinite rate and so we feel there's a lot more they 
can do on the output side to push up the (load out) rates." 

The LME could also crack down in the same way it did in 1998 when it banned Metro from taking any 
more copper into its Long Beach and Los Angeles warehouses. Then the complaints were said to have 
come from copper consumers worried that 80 percent of total copper stocks in LME-approved 
warehouses were held in California. The exchange argues that any change right now might disrupt the 
market. 

"Changes to the delivery out rate have required careful consideration because it will impact the cost 
structure tor those holding metal, and were those costs to rise sharply it could affect the way that metal is 
stored and traded," said the LME's Evans. 

The exchange could also rule that a warehouse cannot charge rent once aluminum has been purchased, 
no matter how long it takes to ship it. But a change like that would hit the LME itself as it receives about 1 
percent of the rental income earned by the warehouses it approves. 

LEGAL FEARS 

Nobody at the LME will say whether the Europe Economics study ~ industry sources said it talked to 
more than 40 companies - advised more radical measures, arguing that such information is "proprietary." 
In any case, say metal markets sources, LME officials may be hesitant to make bigger changes because 
they fear legal action from the likes of Goldman, which could argue that Metro's business model has been 
based on existing LME warehouse rules. 

The LME declined to comment on possible legal challenges, but its Chief Executive Martin Abbott said at 
a recent briefing that the warehouse delays were not causing market and price distortions. 
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"No, I don't believe it is," Abbott said, when asked if the situation was causing distortions in the market. 
Abbott said the exchange had received no official complaints from consumers about bottlenecks at 
warehouses. The LME also dismisses concerns about banks trading metal and owning the warehouses 
where it is stored. 

While a British parliamentary committee raised the issue in May, Britain's Office of Fair Trading declined 
to open a probe. The U.S. Commodity Futures Trading Commission, which regulates the futures and 
options markets, said it would not comment. Britain's Financial Services Authority, which regulates 
exchanges where commodity futures are traded but not warehouses that store physical material, declined 
to comment. 

WHAT NEXT? 

The lack of real change has some in the industry questioning the very structure of the LME, which, unlike 
its publicly owned U.S.-based rival commodities exchanges, is owned by many of the financial institutions 
that trade there. 

"The belief is that they are focused on serving their shareholders; most of them being the banks ... We 
see our clients and contacts trying to avoid the LME as much as possible now," said Jorge Vazquez, 
Managing Director of the Aluminum Intelligence Unit at HARBOR Commodity Research. 

That concern is growing. Critics of the exchange point to a potential problem with zinc supply though New 
Orleans, where inventories now account for 61 percent of total LME-registered stocks. Most of the 
warehouses in New Orleans are owned by Goldman and Glencore. 

Metal industry sources believe regulators should take a closer look at the possible conflict of interest that 
arises when trading houses also own the warehouses. 

"If the whole thrust of regulation and regulatory reform is increased transparency and open and above 
board operations, letting banks own warehouses seems to run entirely counter to that," said Frances 
Hudson, global thematic strategist at Standard Life Investments said. 

The LME says it enforces a strong separation between warehouses and the trading arms of their owners. 
Just this week It proposed that companies which own warehouses should engage an Independent third- 
party to verify the robustness of Chinese walls. 

'We enforce it through regular audits of warehouses," said the LME's Evans. "If people say Chinese walls 
are leaking then they should bring us evidence and we'll investigate." 
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APPENDIX 9 


From Executive Director: Regulation and Compliance 


To: ALL MEMBERS. WAREHOUSE COMPANIES AND THEIR 

LONDON AGENTS 

Ref: 98/362, A:350, R:020, W:071 

Date: 1 3 October 1 998 

Subject: RULE ADDITION - RELATIONSHIP BETWEEN MEMBERS 

AND WAREHOUSE COMPANIES: CONFIRMATION OF 
NOTICE 98/213, A:207, W:033 


Introduction 


Notice 98/213, A:207, W:033 set out proposals by the Board of Directors to 
introduce mles to require “Chinese walls" between a member of the Exchange 
and a related warehouse company. The proposed provisions were designed 
to prevent the misuse of confidential and price sensitive infonmation and to 
ensure that members and warehouse companies could compete with each 
other on equal terms. The proposals were subject to consultation. 

Consultation 


Of the responses to the consultation, all but one were supportive of the 
Board’s proposals. The one non-supportive respondent believed that 
members of the Exchange should not be allowed to own warehouses. Any 
rule which attempted to prevent members owning warehouses would, 
however, be in conflict with UK competition law and with the way potential 
conflicts of interest are addressed elsewhere in the UK’s financial regulatory 
structure. 

Several respondents suggested, in order to prevent warehouse abuses with 
any party, that the proposals should be widened to include all commercial 
agreements/relationships between members and warehouse companies 
which fall short of ownership. The Board’s attention has been drawn to 
various comments and reports alleging payment of exceptional inducements, 
demand for a variety of substanfial charges in addition to FOT charges and 
impediments to speedy physical re-delivery out of warehouses. The 
Exchange is looking into the^ matters and is reviewing, as a matter of 
urgency, its contractual arrangements with warehouse companies to ensure 
that LME approved warehouse companies and their placing metal on warrant 
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adhere to the spirit as weil as the letter of the LME rules. The Board will give 
consideration to making changes to warehousing rules where considered 
appropriate in the light of this review. The specific issues relating to common 
ownership of members and warehouse companies need to be addressed 
separately through the introduction of ‘Chinese walls" procedures. 

On the details of the Board’s proposals, amendments have been introduced in 
two areas in the light of the consultation. Under section 2 of the proposals - 
Definitions - it has been made clear that ‘confidential information’ includes 
any information which a warehouse company acquires through its 
warehousing activities in respect of specific LME brands, ahead of general 
publication by the LME. This clarification is incorporated by a new 2iv of the 
new rule addition set out below. Second, Ci of the proposals has been 
amplified to require that where the personnel of the related warehouse 
company and the member occupy the same premises, security access 
systems must be installed to prevent unauthorised access by the related 
company’s personnel. 

Rule Addition 


The Board of Directors has approved the rule changes and guidance as set 
out below. The new procedures come into effect immediately. 

1 Background 

The review by the Financial Services Authority (formerly the Securities and 
investments Board) of the LME and the metals markets raised aspects of the 
relationship between warehouse companies and members which are 
potentially open to anti-competitive and distorting behaviour. 

Concern centred around the independence of members and warehouse 
companies from one another, the flow of information between them and the 
existence of systemic advantages which could restrict the ability of both 
members and warehouse companies to compete with each other on equal 
terms. The main areas of concern are;- 

i the possibility that a member might gain access to price and/or 
commercially sensitive information from a warehouse company: 

ii the possibility that a member could pass commercially sensitive 
Information gained from having access to one warehouse 
company to another warehouse company; 

iii the ability of a member to advantage one warehouse company 
by offering warrants from a competing warehouse company to 
customers at a discount; and 

iv the effect of long term storage deals restricting the amount of 
LME stocks in circulation. 
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These issues are of most concern and give rise to serious potential conflicts 
of interest where a member and a warehouse company are both part of the 
same group. 

In the light of both UK competition law and the dependence, throughout the 
UK’s regulatory structure, on “Chinese walls" to handle conflicts of interest, it is 
not open to the LME to prevent the common or related ownership of LME 
members and warehouse companies. This Notice, therefore, proposes 
provisions and procedures to establish and enforce strict ‘Chinese walls’ 
between a member and a related warehouse company. These provisions are 
designed to prevent the misuse of confidential and price sensitive information. 

2 Definitions 

For the purposes of this Notice: 

“Confidential Information’ means, in respect of a warehouse company’s 
business, any of the following, ahead of general publication by the LME; 

i stock figures for LME deliverable metal; 

ii all information relating to proposed or actual shipments of LME 
deliverable metal to be made or received by that warehouse 
company (including, in respect of shipments to be made by that 
warehouse company, any information of a commercially 
sensitive nature given to that warehouse company by the 
shipper, his agent or the recipient of that shipment, such as the 
identity of the customer, customs information, etc); 

iii all infonnation related to the issuance, holding and cancellation 
of LME warrants by that warehouse company; and 

iv any other information in relation to specific LME brands which a 
warehouse company acquires through its warehousing activities. 

‘Related warehouse company” means a warehouse company which is a 
subsidiary or holding company of a member, or a subsidiary or holding 
company of one of a member’s subsidiaries or holding companies. The tenus 
“holding company" and ‘subsidiary’ have the meanings given to them in 
section 736 of the Ckimpanies Act 1985. 

3 Members’ and Warehouse Companies’ Obligations 

Under the terms of the Conditions and Obligatory Procedural Notes for 
warehouse companies, a warehouse company is prohibited from revealing 
Confidential Information to other entities. This prohibition is an important part 
of the Exchange’s rules and practices design^ to ensure the orderliness of 
its market. 

A member which encouraged or facilitated a warehouse company to breach 
these prohibitions would itself be in breach of its obligation to observe high 
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standards of integrity and fair dealing and high standards of market conduct 
under Regulation 9.6 of Part 2 of the LME's Rules and Regulations. 

Equally, a member which took advantage in its trading of Confidential 
Information would be in breach of Regulation 9.6. 

4 Members and Related Warehouse Companies 

The risk that Confidential Information may pass between a warehouse 
company and a member is increased if they are both companies in the same 
group. A member must not unfairly take advantage of its group relationship 
with a related warehouse company by utilising Confidential Information in a 
way which would jeopardise the proper functioning of the metals market, or 
breach any of the Financial Services Authority's Statements of Principle, ^h 
which all members must comply, along with the LME’s own Rules and 
Regulations. 

It is essential that personnel engaged in trading activities do not come into 
possession of any Confidential Information. The LME considers that 
members will only Ira able to satisfy this requirement if appropriate procedures 
exist within both the member and the relat^ warehouse company. Within the 
member itself, this will require that all personnel engaged in trading activities 
are made aware of the confidentiality procedures adopted by the related 
warehouse company to comply with the requirements set out in 5 below, and 
advised that if they inadvertently come into possession of any Confidentieil 
Information they must not trade on the basis of the information. Strict 
procedures as set out below must be put in place within the member itself to 
ensure these provisions are complied with. 

5 Procedures to be followed 

In order to ensure that Confidential Information is properly protected where a 
member has a related warehouse company, the Exchange will expect the 
member and the related warehouse company to put in place procedures 
which satisfy the following requirements: 

A “Need to Know” Principle 

Access to Confidential Information must be given only to those 
personnel whose responsibilities could not be carried out without such 
access. The LME expects related warehouse companies to organise 
their affairs in such a way that this number is kept to a minimum. This 
should be the case both for personnel within the related warehouse 
company and within the related member. Normally, for the related 
member, and even then only in exceptional circumstances, such 
information will be confined to common directors. 

B Physical Separation 
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i All Confidential information must be kept in a secure location to 
which only authorised personnel have access. Access to 
unauthorised personnel must be effectively restricted (i.e. by 
locked door, security card, signing in and out procedure etc.). 

ii All Confidential Information held within a computer system must 
be accessible only by authorised personnel and be protected by 
a password. Passwords should be changed at regular inten/als. 

C Separation of Personnel 

i Related warehouse company personnel should be physically 
separated from the personnel of the member. Where they 
occupy the same premises, security access systems must be 
instiled to prevent unauthorised access. 

ii It is obviously essential that personnel with access to 
Confidential Information do not also carry out any functions for 
the member, although the LME acknowledges that for strategic 
reasons it may be necessary for an employee of the member or 
related warehouse company to be a diredor of both that related 
warehouse company and a member. In these circumstances 
strict procedures must be put in place regarding board meetings 
etc, to ensure that no Confidential Information is disclosed by 
that director to other personnel of that member. 

iii Both the member and the related warehouse company must 
maintain a contemporary record of personnel sitting on each 
side of the ‘Chinese wall". 

D Employee Awareness 

i It is essential that related warehouse companies ensure that 
relevant personnel are familiar with the procedures adopted to 
comply with this Notice and abide by them. It must be 
impressed upon relevant personnel that their obligations apply 
both during and outside of office hours. Employees must be 
trained in the procedures adopted and reminded of their 
obligations on a periodic basis. 

ii Each employee who has access to Confidential Information 
should also be given a set of written procedures to follow. 

iii Relevant employees should sign acknowledgements that they 
understand and will adhere to the confidentiality procedures. 

iv Internal sanctions should be established for breach of the 
confidentiality procedures and strictly enforced. Depending on 
the nature of the breach, sanctions may range from written 
warnings to dismissal. 
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6 Senior Employee 

Related warehouse companies will be expected to appoint a senior employee 
who will be responsible for ensuring that the confidentiality procedures 
adopted are effective and are followed. Members’ own compliance officers 
will be responsible for ensuring that members adopt and follow fully compliant 
procedures. Ultimately however, the LME will look to directors of the member 
to put in place procedures designed to ensure compliance with the terms of 
this Notice. 

7 Duty to Inform LME 

A member which comes into possession of any Confidential Information, 
whether through an employee or any other related party such as a Non- 
Executive Director or consultant, and whether from a related warehouse 
company or othenvise (or which is otherwise aware of a breach of these 
procedures) must immediately infomi the LME of that fact. 

8 Discounted LME Warrants 

A member with a related warehouse company which is operating a listed 
warehouse in a particular location may not sell or offer to sell LME warrants 
issued in respe^ of other listed warehouses in the same LME approved 
Location or within a 250 mile radius of the related warehouse company at a 
discount to the reiated warehouse company's LME warrants, uniess it can 
demonstrate that it would have offered the same discount even if it did not 
have a related vrarehouse company. Subject to the above proviso, a member 
must not otherwise offer any incentive to customers to exchange or substitute 
LME warrants issued by a reiated warehouse company for LME warrants 
issued by any other warehouse company's listed warehouse in the same 
Location or within a 250 mile radius of the related warehouse company. Any 
member or warehouse company which is aware of any such sale or offer must 
immediately inform the LME of that fact. 

9 Access to Warehouses 

Personnel of a member with responsibilities for a related warehouse company 
may not Inspect metal held on LME Warrant by that member at another 
warehouse. 

10 LME Inspections 

The LME intends to make periodic and ttiorough inspections of members' and 
related warehouse companies' procedures to ensure compliance with the 
provisions of this Notice. These inspections may be conducted by third party 
professionals appointed by the LME. The cost of these inspection visits and 
any subsequent action taken will be paid for by the relevant member. 

11 Disciplinary Sanctions 
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Breach of these procedures by a member or a related warehouse company 
will be regarded as an act of misconduct and will result in disciplinary action 
and the imposition of a severe penalty. 

12 Review Procedures 

The new procedures will be strictly monitored and will be reviewed after one 
year to ensure that the new system is delivering fair and transparent trading 
relations and preventing the misuse of confidential and price sensitive 
information. 


A WHITING 

cc Board of Directors 
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a serious problem for the supply chain, 
because although the aluminium is sitting 
in storage, it is inaccessible for this 
prolong^ period. While most ‘'major 
aluminium consumers secure metal 
requirements on longer-term contracts, if 
a consumer wanted fast access to LME 
metal in response to a demand upswing, it 
was Simply not accessible. 

\ fiu.h ar& the 5»take5? 

One major consumer, MilierCoors in a US 
Senate banking hearing in July, talked 
about consumers over-paying for metal by 
$3 billion per year. This number was an 
estimate of the artificial inflation of 
approximately $120/t compared with 
normal premium levels, multiplied by non- 
Chinese annual production of about 25 
million tonnes at the time. In reality, it was 
a conservative estimate. All metal outside 
China, including inventories In 
warehousing deals and scrap, was 
impacted by the higher premiums, 

The premiums, such as the Mid West 
Premium and EU Duty Unpaid Premium 
are published in business journals such as 
Platts and Metal Bulletin. The prices are 
derived from surveys conduct^ by the 
publications on a daily basis to capture 
news of actual transactions taking place in 
the market. It can be a handful of 
transactions, which actually set the market 
price. These published prices are 
referenced in most supply contracts 
between, producers, swni-fabricators and 
consumers. As a consequence, a very small 
volume of transactions sets the price for 
almost every contract in the region. This 
explains how the LME queue problem, and 
the consequent Inflated premiums, can 
affect' all metal: flows in a regiorv- and 
ultimately in theworld, leading to claims 
that consumers are paying $3 billion too 
much for aluminium. 

Who'.'bc!n^?firs? 

Some believed that this windfall was going 
to the warehousing companies. This was 
not the case. They have a different 
business model, which benefits from rent 
earned on the metal in their warehouse. 

In fact, the extra premiums . go to 
primary producers. And if you want to 
know how much of the estimated $3 
billion goes to each producer, just multiply 
their primary production by $120/t and it 
will give you an idea. For example for a 
non-Chinese producer of $4 million 
tonnes, the windfall could be expected to 
be around $480 million per year. 


Aluminum User Group (AUG), formed iri 
2012. The AUG wanted the LME to 
overhaul the warehousing system and 
eliminate the queues quickly. 

In July 2013, the LME responded to 
widespread criticism and published 
proposals to reform the warehouses and 
address the queue problem at locations 
with a queue of longer than 100 days. Their 
proposal sought to increase the minimum 
ioad-out rate of warehouses with long 
queues ar>d introduced a mechanism to link 
the toad-in and ioad-out rates to bring more 
equity between a warehouse's ability to 
absorb metal and to release it. The LME 
gave market participants three months to 
consider th«r proposals and provide 
feedback and ideas. 

The AUG responded with a seri^ of 
recommendations. At the heart of the 
AUG's feedback lay a simple conc^t. There 
should be no queue. When a buyer of any 
futures contract takes delivery and requests 
access to the asset, it should be immediately 
available. The AUG proposed that once a 
warrant is cancelled, the warehouse should 
not be able to charge rent after 30 days 
following cancellation. This would have a 
dual benefit of discouraging the warehouse 
from allowing a queue to develop through 
eiiminating the rent, vtrhich it would earn, 
and would remove the driver of the 
incentive payment that drove up the 
premiums in the first instance. 

The LME received feedback from over 40 
market participants and finally released a 
reform package on November 7, 2013. 
Amongst the reforms, the new load out 
requirements would apply to warehouses 
with queues greater than SO days, a 
reduaion of 50 days from the initial 
proposals. Further, a new Physical Market 
Committee would be formed, a full 
warehouse logistics review would be held 
and delayed data on commitments of 
traders would be published. Through these 
changes, the LME sought to address the 
problem of the queues, market 
transparency and market representation. 
The new Ioad-out arrangements become 
effective April 1. 2014. 

Kov.rf has ihe market reacted to the 
rule changes? 

There is a reasonable consensus among 
consumers that the LME's changes seeking 
more equilibrium between a warehouse's 
ability to intake metal and the obligation 
to release metal make sense. But 
consumes do be^e that this should 
only apply to a w^^oose vwth a Queue of 


changes to have an effect and there wa 
little immediate reaction. 

However, since the start of the New Yeai 
the Mid West premium has nearly doubje( 
~ moving from the 201 3 peak of arounc 
1 2 cenWlb to 2 1 centVlb early in 20 1 4. 

On this occasion, the LME warehousf 
queues play only a small part. Somf 
market players have accused the LME o 
"getting it wrong," implying that their ruk 
changes have caused the spike ir 
premiums. Of course, they have not. Sinct 
the announcement, we have seen ar 
unprecedented cancelling of warrants a‘ 
metal seeks to leave the warehouses, eithei 
to return to circulation in the free markei 
or to simply be re-directed to a non-LME 
warehouse under another financing 
arrangement. 

The recent spike has more to do with a 
very short-term shortage of metal in North 
America, With millions of tonnes of 
primary aluminium believed to be stored in 
stealth stock in unreported locations, 
recent producer cutbacks, a tight scrap 
market and an up tick in demand, along 
with the delay in accessing metal in LME 
warehouses, the market is simply short of 
spot physical metal. It has the appearance 
of an engineered squeeze because, despite 
an abundance of metal in storage, it can't 
be accessed freely and premiums are at 
astronomical levels. 

However, the answer to this may be in 
these high premiums. With the Mid West 
Premium at $450/t, metai is already being 
drawn from stocks in Europe. At the same 
time, it is not possible for the warehouses 
to compete with the premium at this level 
and those who are holding metai in stock 
will look seriously at liquidating it and 
taking the profits from the sky-high 
premiums, it seerris that the premium has 
become over extended and should 
normalize in the coming months. However, 
many believe that it will .be a long time 
before we see the Mid West Premium 
return to previous norms of four to seven 
cents per pound. 

can issut?!'; be fixed 

pi'rn'ianently? 

The LME is in a difficult spot. As LME 
officials stated when announcing the 
proposal back in July 2013, they could 
already see potential issues developing in 
the future. For example, when the market 
is in backwardation, and companies wish 
to deliver metal to satisfy their obligations, 
warehouses may refuse to accept large 
quantities simolv berait'jp rhpw Hn nr*t 
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May 17, 2011 

Mr. Martin Abbott, 

Chief Executive 
London Metal Exchange 
56 Leadenhall Street 
London, United Kingdom 

Dear Mr. Abbott, 

I would like to offer to you some observations related to the anomalous situation that exists In 
the physical aluminium market today and is a direct consequence of the LME warehouse load- 
out rules. 

Novelis Inc. Is the world's leading aluminium roiled products manufacturer and the largest buyer 
of aluminium, with 3 million tonnes purchased annually- 1he LME plays a hugely Important role 
in our business. All Novelis contracts for sales and purchases Include formulae which are based 
on the LME aluminium high grade price. We manage a significant hedging book wHh LME 
members, and at times we look to LME warehouses as a source of metal. 

Novelis partidpated in the recent Independent study Into warehousing issues in North America 
and recommended a significant Increase (on a tonnage basis) In the required output capacity of 
warehouses, with specific reference to Detroit. We applaud your Initiative In conducting this 
review and look forward to a solution that alleviates the cun-ent bottleneck to the satisfaction of 
traders, consumers and producers. 

There is no doubt that the Mid West and other regional premia are at all time highs since the 
introduction of aluminium warehouses In North America. We believe these high premia are a 
direct consequence of the bottleneck that has arisen In LME warehouses due to the limited 
output capacity required by LME warehouse load-out rules. It Is otherwise very difficult to 
imagine that premia could be at historical highs when global inventory Is also at an historical 
high. 
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The pain caused by the bottleneck issue is suffered by seml-febricators who are struggling to 
source metal, particularly in North America, and by their customers who ultimately pay the high 
premia. At the same time, the producers are discouraged from supplyir« physical customers 
directly because every sale though the LME creates price advantages for them. The tightness 
created in the physical market causes premia to rise and that benefit is multiplied across their 
entire regional production system. As a consequence, the warehouse bottleneck is contributing 
to a migration of value from the consumers to the producers and warehouse companies. 
Without the elimination of the bottleneck, the impact on our supply chain will be intqlerable. 
Accordingly we support the LME in Its effort address this phenomenon. 

At NoveliSi we hope that the study will make clear that the warehouse bottleneck gives 
economic pricing advantage to producers and a disproportionate benefit to warehouu 
companies at the expense of consumers and creates significant price exposure and supply chain 
risk to the semi-fabricators and consumers, especially in North America. We hope that the LME 
will act quickly and decisively In line with the recommendations of the study and relieve the 
difficult situation that consumers are facing. 

If you would be Interested to discuss this further, I would be pleased to visit you or participate In 
a call. 

Yours faithfully, 

Nick Madden 

Vice President & Chief Procurement Officer 
Novelis Inc. 


Page 85 


249 


APPENDIX 12 


iDI=^A EiaLiSi 



August 19, 2011 

Mr. Martin Abbott, 

Chief Executive 
London Metal Exchange 
56 Leadenhall Street 
London, United Kingdom 

Dear Mr. Abbott, 

I am writing to you for the second time regarding LME warehouses. For reference, my previous letter 
was mailed to you on May 17, 2011. 

As you may know, Novelis is the largest buyer of aluminium in the world and a significant stakeholder in 
the market. In our May 17 letter, we strongly urged the LME to increase substantially the minimum 
load-out requirements to relieve the artificial market constraint in the U.S., specifically Detroit, where 
25% of the LME's global stocks of aluminium are stored. In our view, the minimum load-out 
requirements have caused a bottleneck in the North American supply network, creating supply chain 
issues and leading to artificial upward pressure on the local market premium. The result has been 
historically high regional premia at the same time as LME stocks in storage were also a historical highs. 
This anomalous situation was entirely attributable to the minimum load-out requirements and has been 
causing a migration of value from consumers, on one hand, to producers and warehouse companies, on 
the other. In this way, producers are incentivized to ship discretionary metal to LME warehouses so that 
regional market supply remains tight and regional premia remain high in an over-supplied market. 
Warehouses also benefit, as increased storage of aluminium stocks under constrained load-out 
minimums translates to additional storage fees. As a consequence, the LME is contributing to market 
distortions that favor producers and warehouses to the disadvantage of consumers. 

In June and July, the LME announced rule changes that increased the load-out requirements on a sliding 
scale. We applaud the LME for taking action and believe that this was move in the right direction. 
Nevertheless, the new minimum quantities are still too low and the implementation date of April 2012 is 
too late. Regional market premia have remained steady for near-term deliveries, despite the rule 
change. 
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3560 Lenox Road, Suite 2000 
Aticnta. GA 30326 


Telephone 404 7604000 

Fax 404 760 0120 

Page 86 


Website www.noveUs.com 

Emaii infoi?=noveiis.com 



250 


We write to you again because Novelis is deeply concerned that the bottleneck situation will not subside 
and is likely to become more severe over the next two or three years. While the LME took initial steps 
to alleviate the constraint in Detroit, aluminium stocks in Vlissingen increased by a staggering 200,000 
tonnes overnight earlier this month. This phenomenon has now spread to the Zinc market (New 
Orleans), and we expect this effect to continue and to become more global. 

The U.S. Federal Reserve Bank recently announced its intention to maintain short term interest rates 
close to zero until 2013, Coupled with a strong contango, this will encourage more and more 
warehousing deals that will absorb the projected excess primary production in 2011 and 2012. It is our 
expectation that LME stocks will continue to increase, warehousing capacity will be expanded and a 
supply reservoir will amass in LME warehouses. 

While we do not question the motives of those who would own stored aluminium to generate income 
from cash and carry transactions, we are very concerned that warehouses have the ability to lure metal 
from producers using cash incentives. They can only do so if there is a reasonable certainty that the 
metal will be stored for sufficient time to generate a profitable return on the investment of the 
incentive. Since warehouse owners have a voice via the LME Warehousing Committee, they have the 
opportunity to influence the LME to maintain the status quo or at least limit the extent to which the 
minimum load-out requirements may be increased. By doing so, the warehouse companies have a 
detrimental impact on the functioning of the LME, which is exacerbated by the ownership of LME 
warehouses by members of the LME, such as Goldman Sachs and J.P. Morgan, We believe that LME 
members should not be allowed to own LME registered warehouses because we see a conflict of 
interests in the potential for undue influence (or, worse, manipulation) in both the physical delivery and 
metal warehousing functions of the market, as well as the rulemaking authority of the LME, which 
would directly affect the economic prospects of the warehouses. 

We also believe that warehousing companies should not be allowed to make incentive payments to 
producers to attract metal for storage. The regional market premia are at an historically high level today 
because LME warehouses offer incentives which indirectly inflate local market premia. Producers have 
the option to ship discretionary (non-contracted) metal to physical customers, LME warehouses or not 
to produce it at all. The storage incentive offers from warehouses create a viable arbitrage option for 
the producers. The incentives themselves are entirely driven by the length of time the metal is expected 
to stay in the warehouse. In turn, the storage time in the warehouse Is significantly affected by the 
load-out rate. If the rules were changed and warehouses were required to load-out pursuant to 
demand without any daily limit, matching their apparent ability to receive metal without any daily limit, 
there would be no opportunity for warehouses to skew normal supply-demand dynamics with 
incentives to producers and local market premia would reduce to a level that is consistent with an over- 
supplied market. 

As we look ahead, Novelis is very concerned that the "anomaly" of historical highs in both tonnes of 
aluminium in storage and regional market premia wilt continue. If the LME allows these circumstances 
to persist, metal stocks in LME warehouses will continue to increase, creating additional serious risks 
that another, more significant, spike in premia will adversely affect the whole supply chain to the 
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detriment of consumers. To mitigate these risks, we strongiy urge the LME to act quickly to discourage 
market manipulation by its members and stakeholders. Specifically, we would like to see the following: 

1. Prohibit LME members from ownership of, or consortium relationships with, LME registered 
warehouse companies. 

2. Prohibit incentive payments from LME warehousing companies to metal producers. 

3. Increase minimum load-out rates as follows: 

a. Where stocks are less than 300kt, increase minimum rate to 5kt per day. 

b. Where stocks are greater than 300kt, increase minimum rate to lOkt per day. 

Mr. Abbott, we must look ahead to the inevitable time when LME aluminium stocks are drawn-down. 
The current ioad-out requirements do not today and will not in the future allow for an adequate 
response to urgent demand from the physical market. In addition to liberating supply to meet market 
demand, the LME should address the ownership issues and incentives which create the opportunity for 
market distortions. The LME has the ability to address these complex issues with the three simple 
recommendations outlined above. 

I did not receive a response from you to my previous letter and i read in the press that you had not 
received any formal complaints about the warehousing issues. Please consider this a formal complaint. 
The LME and its regulations are being "gamed" by market participants and this is distorting the market 
at the expense of consumers and, in the end, damaging the reputation of the LME. 

i would like to meet you in person to discuss this further. We will both be In Paris attending the Metal 
Bulletin Conference in September, and 1 would be very pleased if you could find an hour in your 
schedule for a meeting. 1 will certainly make sure that I attend your presentation. 

Yours sincerely, 

fv/Z; 

Nick Madden 

Vice President & Chief Procurement Officer 
Novelis Inc, 
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Executive Summary 


1 EXECUTIVE SUMMARY 
Introduction 

1 The LondcKi Metal Exchange (LME) commissioned Europe Economics to “Prepare an 
independent assessment for the LME of whether the current requirements in the LME 
warehouse contract for rates of physical delivery out are satisfactory.' The Steerir^ 
Committee for the project comprised LME Chief Executive Martin Atott, Deputy Chief 
Executive Diarmuid O’Hegarty, and Head of Physical Operations Robert Hall. 

2 Current LME regulations require approved Warehouses to be able to deliver out a 
minimum tonnage per day, which is 1,500 tonnes per day for Warehouses with space of 
7,500 square metres or more (currently all but three Warehouses), 1,200 tonnes for 
5,000 square metres and 800 tonnes for 2,500 square metres. In 2010 there were a 
number of complaints regarding delays to the delivery out of metal and the loading out 
process more generally. 

3 This report covers the background to the emergence of long queues and the context of 
oirrent regulations, in addition to an analysis of the problems that long queues cause 
and potential solutions. Broader issues sunounding allegatbns of manipulation and the 
entrance of large financial players are beyond the scope of this report. 

4 The foundation of the study was infonmation gathered in a programme of 46 interviews, 
including visits to 12 Warehouses in Europe, Asia and North America. The focus of the 
study is the aluminium market. 

Background 

5 Between March 2009 and August 2010 18 complaints were made to the LME about 
delays in loading out. Ten informal complaints were made in the period between March 
and April 2009 concerning Warehouses in South East Asia. Of these, only four related 
directly to delivery out and none was indicative of any systemic problem. 

6 Eight complaints, one of which was made formaSy, related to Warehouses in the United 
States and, with the exception of one informal complaint in July 2009, were made In the 
period from February to June 2010. Three of the informal complaints concerned the 
perfomnance of the Warehouse delivery out system as a whole. The formal complaint 
alleged that a Warehouse in Baltimore was not scheduling deliveries sufficient to achieve 
the 1,500 tonne per day minimum. 

7 In the course of our consultation, stakeholders generally agreed that some queues were 
an inevitable part of the system, and that short queues did not pose an important 
systemic problem. Long c^ues were regarded as dama^ng, on the grounds that they 
inhibited arbitrage^ totween the LME and the physical market. Increased physical 
premiums and damaged the reputation of the LME. 
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8 There was a general belief that the loading out obligation could and should be increased, 
though this was resisted by warehousemen. It was widely acknowledged that the 
loading-out rate should be considered in relation to the level of stocks in a Warehouse. 

9 Although there was some interest in the idea of rent rebates, they were not seen as in 
themselves an effective way of redieing queues or of addressing their effect on the price 
discovery mechanism. 

Problem Analysis 

10 The longest queues that occurred in 2010 were of an unprecedented length, but were 
confined to limited to a small number of warehouses. Nevertheless, due to the large 
number of stocks in particular locations these queues affected approximately one fifth of 
the LME’s aluminium warrants. 

1 1 Ckjeues may Inhibit the LME's price discovery process by preventing arbitrage. Ckieues 
make arbitrage more costly because rent must be paid while metal is in the queue, 
because the length of queue is uncertain, and because of other uncosted inconvenience. 
In effect, this lowers the value of warranted metal in relation to the value of physically 
delivered metal. 

1 2 This may be damaging to the price discovery process because this reduction in value is a 
result of wamant cancellations and LME loading out requirements, rather than a result of 
developments in the physical market. Changes in the LME price will then be related to 
changes in queue lengths, as well as to physical supply and demand. 

13 While the effects of a short queue are likely to be trivial, long queues may have a 
significant impact on the value of warranted metal. This is of particular concern because 
any warrants whose value is s^nificantiy bwered will be used to settle Exchange 
contracts, atxl thereby set the LME price. 

14 It is for this reason that persistently long queues are especially concerning. iWith 
sufficiently large stocks, which need only leave the Warehouse at a rate of 1,500 tdhries 
per day, the Warehouse’s revenue may albw it to pay high enough incentives to mainbin 
or increase its stocks, and these warrants, being both the most numerous and the least 
valuable, will come to dominate the settlement of contracts on the Exchange. 

15 These arguments are supported by emprical evidence, which shows that premiums have 
increased in conjunction with the emergence of long queues, and that spreads have 
moved in conjunction with changes in the length of queues. They are also supported by 
the observations of some stakeholders that premium levels are greatly in excess of the 
costof arbitraging between locations. 

16 The origins of the cunenf s'ltuation can be traced to macroeconomic devetopments. The 
collaf^e in demand that followed the financial crisis of 2008 rearlted in a large surplus of 
physical metal and a consequent expansion in the LMEs stocks. In response to the 
demand contractbn monetary policymakers lowered interest rates. 

www.euncpe-economrcs.oom 2 
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1 7 Although K was frequently alleged that finance deals constrained the supply of warrants 
arxf decreased liquidity on the Exchange, this argument is implausirle tiecause any 
shortage of warrants wouid result in a backwardation and either result in the creation of 
new warrants or induce other warrants out of rent deals. Nevertheless, finance deals do 
affect the dstrixition of cancellations among warehouses, resulting in a concentration of 
cancellations in those Warehouses that do not engage in finance deals. 

18 When large amounts of metal are financed, movements of metal on and (fff warrant will be 
governed by Charlies in spreads, as institutions try to cut their cost of carry by moving 
metal off the LME dun'r^ a prolonged contango, and put metal onto wanrant in or^to seB 
cash contracts durir^ a backwardation. (Sven the targe positions that some financial 
institutions can take, this had led to the large volumes of cancellations that are a 
necessary corKfition for the emergence of bng queues. 

19 However, large cancellations are not a sufficient condition for long queues. Rather, such 
queues result from large cancellations in particular Warehouses, each of which need not 
krad out mote than 1,500 tonnes per day. The potential for this to occur is a result of the 
accumulation of large stocks in individual Warehouses. The fact that the largest 
Warehouses can allow their Warrants to float at full rent makes such canceHations all the 
more likely. 

20 Although it was ar^ed that an Increase in physical demand would reduce the size of the 
largest LME warehouses, thereby reducing queues, the amount of metal in the largest 
MXild take more than two and a half years to empty. Moreover, given the size of 
incentives that a large Warehouse can afford to p^, there is no reason to betieve a priori 
that these Warehouses would not be able to maintain their stodr levels. Indeed, as 
physical demand picked up and canceBations occurred for physical consumption, it is 
conceivable that queues could worsen. 

Policy Options 

21 The LME's five main policy options to address this issue comprise: capping particular 
locations; increasing the loading out requirement for all Waretxxjses; increasing the 
loacfing out requirement for larger Warehouses, in order to eliminate the critical mass 
feature of cunent regulations; extending the current loading out table proportionately 
beyond 7,500 square metres; and inviting Warehouses to offer rent rebates. 

22 The c£^'ng ptowsion in the LME's regulations was not envisaged as a routine method of 
controlring stocks and on the one occasion it was used, this to address the accumulation 
of a large volune of metal in a location on the West coast of the United States, which was 
seemingly immc^ due to a lack of demand. Moreover, the idea of setting an absolute 
limit to the level of stodrs in a location goes against the princ^ that the LME's stocks 
should expand and contract freely in order to reflect the physical market. 

23 WItile srxne stakeholders advrxated an increase in the loading out lectuirement for an 
Warehouses, it was dear that this was already at the Im'it of what was consistently 
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achfflvable for some small Warehouses. Irxfeed, 2,000 tonnes per day was seen as the 
limit of what most Warehouses could consistently achieve. 

24 A 2,000 tonne per day loacfing out rate would not succeed in eliminating long queues and, 
on 0ie basis of the observed pattern of cancellahons, would still have left queues of up to 
54 days in 2010. Moreover, since queues are confined to a small number of 
Warehouses, this option would impose an unnecessarily large operational cost (an 
estimated upper bound to which is $66.4 miffion in 2010) on the whole Warehouang 
industry, which would probably be passed on to warrant holders in the form of increased 
rent or FOT charges. 

25 Implementing a loading out requirement of 1 ,500 tonnes per 300,000 tonnes of stock 
would affect many fewer Warehouses than a gerteral increase, and the i^iper bound to Hs 
operatonal cost to the whole industry is calculated as $9.3 milfion for 2010. However, 
while it would probably succeed in eliminating indefinitely long queues, it would still leave 
open the possibility of long, albeit tiansitoiy, queues, when Warehouses experienced a 
sudden large cancellation. 

26 As this option would make it more difficult for the largest Warehouses to maintain their 
stock levels while floating their metal at full rent, it is likely that it would result in a more 
even distrttiution of cancellations across Warehouses. 

27 Eliminating all long queues would require much more stringent toading out rec^irements 
than either an increase to 2,000 tonnes per day or a requirement of 1 ,500 tonnes per day 
per 300,000 tonnes of stock. Current recptirements for Warehouses whose authorised 
space is below 7,500 square metres constrain queues to 19 warehouse days, on the 
assumption that one square metre of ^»ce may store three tonnes of metal and if all 
warrants were cancelled. (It should be noted that only three Warehouses’ space Is 
currently less than 7,500 square metres.) Rounding this up to 20 days would imply a 
bading out reqMirement equal b stock level divided by 20. 

28 Given cunent stock levels, the loading out requirements that sut^ a regulation would 
imply are beyond what is physically practicable. For example, at 1,000,000 tonnes of 
stock (less than the current maximum) a Warehouse world have a loading out 
requirement of 50,000 tonnes per day. Moreover, even if such amounts were physically 
possbie, the extra operational costs involved (estknated at a minimum of $255 million for 
2010) apply across so many Warehouses that they virould result in large increases in rent 
and/or FOT charges, which the Warehousing system, as presently configured, might be 
unabb to support. 

29 Offering rent rebates equivalent to half rent for metal caught ip in queues between 10 
and 20 days, and zero rent beyond 20 days would cost the Wrirehousing Industry as a 
whob $14.9 milfon in 201 0, on the asstxnptkxi of 40 cents rent and the observed pattern 
of canceDations. However, there are some doutds about the feasibifity of this option. 
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Recommendations 

30 We do not recommend that the LME take no action, as the present loading out 
regulations are pennitting queues of an undesirable length. 

31 A universal increase in bacEng-out requirements would impose large costs across the 
Warehousing industry without eliminating long queues. 

32 Rent rebates could address some aspects of the problem, thm^h they are subject to 
signifKant feasbility issues which could hamper their effectiveness. We therefore 
recommend that this option be sibject to further discussion. 

33 A loading out requirement of 1 ,500 tonnes per 300,000 tonnes of stock would acfclress the 
most acute problem, the persistent queue in a critical mass Warehouse. Moreover, this 
would be done without imposing a large bidden on Warehouses. 

34 Althoigh this option also improves on cunent regulations by putting an upper bound to 
queue lengths, at 200 days this is still longer than desirable for the LME system. It is 
therefore recommended that the rec^irement of 1 ,500 tonnes per 300,000 tonnes of stock 
be formally reviewed at intenrals of 6 months, and the level of stocks to virhich the 1 ,500 
tonne delivery requirement applies be reduced should persistent and lengthy queues 
continue. 
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LONDON METAL EXCHANGE 

To; All Members, Warehouse Companies and London Agents 

Ref: 11/141;A135:W092 

Date: 27 May 2011 

Sukqect; Warehouse Study by Europe Economics 

The Europe Economics report “Assessment of Warehouse Minimum Loading Out 
Rates” has been considered by a steering committee of the Executive together with 
the independent Directors of the Exchange. A recommended course of action will be 
presented for a decision to the Board of LME Limited at its meeting on 1 6 June 201 1 . 

The report is extremely detailed and contains a great deal of proprietary information 
that makes it impossible to publish the full version. However, the executive summary 
and the recommendation section from the Europe Economics report are attached to 
this notice and will be published on the LME website. 

The decision to commission the report was taken because the LME recognised the 
concerns of various sectors of the industry with regard to the existence of long 
waiting times for the delivery of aluminium out of LME listed warehouses in North 
America. 

it should be noted that this issue currently is specific to aluminium and to one 
location; the LME does not have a systemic issue with its warehouse network. 

The mechanisms and systems that the LME approves are subject to the various 
pressures of the economic cycle, and that means that different problems will eirise at 
different points in the cycle. The current LME procedures have developed over a long 
period in response to market requirements. It is desirable that the LME approves 
procedures that are capable of dealing with different circumstances with the minimum 
of change, but it is also necessary to recognise the impossibility of designing 'one- 
size fits all’ regulations. 

Market participants vrill recollect that only two years ago the North American 
aluminium industry was facing a major recession with the apparent collapse of its 
major automotive customers. At that time the concerns of the industry were all 
centred on the need to deliver material into warehouse, with dire warnings about the 
consequences for the LME should there be a capacity constraint that affected the 
free flow of surplus material onto warrant. 
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We now find that the major concern of that same industry (and in some cases, the 
same participants) Is the ability to take material out of warehouse. It is not surprising 
that there should be some tension created by such a rapid journey between the two 
poles of the aluminium economic cycle. We also note that the situation has been 
exacerbated by the coincidental availability of surplus aluminium with the widespread 
policy of cetTtral banks holding down interest rates and creating a pool of cheap 
money that increases the attractiveness of financing deals and in turn increases the 
pressure for fiscally-motivated stock movements. We do not make value judgements 
about the different motivations for warrant cancellation, but we do note that the 
system is under pressure as a result of some extraordinary factors. 

The challenge for the LME is therefore to manage its warehouse regulations in such 
a way that the changing nature of the business environment can be managed within 
a relatively stable mechanism. It must also be recognised that there are 
consequences to all decisions (often leading, among other things, to higher costs) 
and that all actions must be viewed, as far as is possible, with a long term 
perspective. 

The Europe Economics report contains a number of policy options that might appear 
to address the situation under review. The LME agrees with the authors of the report 
that the capping of storage capacity in particular locations is not consistent with the 
LME's general policies. 

The report suggested that the Implementation of rent rebates for material that is 
‘stranded’ in a queue should be the subject of further discussion, though it noted that 
there are significant feasibility issues with this option. The LME believes the feasibility 
issues do indeed outweigh the advantages of this option. 

The option of a significant increase in loading out rates across all warehouses is also 
not attractive. The increased cost of such an approach would impact all warehouses 
and therefore all users of the market and might simply create a new generation of 
problems. 

The LME ctoes agree that there should be a link between the amount of metal stored 
in a company’s warehouses at a location and the minimum load out rate. The cunretrt 
regulation has a sliding scale of load out minimum rates, risir^ to an upper level of 
1,500 tonnes per day. The scale is based on the total storage capacity that the 
company has in the location. 
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We are recommending to the Board of the LME that the sliding scale be changed. If 
the Board approves the recommendation then the load out requirement will be linked 
to the amount of metal stored rather than the storage capacity and the new scale will 
be as follows: 


Warehouse company’s tonnage Minimum delivery out 

stored per location 


Up to 300,000 tonnes 

300.000 to 600,000 tonnes 

600.000 to 900,000 tonnes 
More than 900,000 tonnes 


1.500 tonnes 

2.000 tonnes 

2.500 tonnes 

3.000 tonnes 


(The daily delivery rate does not include deliveries out for cobalt and roasted 
molybdenum concentrates: any deliveries out for these metals must be made in 
addition to the rates stipulated in the table above.) 


The changes would be effective from 1 April 2012. The date has been chosen to give 
ample time for the warehouse companies to prepare for the new regime and for the 
market to digest the consequences of the change. 


H 

Martin Abbott 
Chief Executive 

cc: Board directors 
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APPENDIX 14 


LME rule disappoints aluminiunri consumers 
The Financial Times 
By Jack Farchy 
July 15, 2011 

Some of the world’s largest buyers ot aluminium reacted with disappointment on Friday to a long-awaited 
decision by the London Metal Exchange to change its warehousing rules. 

General Motors, one of the world’s largest automakers, and Novelis, a leading aluminium processor, told 
the Financial Times that the LME’s move to double the rate at which the largest warehouses must deliver 
metal did not go tar enough. 

The controversy has sparked a fierce debate in the metals community, pitching consumers against Wall 
Street banks and traders who own warehousing companies. 

The consumers, along with several traders, banks and metal producers, argue that long queues to take 
delivery ot aluminium, used in the manufacture of everything from drinks cans to cars and aircraft, have 
driven up the cost of metal in the physical market. 

The debate is focused on Detroit, where some 200,000 tonnes of aluminium are waiting to be delivered 
from warehouses owned by Goldman Sachs. 

Current LME rules stipulate that warehouses must deliver at least 1 ,500 tonnes of metal out each day - 
meaning a trader requesting delivery of their aluminium today could wait more than six months to receive 
it. 

On Friday, Martin Abbott, chief executive of the LME, announced that the exchange would increase the 
minimum loading out rate for the largest warehouses to 3,000 tonnes a day, starting in April next year. 

But Nick Madden, chief procurement officer at Novelis, which supplies companies including Coca-Cola, 
BMW and Tetra Pak, said he was “disappointed” that the LME had made only a “relatively minor 
adjustment to this critical problem". 

“We believe a higher [load-out] rate is necessary," Mr Madden said. “We are also concerned that this 
change will not take effect until April 2012. This unnecessary delay will prolong anomalous pricing and 
supply chain issues for both manufacturers and consumers in the market.” 

Kevin Moore, senior manager for raw materials purchasing at GM, said the changes were "welcome", but 
added: “Unfortunately, many in the market have indicated to us that the rule changes are not likely to 
result in significant improvement.” 

“LME aluminium price and availability does not appear to be acting in according with natural market 
forces resulting in a less effective pricing tool and hedge mechanism," he said. 

The decision by the LME was in line with an earlier proposal, which the LME's board failed to ratify at a 
previous meeting in June as several board members pushed for a higher load-out rate. 

After an all-day meeting on Thursday, however, the LME agreed the new rules. Mr Abbott said the 
effectiveness of the changes would be kept “under constant review”. 

He said that he shared the concerns of metal consumers, but argued that a larger increase in loading out 
rates would not be possible because of "insurmountable logistical issues’, including a “critical shortage of 
trucks" in the US Midwest. 

"We do not make rules that cannot be kept," he said. 
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The change of rules could affect the profitability of warehouse owners, whose revenues are dependent on 
the amount of metal they hold. Warehousing has traditionally been a niche business dominated by 
privately owned companies, but in the past two years large banks and trading companies, including 
Goldman Sachs, JPMorgan, Glencore and Trafigura, have been buying up warehouses. 


Barclays Capital is also considering investing. 


LME warehouse load-out proposal not enough: US aluminum sources 
Platts 

June 2, 2011 

Proposed recommendations by the London Metal Exchange to increase toad-out rates by next April is too 
little, too late, as the market's landscape may be vastly altered over the next 10 months, according to US 
aluminum market players. 

The LME on March 27 said its board would consider a recommendation to amend load-out rates at LME- 
registered warehouses after an independent consultant made its recommendations. 

At a June 16 meeting, if the LME board agrees, the load-out requirement will be linked to the amount of 
metal stored, rather than the square meter storage capacity. 

The rate will be set at a minimum of 1,500 mt/day for up to 300,000 mt stored; 2,000 mt/day for 300,000- 
600,000 mt; 2,500 mt/day for 600,000-900,000 mt; and 3,000 mt/day for more than 900,000 mt. The 
changes would be effective from April 1, 2012, thus allowing "ample time for the warehouse companies to 
prepare for the new regime and for the market to digest the consequences of the change." 

The current regulation has a sliding scale of load-out minimum rates, rising to an upper level of 1 ,500 
mt/day, for warehouse storage capacity of 7,500 meters/location. 

Vast stock build-ups in certain warehouse locations, prompted in part by storage incentives paid by 
warehouse companies - currently $140-150/mt for aluminum in Detroit - have led to accusations that the 
system is being distorted and that there are clear conflicts of interest now that a number of trading 
companies and financial institutions — Goidman Sachs, JP Morgan, Glencore, Trafigura ~ have acquired 
warehousing companies in the past 12-18 months. 

As of June 2, there was 4,69 million mt of aluminum in warehouses - 1,1 million of which was in Detroit 
alone - up from 4.2 million mt in January and 4.5 million mt a year ago. Lead times to get metal out of 
Detroit are now nine months. 

US aluminum market players have voiced concern overihe long lead times to get metal out of US 
warehouses, particularly in Detroit, Market players said it will take until February/March 2012 to get metal 
out of Detroit, That is up from six months in February and from only two months in June 2010. 

These complaints spurred the LME last year to hire Europe Economics to study the issue and make its 
recommendations. 

Nick Madden, vice president and chief procurement officer for US aluminum sheet maker Novelis - one 
consumer that wrote the LME pleading for changes - said he was "very disappointed" with the proposed 
minimum output requirement, calling it "insufficient." 

Further, he said, not implementing the change until 2012 "will simply prolong the pain being felt by 
consumers in North America. My preference would be to see the minimum requirement trebled for 
warehouses with stocks over 600,000 mt and to see the change take place immediately." 


Page 100 



264 


Madden previously told Platts that the aluminum supply chain would be at risk if the situation continued 
and suggested the LME consider increasing the load-out rates to 1 0,000 mt/day, among other options. 

An extruder said he did not understand why it would take warehouses 10 months to get prepared for the 
changes when all they have to do is "hire staff and get a few more tow trucks." 

A trader agreed and suspected the LME Board would agree to the recommendations "as a gesture. The 
warehouses will ship out a little more, but I don't think it's a significant change. They needed to do more." 

A billet remelter said the potential increased load-out rates could have the opposite effect than was 
intended and spur an increase in warehouse stocks as "warehouses [owners] may want to buy more to 
make up for what they are losing with the load-out rates increasing. We are talking about banks and 
profits." 

One trader said that although consumers think the recommendations are not enough, even just doubling 
the load-out rates could cost them more money. He said warehouses will need more revenue to be able 
to double the load-out rates. The trader said the current EOT rate in Detroit is $33/mt, and the rent rate is 
41 cents/mt/day. 

Noting that deals "will be priced reflecting the logistical issues of getting trucks," he said the result could 
be that "metal will come out sooner, but consumers will be paying the same amount of money as if they 
waited nine months.” 
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HEARING BEFORE THE SENATE PERMANENT 
SUBCOMMITTEE ON INVESTIGATIONS 

November 20, 2014 

Testimony of Simon Greenshields 
Global Co-Head of Commodities, Morgan Stanley 


Chairman Levin, Ranking Member McCain, and Members of the Subcommittee, thank you for 
the opportunity to be here today on behalf of Morgan Stanley. My name is Simon Greenshields. 
Since 2008, 1 have served as the Global Co-Head of Commodities for Morgan Stanley, along 
with my Co-Head Colin Bryce. I am proud to have worked at Morgan Stanley for the last thirty- 
two years, where we have built and managed a leading commodities business that for decades 
has provided liquidity to markets and met the business needs of our clients and counterparties. 

We appreciate the Subcommittee’s interest in the role of financial institutions in the commodities 
marketplace. We share your commitment to ensuring that financial institutions effectively 
manage the risks of commodities businesses and participate in competitive markets that have 
appropriate safeguards against manipulation. Instimtions must also be transparent with 
regulators and responsive to their concerns. At Morgan Stanley, prudent risk management and 
transparency with our regulators are among our core values. Morgan Stanley is also committed 
to mitigating the environmental risks that it may face as a firm, and it encourages its clients to do 
the same. We expect all of our employees to meet the high standards of conduct that we and our 
regulators demand. 1 am particularly proud of the team that we have assembled in Morgan 
Stanley’s Commodities Division, who are among the most experienced and dedicated 
professionals in the industry. 

The Subcommittee requested that I speak to a number of topics, each of which is addressed 
briefly below to the best of my ability. I also understand that a number of my colleagues at 
Morgan Stanley have prepared written submissions and visited with your staff on multiple 
occasions to provide additional details and information of interest. We have sought to cooperate 
fully with the Subcommittee’s inquiry. 

1. Overview of the Commodities Division 

Since 1982, Morgan Stanley’s Commodities Division has been active in the physical and 
financial commodities markets. Morgan Stanley’s commodities business is designed to provide 
a broad spectrum of price risk management and physical supply services needed by commodities 
market participants. Morgan Stanley provides integrated services, including financing, credit 
risk management, and physical supply solutions, in a cost effective manner. 

Among other things, Morgan Stanley facilitates private sector investment in, and development 
of, critically-needed domestic energy supplies. Energy developers, for instance, use Morgan 
Stanley’s commodities services in order to manage proactively fuel costs and projected revenue 
streams. The ability to better manage commodity prices fosters confidence among potential 
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lenders to extend credit — and lowers the cost of credit — which encourages energy developers to 
undertake necessary infrastructure improvements. 

For example, during the past year Morgan Stanley’s commodities business has helped renewable 
energy producers develop wind farms and harness solar power. By providing risk management 
services, Morgan Stanley facilitated the development of over 795 megawatts of new wind 
generation in Texas. In addition, Morgan Stanley helped to finance the development of over 20 
megawatts of commercial and residential solar power projects throughout the United States. 

Due to constantly changing supply and demand in the economy, commodities prices can 
fluctuate substantially. Moreover, the liquidity of commodities markets varies by commodity 
type, location, and time horizon. As an active participant in global commodities markets, 
Morgan Stanley has developed the expertise and judgment necessary to price risk effectively for 
physical transactions as well as swaps and futures. Clients and counterparties depend on the 
participation of large liquidity providers like Morgan Stanley to serve as a bridge between 
producers and end users of commodities that typically have different transaction goals in terms 
of price, quantity, location, and timing. 

By owning some physical inventory, Morgan Stanley has been able to meet the demands of its 
clients whose businesses require that they transact in the physical market. These clients may not 
have the means to fulfill their physical supply requirements economically and efficiently, or they 
may not have the right infrastmeture in the right locations, or they may have difficult-to-address 
seasonal or cyclical requirements. Ownership of physical commodities also facilitates 
participation in the derivatives market, where contracts may be settled by physical delivery. Our 
ability to participate in both the physical and derivative markets has enabled Morgan Stanley to 
provide clients with customized solutions to their price risk management and supply needs. 

In light of changing market conditions and evolving regulatory expectations, we are seeking to 
focus our commodities business on its core strengths — providing clients with intermediation, risk 
management, and supply services. One outgrowth of our focus is our decision to sell our global 
physical oil merchanting business, discussed in more detail below. We understand that this is an 
area of interest for the Subcommittee and I look forward to answering your questions. 

U. Risk Mitigation 

Morgan Stanley is proud of its comprehensive approach to risk management, which has enabled 
the Firm to manage its commodities business prudently and effectively over the last three 
decades. Nevertheless, we recognize that past successes are no guarantee against future 
concerns, and we are always open to new ideas about how to better manage the risks inherent in 
our business activities. 

Morgan Stanley’s Commodities Division mitigates risk in a number of ways. For example, 
Morgan Stanley has protocols in both its business units and control groups to manage the risks 
associated with physical commodities activities. We also have a robust risk management 
framework through a Physical Operating Risk Steering Group (“Steering Group”), which 
monitors risk across various product groups. The Steering Group meets weekly and reports to 
my Co-Head and me. Its work includes assessing operational risk measures and standards. 
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recommending operational risk policies, reviewing and evaluating significant physical operating 
risk developments, and monitoring physical operating risk procedures. 

In addition to the Steering Group, the Finn’s Operational Risk Department conducts monthly 
operational risk review meetings, which also include representatives from the Fixed Income and 
Commodities Non-Market Risk Team, Commodities Chief Operations Officers, Operations, 
Controllers, Compliance, Information Technology, Market Risk, Credit Risk, and Internal Audit. 
The meetings are used to discuss current operational risk issues. Moreover, proposals to 
undertake new business activities are vetted by the New Product Approval Committee, which 
includes a broad range of experts, including members of operational risk, compliance, legal, 
insurance, and corporate treasury. Projects that may expose the firm to reputational risk are 
submitted to the Franchise Risk Committee, which is comprised of members of senior 
management from relevant divisions of the Firm. Depending upon the nature of a proposed 
activity or investment, the proposal may be required to be reviewed by a number of additional 
committees as well as be subject to various policies and procedures. 

We are also keenly focused on efforts to measure operational risk as part of the Firm’s risk 
management framework. The Operational Risk Department uses an exposure-based model for 
internal risk management calculations relating to physical commodities activities of the 
Commodities Division, This model creates simulations to estimate hypothetical losses. Morgan 
Stanley uses these calculations to manage operational risk by, among other things, maintaining 
insurance in excess of simulated losses and taking a prudent approach to meeting its capital 
requirements. Morgan Stanley’s Risk and Insurance Management Department is responsible for 
the placement and management of the Commodities Division’s insurance program, working with 
insurance brokers to ensure that the business has appropriate insurance coverage. The 
Department analyzes and reviews the Commodities Division’s exposure related to ownership of 
physical commodities and assesses potential liability and risk using internal information as well 
as industry information and data. 

Morgan Stanley believes that appropriate safeguards for financial institutions’ involvement in 
physical commodities markets can reduce risks and promote market efficiency and security. 
Whether a financial institution is engaging in complementary commodities aetivities, merchant 
banking commodities investments, or grandfathered commodities activities, the common element 
that should apply to all of these activities and investments is the obligation to conduct them in a 
safe and sound manner through a robust risk management framework. In this regard, Morgan 
Stanley agrees with the general proposition stated by Chairman Levin in response to the Advance 
Notice of Proposed Rulemaking issued by the Board of Governors of the Federal Reserve 
System earlier this year, namely that a rulemaking should establish requirements for strong 
prudential safeguards for all physical commodities activities, whether under complementary, 
merchant banking, or grandfather authority, to prevent undue risks and unsafe or unsound 
practices. Financial holding companies should also be required to maintain capital and insurance 
at levels informed by operational risk models that are subject to review by the Federal Reserve. 
Regardless of the authority under which a financial holding company conducts a physical 
commodities activity, it should be conducted in accordance with sound risk management 
principles and with adequate capital and insurance coverage. Morgan Stanley also supports the 
comment that the rulemaking should propose more detailed reporting obligations to ensure that 
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the Federal Reserve is fully aware of all physical commodities activities undertaken by the 
financial holding company. 

We recognize that risk can never be eliminated entirely, and that reputational risks in particular 
can be difficult to quantify. Our managers are expected to remain mindful of this, and are also 
expected to be fully transparent with our regulators, so that they can understand and be in a 
continuous dialogue with us about our risk profile. We believe that the staff of the Federal 
Reserve and our other regulators have a robust understanding of our business, and we very much 
value their direction and feedback. Ultimately, with respect to any business activity at Morgan 
Stanley, if we conclude that something involves risks that we do not fully understand or cannot 
appropriately mitigate, we will not undertake that activity. 

III. Natural Gas and Oil Liquids Activity 

Two wholesale commodities markets in which Morgan Stanley has been an active participant for 
many years, and in which the Subcommittee has expressed particular interest, are natural gas and 
oil liquids. In these sectors, Morgan Stanley’s Commodities Division participates in the physical 
markets as well as the markets for associated futures and swaps. 

A. Natural Gas 

Morgan Stanley has been active in the wholesale natural gas market since 1989. In this market, 
we serve our clients’ physical natural gas requirements and provide liquidity to the market. 

Wentworth. Morgan Stanley recently formed Wentworth Gas Marketing LLC in order to 
provide natural gas to emerging Caribbean markets by leveraging a process that allows for more 
efficient shipping of compressed natural gas. The Wentworth business, which is not yet 
operational, is designed to deliver a cleaner and less expensive source of fuel to power generators 
and meet the needs of commercial end users for reliable natural gas supplies. The U.S. 
Department of Energy recently approved the Wentworth project. Although Morgan Stanley has 
created an initial structure and model for this project, we are actively exploring a sale of 
Wentworth to an unrelated party. While we believe Wentworth’s business is well within the 
parameters of activity Morgan Stanley has traditionally engaged in and risk managed 
appropriately, our decision to transfer the business to others at this stage reflects Morgan 
Stanley’s commitment to meeting evolving market conditions and regulatory expectations. 

Southern Star. Morgan Stanley Infrastructure Partners LP (“MSIP”), which has an investment 
in Southern Star on behalf of the Firm and institutional investors, sits within Morgan Stanley’s 
Investment Management Group (“MSIM”). Because MSIM is a separate business from Morgan 
Stanley’s Institutional Securities Group, in which the Commodities Division operates, and is 
managed independently from the Commodities Division, 1 am not privy to information about 
MSlM’s investment in Southern Star. In addition, Morgan Stanley has information barriers in 
place to prevent the transfer to the Commodities Division of material non-public information 
about MSlM’s investments. I understand that others at Morgan Stanley have therefore been 
asked to provide you with requested information. Morgan Stanley believes that information 
barriers are an important safeguard to protect confidential information, and I appreciate the 
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Subcommittee’s accommodation in seeking information on Southern Star from those outside of 
the Division I co-head. 

B. Oil Liquids 

Over the past twenty-five years, Morgan Stanley has built an oil liquids division that serves 
companies, municipalities, and other businesses seeking risk management services and market 
liquidity. Morgan Stanley has been active in the wholesale crude oil market since 1984 and the 
refined products market since 1985. 

Morgan Stanley serves a number of important roles in the oil liquids markets. One way Morgan 
Stanley participates in these markets is by helping airlines manage the costs of jet fuel. For 
example, Morgan Stanley helped a leading U.S. airline in bankruptcy by entering into a long 
term contract to supply jet fuel and provide related logistieal support. The contract helped the 
airline reduce its operating expenses because Morgan Stanley sold the airline jet fuel at a lower 
price than it was previously paying. 

Recently, Morgan Stanley sold its ownership interest in TransMontaigne Inc., a U.S.-based oil 
storage, marketing, and transportation company, to NGL Energy Partners LP. Although Morgan 
Stanley has retained an interest in a TransMontaigne subsidiary that owns Olco Petroleum Group 
ULC, Olco no longer operates a refined oil sales business or gasoline stations. Morgan Stanley 
sold the majority of the Olco properties, and the remaining properties are non-operational and are 
being prepared for sale. Subject to obtaining regulatory approval, Morgan Stanley has also 
agreed to sell its global oil merchandizing business to Rosneft Oil Company, including its non- 
controlling stake in Heidmar Holdings LLC, which is the commercial pool manager of a fleet of 
independently owned commercial tankers. All of these activities are consistent with Morgan 
Stanley’s forward looking business strategy of focusing our commodities business on its core 
strength. 


* * * 

IV. The Role of Financial Institutions in Commodities Markets 

Financial institutions play an important role in meeting the needs of U.S. businesses, such as 
airlines and energy producers, in critical industries that depend on the wholesale commodity 
markets. 

Morgan Stanley is aware that there are differing views as to the scope of permitted commodity 
activities under the so-called “grandfather clause” in section 4(o) of the Bank Holding Company 
Act. The activities that we conduct under this authority are within the permitted scope of 
activities based upon either a broad or a more narrow reading of the grandfather clause. 
Nevertheless, in light of differing views, Morgan Stanley agrees wnth the Chairman’s comment 
letter on the Advance Notice of Proposed Rulemaking that it would be helpful for regulators to 
formally clarify the scope of activities that are permissible under this authority through notice 
and comment rulemaking. Further clarification would provide greater certainty to market 
participants as to the scope of future activities that may be considered under this authority. 
Morgan Stanley also agrees with Chairman Levin that all grandfather clause activities should be 
subject to prudent safety and soundness constraints. 
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The public benefits of permitting financial institutions to engage in wholesale physical 
commodities activities are real and significant. Our clients and counterparties are cooperatives, 
cities, governments, and corporations, ranging from small businesses to global enterprises. 
Financial institutions like Morgan Stanley play a critical role in meeting the needs of producers, 
processors, and commercial users of commodities by helping them manage complex and long- 
term commodity price and physical supply risk. 

We also note that different firms may approach the commodities market in unique ways based on 
their core strengths, and, therefore, we can only speak to the approach that we believe works best 
for Morgan Stanley and its clients. Broadly speaking, though, fhe historical role of U.S. financial 
institutions in the commodities markets has contributed to enhanced liquidity, more sources of 
financing, and stronger support for commodity-related projects, such as in the energy sector, 
while also promoting national economic stability and security. 

Thank you for the opportunity to testify today. I am happy to answer any questions you have. 
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Statement of Gregory Agran Before 
the U.S. Senate Permanent Subcommittee on Investigations 
Hearing on “Wall Street Bank Involvement with Physical Commodities” 
November 20, 2014 

Chainnan Levin, Ranking Member McCain, and Members of the Subcommittee. 

My name is Gregory Agran. I am co-head of Goldman Sachs’ Commodities Trading, 
where I have overall responsibility for all of the Firm’s commodities trading activities. 

As you know, for much of modem financial history, a close connection has existed 
between capital markets and commodities. The interplay between the financial and physical 
commodities markets is crucial to determining the returns that thousands of companies earn for 
their products, as well as the risks they bear in producing them. By one measure, almost 40% of 
the equity capitalization of the S&P 500 index has meaningful exposure to commodities. 

A core function for Goldman Sachs is to act as an intermediary, or market maker, for a 
range of clients. We perform this role across markets for interest rate, currency, equity, credit 
and commodity products, each of which we refer to as an “asset class.” Many of these 
transactions are settled financially, in which the parties make payments based on the terms of the 
transaction. A certain portion of these transactions are settled physically, where one party 
delivers an asset to the other in exchange for a payment. Depending on the asset class, the asset 
that is delivered may be a bond, a number of shares or a specified volume of a currency or 
commodity. 

We have been an active market maker in conunodities and commodity derivatives 
markets since 1981. Though these activities involve physical commodities, they otherwise 
mirror our market-making in purely financial instruments. In this role, we serve as a bridge 
between producers on the one hand and consumers and investors on the other, whose interests 
and exposures offset each other but do not perfectly match. 



275 


Our clients in the commodities business include many of the largest companies in the 
world across virtually every sector. Many of these companies as well as several municipal and 
trade organizations — more than 1 00 in total — have been outspoken about the importance to 
them of having financial institutions participate in the commodities markets, including with 
respect to physical markets. 

Apart from helping clients finance their inventories or manage their risk, the 
Subcommittee staff has focused on specific instances in which the Firm makes an investment in 
a commodity-related area. While this is a relatively small part of our commodities business, we 
undertake extensive due diligence and risk analysis, beyond just an analysis of the economic 
risks. This includes examining environmental impacts, legal liability, insurance considerations 
and even whether the business we are considering has operated under high standards of 
compliance. 

I want to briefly address three issues on which the Subcommittee staff has focused. 

While the significance and role of these issues are minor in the context of our commodities 
activities, I believe it is important to correct any misimpressions. 

First, our sales and trading in aluminum are unrelated to the Firm’s ownership of Metro. 
Metro was never integrated into our market making business, and we maintain a strict 
informational barrier between the two. Confidential information relating to Metro is not shared 
with Goldman Sachs metals sales and trading personnel. As the information we have provided to 
the Subcommittee confirms, there has not been a single instance where confidential Metro 
information went to our metals trading personnel. 

Second, w’e have provided to you information involving uranium trading, a very small 
part of our business. In 2009, to provide a broader array of product offerings to our mining 
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company and public utility clients, we acquired Nufcor, a company that had acted as a market 
maker in uranium and related financial derivatives. 

After extensive due diligence, we believed and remain confident that this activity does 
not present environmental risk to an entity acting in the limited capacity in which we act. 

In this business, our activities are limited to buying and selling unenriched uranium and entering 
into related financial derivatives. Of course unenriched uranium is not a harmful radioactive 
substance. Moreover, we do not take physical possession of uranium — let alone transport, 
deliver, or process it. Finally, our ownership interest is merely reflected as book entries at highly 
secure depositories that are subject to substantial government oversight. Notwithstanding these 
various considerations, given the misconceptions about this business, we have decided to manage 
down Nufcor’s assets to zero. 

Finally, I would like to address our standalone investment in CNR, a coal mining 
investment in Colombia. The acquisition of CNR arose from a pre-existing exposure arising 
from a contract to purchase coal over a period of time. 

Notwithstanding the Subcommittee’s statements regarding CNR, since Goldman Sachs 
made the investment in the company, CNR has achieved the highest international standards for 
environmental and safety management, and it is the only company in the region to have done so. 

I would also note that the limited liability protections of the investment’s corporate structure, 
together with the company’s capable management team, ensure that our risk in relation to the 
investment is limited to our invested capital. 

We hope that our extensive engagement with the Subcommittee staff over these many 
months has contributed to a greater understanding of the role financial intermediation plays in 
the commodities markets, in addition to these specific areas in which you have expressed an 
interest. I look forward to answering your questions today with that same goal in mind. 


Thank you. 
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Statement of John Anderson 
Co-Head of Global Commodities Group 
JPMorgan Chase & Co. 

U.S. Senate 

Permanent Subcommittee on Investigations 
November 20, 2014 

I am John Anderson, and I serve as Co-Head of the Global Commodities Group (“GCG”) 
within JPMorgan Chase & Co. (“J.P. Morgan” or the “Firm”). I am here to discuss the history of 
J.P. Morgan’s involvement in physical commodities and the status of our ongoing divestiture of 
much of that business. While some of the topics identified by tbe Subcommittee may not be in 
my particular area of responsibility or expertise, and while for many of these I may not have any 
firsthand knowledge, I have attempted to gather the relevant information from others at the Firm 
in an effort to he as responsive and helpful to the Subcommittee as possible; accordingly, at 
times, my testimony and answers will reflect not my personal knowledge, but ratber what I 
understand from speaking with others working for J.P. Morgan. 

It is important to state at the outset that today, much of J.P. Morgan’s physical 
commodities assets and business have been sold. Last month, we closed on the sale of a large 
portion of the business to Mercuria Energy Group. In addition, the Firm has sold and continues 
to sell other portions of the business to different buyers. Going forward, J.P. Morgan’s 
commodities business will remain focused on its financial derivatives business. Its associated 
physical activities will be limited to an exchange warrants business in base metals, traditional 
bank activities involving precious metals, and a commodities finance business that may involve 
taking title to physical commodities as the underlying collateral to the financing. 

History of the Physical Commodities Business 

First, I think it would be helpful to explain how physical commodities fit into J.P. 
Morgan’s overall customer business. GCG manages a customer-driven commodity derivatives 
and commodities financial intermediation business, providing our clients with risk management 
and financing solutions for their commodity exposures. Our customers include governments, 
producers, end-users (such as airlines and auto manufacturers), intermediaries, refiners, and 
investors. 
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J.P. Morgan’s physical commodity inventory — which has included base metals, precious 
metals, and energy-related commodities — is related to these customer businesses; J.P. Morgan is 
not a user of or speculative investor in physical commodities. Rather, J.P. Morgan enters into 
physical commodity transactions in coimection with its customer-driven commodities derivatives 
business or in connection with other customer driven transactions. 

J.P. Morgan’s role as market-maker, liquidity provider, and financial intermediary 
benefits its customers. For example, an airline that needs to obtain jet fuel on a regular basis 
may want to hedge its exposure to fluctuations in the price of the fuel. By offering a financial 
derivative to the airline, J.P. Morgan’s commodities business delivers not only a hedge against 
future price fluctuations, but also a predictability that allows the airline to focus on the safe 
operation of its business. The Firm then hedges the exposure incurred by entering into an 
offsetting trade with another customer or by buying the physical commodity. 

Every day there are people who are looking to enter into a contract to purchase, in either 
the immediate or longer term, a specific amount of a commodity at a specific price. They may 
want that commodity to use it for their business or to hold it as an investment. At the same time, 
there are people who want to enter into a contract to sell, at a specific price, a specific amount of 
a commodity, either now or in the future. These people may have obtained the commodity as an 
earlier investment or they may have been the company that extracted the commodity from the 
ground. What we, and other market makers do, is to serve as a readily available counter-party 
for those who want to buy or sell. When we buy a commodity it is not for ourselves, but to 
satisfy the needs of our clients. We strive to maintain a balance between our contracts to buy and 
our contracts to sell, so that at all times our actual net position for a commodity is fairly modest 
and our risk exposure is fairly limited. This is different from those investors who, speculating 
that the price of a particular commodity will either rise or fall, build up a position — either long or 
short — in that commodity. 

J.P. Morgan’s physical commodities business involving energy-related commodities 
expanded substantially when, at the height of the Financial Crisis, the Firm, at the behest of the 
government, acquired a varied collection of assets from Bear Steams. With the sudden 
acquisition of Bear Steams — and, with it. Bear Energy — ^J.P. Morgan received ownership 
interests in nine power plants and a number of tolling agreements, among other assets. Several 
years later, J.P. Morgan separately acquired the commodities business of RBS Sempra, which 
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included two additional tolling agreements and a base metals warehousing business, among other 
assets. 

As a result of these acquisitions, J.P. Morgan has, at times, held equity interests in a small 
number of power plants over the past six years. Today, J.P. Morgan has divested or re-tolled all 
but three of the power assets acquired from Bear Steams and RBS Sempra. All three of the 
remaining power plants are passive investments and are being managed by third parties, and all 
three are either currently in the process of being sold, or marketed for sale. 

Regulatory Compliance 

At J.P. Morgan, we operate our commodities business in conformity with the applicable 
mles. We are in regular and ongoing dialogue with our regulators about our physical 
commodities business. The business is supervised by two different regulating entities: the 
Office of the Comptroller of the Currency (“the OCC”) and the Federal Reserve. First, the 
OCC — as the lead regulator of JP Morgan Chase Bank, N.A. (the “Bank), a national bank — 
oversees the physical commodities activities done within the Bank. The OCC has restricted the 
Bank’s physical commodities activities to hedging customer related derivatives business and has 
imposed an activity limit, requiring that physical activities be only a nominal percentage (5%) of 
the Bank’s overall commodities activity. These restrictions are designed to ensure that the Bank 
only engages in physical commodities activity to support its financially settled customer business 
and that only a small amount of overall activity in the Bank is in the physical markets. 

The Federal Reserve regulates J.P. Morgan’s physical commodities activities in bank 
holding company subsidiaries (outside the Bank) and requires that the market value of physical 
commodities held by J.P. Morgan’s holding company (and its subsidiaries) as complementary 
activities not exceed 5% of its consolidated Tier 1 capital. This 5% limit applies to all 
complementary physical commodity activities approved by the Federal Reserve. 

The Federal Reserve’s 5% limit does not include commodities positions held in the Bank 
pursuant to the authority granted by the OCC and it also does not include precious metals for 
which the Bank has express statutory authority. Even if the Bank’s risk position, outside of gold 
and silver, was to be factored into the F ederal Reserve’s calculation, there would be little to no 
impact upon its risk profile. Further, the Federal Reserve requires that it be notified if the market 
value of such commodities exceeds 4% of Tier I capital. Whereas the OCC’s limit is an activity 
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limit, the Federal Reserve’s limit is a prudential limit aimed at limiting the overall market risk of 
the holding company’s physical commodities inventory. 

J.P. Morgan’s compliance with the Federal Reserve’s limit is reported monthly, and the 
OCC, per its request, receives reports from J.P. Morgan on a quarterly basis (though the relevant 
activity is calculated daily). In addition, J.P. Morgan meets quarterly with both regulating 
entities, providing the regulators with a broader picture of the status of its overall commodities 
business, including its activities in physical commodities. 

J.P. Morgan has never reached the Federal Reserve’s limit, and its holdings have only 
reached the 4% reporting threshold on a few occasions. With regard to the OCC’s 5% limit, and 
as a result of a large client-initiated trade, J.P. Morgan exceeded this limit in December 2011. 
This was and is the only time that J.P. Morgan has exceeded the OCC limit in the roughly 20 
years it has been in place. J.P. Morgan immediately took steps to get back under the limit, and 
was in regular communication about this matter with both the OCC and the Federal Reserve 
during this time. Today, J.P. Morgan has an enhanced escalation process in place in the event 
that the Bank’s activity would approach the OCC’s limit. 

J.P. Morgan is and has always been committed to candor and transparency with its 
regulators. At no time has it been J.P. Morgan’s intent to misrepresent the relevant facts or 
circumstances, or to circumvent the applicable Federal Reserve or OCC limits. 

Risk Management 

J.P. Morgan has a robust risk management program that, within GCG, has been tailored 
to its activities — or, in many cases, prior activities — involving physical commodities. Before 
describing this comprehensive program, it is important to note that, going forward, the topic of 
operating risk management will become simplified because of the Firm’s decision to divest much 
of its physical commodities business. 

The overall risk framework first consists of pre-operating controls, which include, among 
other things, hiring skilled personnel who have had specific prior operational experience 
regarding the relevant physical commodities and maintaining a comprehensive Operating Risk 
Committee approval process for proposed new business initiatives. 

Second, GCG employs strenuous operating controls for ongoing activities, which include 
policies imposing strict standards that must be used by third party vendors retained by GCG to 


4 



281 


work with physical commodities. For instance, if GCG had chartered a ship to transport oil (an 
activity in which J.P. Morgan is no longer involved), that ship would have been operated by a 
vetted and qualified third party vendor, not by J.P. Morgan. Further, the actual owners and/or 
operators — and not J.P. Morgan — would have carried the primary liability for any incidents. 
Third, GCG also maintains, as part of its risk management program, comprehensive post- 
operating controls regarding incident management, including a customized, stand-alone 
emergency response procedure. 

By these steps, GCG has sought to mitigate any unintended event related to its physical 
commodities business, and also any potential exposure for J.P. Morgan that could arise following 
such an event. In addition, GCG carries a significant level of insurance as an additional layer of 
protection. This insurance coverage includes (as of July): $1 .45 billion in coverage for offshore 
marine and cargo owner liability; $500 million in coverage for onshore marine liability; and 
another combined $650 million in coverage for all-risks cargo, terrorism, and pollution/legal 
liability. 

Even if — notwithstanding the risk management program described above — an event 
occurred and liability was ascribed in excess of GCG’s robust insurance coverage, J.P. Morgan 
maintains a sufficient amount of operational risk capital across the Firm, as determined by the 
Federal Reserve, to address such a contingency. 

Copper 

Finally, the Subcommittee has asked about J.P. Morgan’s involvement with copper, 
including the Firm’s prior plans to launch an exchange traded fund (“ETF”) backed by physical 
copper. Contrary to some erroneous media speculation several years ago, the consideration of 
issuing a copper ETF was separate and apart from J.P. Morgan’s customer-driven physical 
commodities business. J.P. Morgan did not amass a copper inventory in anticipation of the 
previously-proposed ETF, nor did it ever attempt to do so. In no uncertain terms, all of J.P. 
Morgan’s copper trading is related to its customer-driven physical commodities business, and it 
does not engage in proprietary trading in copper (or any other physical commodity). While J.P. 
Morgan considered, but never launched, a copper ETF, there are no current plans to move 
forward with this product. In any event, I understand that even if we were ever to do so, further 
regulatory approvals would be necessary, and would only be undertaken in consultation with the 
appropriate regulators. 

I am happy to respond to any questions you may have. Thank you. 
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Written Testimony of 

Saule T. Omarova, Professor of Law, Cornell University 

Before the U.S. Senate Committee on Homeland Security and Governmental Affairs, 
Permanent Subcommittee on Investigations 
(November 21, 2014) 

Financial Holding Companies’ Activities in Physical Commodity Markets: Key 
Issues from the Perspective of U.S. Banking Law and Policy 

1 am a Professor of Law at Cornell University, where I teach subjects related to U.S. and 
international banking law and financial sector regulation. Prior to becoming a law professor, I 
practiced law in the Financial Institutions Group of Davis Polk & Wardwell and served as a 
Special Advisor on Regulatory Policy to the U.S. Treasury’s Under Secretary for Domestic 
Finance. Since entering the legal academy in 2007, 1 have written articles examining various 
aspects of U.S. financial sector regulation, with a special focus on systemic risk containment and 
structural aspects of U.S. bank regulation. In 2013, 1 published an article examining the legal and 
regulatory authority and potential implications of large U.S. financial holding companies’ 
growing involvement in physical commodity and energy markets.' On July 23, 2013, 1 testified 
before the Senate Committee on Banking, Housing, and Urban Affairs, 

Subcommittee on Financial Institutions and Consumer Protection, in a hearing on “Examining 
Financial Holding Companies: Should Banks Control Power Plants, Warehouses, and Oil 
Refineries?"^ 

This written submission incorporates some of the key arguments laid out in my article and prior 
congressional testimony, and examines important additional factors that merit attention in light 
of various market and regulatory developments since July 2013. In particular, this submission 
addres.ses some of the principal arguments repeatedly advanced by financial industry 
representatives and other interested private parties denying the need for regulatory action in this 
area. 


I. Why Banking Organizations’ Participation in Physical Commodity Markets 
Raises Legal and Policy Issues: Some (Relevant) History on the Separation of 
Banking from Commerce 

One of the core principles underlying and shaping the elaborate regime of U.S. bank regulation is 
the principle of separation of banking and commerce, which generally prohibits banks and their 
corporate parent- and sibling-companies from engaging in non-financial businesses. The 
existence of an explicitly legislated “wall” between banking and commerce is the fundamental 


^ Saule T. Omarova, The Merchants of Wall Street: Banking, Commerce, and Commodities, 98 Mtnn. L. Rev. 265 
(2013), [hereinafter, "'Merchants’’], available at htlD://papers.5sm.com/sol3/papers.cfm?abstract id=2180647. 

^ Written Testimony of Sauie T. Omarova, Associate Professor of Law, University of North Carolina at Chapel Hill, 
before the Senate Committee on Banking, Housing, and Urban Affairs, Subcommittee on Financial Institutions and 
Consumer Protection (July 23, 2013) (hereinafter, the "2013 Testimony"), available at 

http://www.banking.senate.gov/public/index.cfm?FuseAction=Fi[es.View&FHeStore id-6d49a599-f7dc-4clf-9455- 
fa8d891f04c6 . 
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structural factor distinguishing the U.S. from many European and Asian countries.^ In contrast to 
the European “universal bank” model, for example, the default rule for U.S. banking entities is 
that they are not allowed to conduct purely commercial activities. Any permissible commercial 
activity is an exception to that basic rule, which must be granted by or recognized under the 
relevant law governing individual banking entities’ business. 

Therefore, for any U.S. banking organization, a decision to participate in the production, 
processing, transporting, storing, and trading physical commodities - all purely commercial 
activities - is never just a matter of their own or their clients’ profitability or convenience: it is, 
first and foremost, a matter of their legal authority. In order to enter the physical commodities 
supply chain, at any point and in any capacity, a bank or any bank-affiliated company has to find 
a specific legal or regulatory authorization to do so. 

What this means is that, under U.S. law, these types of business decisions are deemed too 
important to be left purely to individual banks' managers or private owners and, instead, are 
inextricably and fundamentally linked to broad considerations of public policy. That same 
fundamental premise must inform and guide the much-needed discussion of where to draw the 
line between permissible and impermissible commodities activities of U.S. banking entities in 
today’s complex financial system. 

However, since the summer of 2013, when the controversy over certain large U.S. banking 
institutions’ growing commodity merchant busines.scs moved to the forefront of policy debate, 
the banking industry and its representatives - including powerful financial industry trade 
associations and prominent private law firms - have been trying to subvert and confuse the 
discussion by, among other things, misrepresenting what is at stake. 

One of their fundamentally misleading arguments implies that the U.S. legal prohibition on 
mixing banking and commerce is not a significant barrier to allowing banks to drill for oil."* To 
support this claim, they cite selectively to various bits of ancient and medieval European and 
Asian history as proof that there is nothing “radically new” - meaning, “nothing worrisome” - 
about JPMorgan selling electricity to Californians or Goldman Sachs controlling aluminum 
supplies to U.S. beer-brewers. This is a meaningless claim that serves only to distract from the 
real policy questions in the debate. Sampling of ancient foreign history is irrelevant as an 
argument about the proper application of current U.S. statutes and regulations.® 

Perhaps aware of that obvious weakness, the same banking industry experts advance another 
logically specious claim that the principle of separation ofbanking from commerce is somehow 


^ See Bernard Shul!, The Separation af Banking and Commerce in the United States: An Examination ofPrincipot 
Issues, 8 Fin. Markets, Institutions & Instruments 1 (1999). 

See, e.g., Securities industry and Financial Markets Association, American Bankers Association, Financial Services 
Forum, Financial Services Roundtable, Institute of International Bankers, Comment Letter on the Advonce Notice of 
Proposed Rulemaking on Complementary Activities, Merchant Bonking Activities, and Other Activities of Financial 
Holding Companies Related to Physical Commodities (Docket no. R.1479; RIN 7100AE-10), April 16, 2014 
[hereinafter, the "Trade Associations' Comment"). The following discussion addresses the industry's history-based 
arguments contained primarily in Part II of the Trade Associations' Comment. 

^ It's also worth noting that, in addition to being irrelevant, these industry proponents' narrative conspicuously 
ignores various "inconvenient" episodes in the European history. For example, in 1374, the Venetian Senate 
specifically prohibited bankers from dealing in copper, tin, iron, lead, saffron, and honey - an early instance of 
prudential and market conduct regulation aiming to prevent banks from excessive risk-taking and monopolizing 
trade in these commodities. See Shull, supra footnote 3, at 3. 
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not legally binding (and perhaps even non-existent), simply because there have always been 
some limited exceptions to its application in practice. In lieu of supporting evidence, they simply 
describe various ways in which banks and securities firms in the past pushed against various 
regulatory boundaries, mostly unrelated to commodities, which finally led to the passage of the 
Gramm-Leach-Bliley Act in 1 999 - an event this argument treats as something akin to the end of 
history, a naturally pre-ordained conclusion of the long journey from ancient Egypt to President 
Clinton’s desk. 

Incredibly, this narrative almost completely - and it seems deliberately - fails to mention the two 
key federal statutes that established the legally binding line between banking and commerce: the 
National Bank Act of 1 863 and the Bank Holding Company Act of 1956. It is these statutes that 
embody most clearly the principle of separating banking from commerce - which is very much 
alive today - and articulate the main public policy objectives of such separation. A naiaative that 
deliberately ignores that crucial part of the history of U.S. banks’ involvement in commodity 
markets is hard to take seriously as offered in good faith. 

Altliough this written statement does not seek to present a full historieal aceount of U.S. banks’ 
commodities activities, it is important to set the record straight by discussing briefly the genesis 
of and policy rationale behind the legal .separation of banking and commerce in the United 
States. 

The principle of separation of banking from commerce has always been a fundamental feature of 
the U.S. banking system. Early American banks were chartered by state legislatures, and these 
legislative grants typically limited chartered banks’ business activities by prohibiting them from 
“dealing in merchandise.”'^ In 1 825, New York became the first state to adopt a legal definition 
of banking powers and to expressly prohibit any activity not affirmatively allowed by the 
statute.^ Throughout most of the I9‘'’ century, despite the widespread adoption of general 
corporation laws giving rise to the modern corporate form, banks remained subject to restrictive 
special chartering that defined the nature of the enterprise. An important factor underlying the 
persistence of special bank charters was the recognition that banking was essentially an exercise 
of “public powers” that had to be granted with an explicit view toward a public purpose.* 

When Congress created the federal bank charter in 1863-64, it followed New York’s approach: 
the famous “bank powers clause” of the National Bank Act generally limits national banks only 
to activities within a relatively narrow band of “the business of banking.”’ Since then, U.S. banks 
have been operating within the boundaries of that clause, which imposed an explicit statutory 
limit on their ability to move into commercial activities. To evade this legal prohibition, U.S. 
banks began developing various forms of entity arbitrage, including the formation of legally 
separate holding companies that were not technically subject to the bank powers clause and, 
therefore, could conduct bank-impermissible financial and non-financial activities.'” The early 
20”’ century saw many of these arbitrage techniques end in financial panics, political scandals, 
and legislative reforms. The break-up of the “money trusts” and the subsequent birth of U.S, 


Ud. at 7. 

Ud. 

® Id. at 8. 

= 12U.S.C, §24 (Seventh). 

For a discussion of the rise of bank holding companies in the early 1900s and the history of the U.S. bank holding 
company regulation, see Saule T. Omarova & Margaret E. Tahyar, That Which M/e Call a Bank: Revisiting the History 
of Bank Holding Company Regulation in the United States, 31 Rev. Banking & Fin'l L. 113 (2011-12). 
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federal antitrust regulation and the Federal Reserve System were, to a great extent, responses to 
these developments. 

The next step in this process came on the heels of the Great Depression and the New Deal 
reforms of the 1 930s, which further limited bank powers, this time by prohibiting deposit-taking 
institutions from dealing and underwriting corporate securities and from affiliating with 
securities firms. At the same time. Congress established the federal deposit insurance system - a 
critically important element of U.S. bank regulation and a powerful embodiment of the 
inherently public-private nature of modern banking. The federal government’s extraordinary step 
of directly guaranteeing banks’ private liabilities to their depositors significantly raised the 
public-policy salience of keeping banking - now, an explicitly publicly subsidized business -- 
separate from general commerce. 

Yet, the New Deal legislation, including the famous Glass-Steagall Act, did not explicitly 
preclude banks - especially the more aggressively growth-oriented large “money -center” banks - 
from using the holding company structure to engage, albeit indirectly, in purely commercial 
activities. In the aftennath of the World War 11, a number of large banks pursued aggressive 
growth through holding company acquisitions of additional banks and commercial enterprises - 
a trend that ultimately led Congress to pass the Bank Holding Company Act of 1956 (the 
“BHCA’’), the single most important modem federal statute explicitly operationalizing the 
traditional U.S, policy of separating banking from commerce." Under the BHCA, all bank 
holding companies (“BHCs”) - i.e., companies that own or control U.S. banks - are generally 
restricted in their ability to engage in any business activities other than banking or managing 
banks, although they may conduct certain financial activities “closely related” to banking 
through their non-depository subsidiaries.'^ 

The BHCA is designed to address the key policy reasons underlying the long-standing U.S. 
principle of separation of banking from commerce. Traditionally, these policy reasons have 
included the needs (1) to preserve the safely and soundness of the U.S. banking system (by 
shielding depository institutions from risks associated with commercial activities); (2) to ensure a 
fair and efficient flow of credit to productive economic enterprise (by, among other things, 
preventing unfair competition, market manipulation, and bank conflicts of interest); and (3) to 
prevent excessive concentrations of financial and economic power in the financial sector. In my 
prior writings, I have elaborated more fully on each of these traditional policy objectives.'^ For 
present purposes, it is impoitant to re-emphasize that the BHCA was born as a fundamentally 
antitrust, anti-monopoly, anti-horizontal-inicgration law, concerned at least as much with the 
integrity of the nation’s credit market as with the stability of the U.S. banking system. 

Since the passage of the BHCA in 1956, U.S. banking organizations wishing to conduct any 
commodities activities have had to find their way around the Act’s prohibitions and fit their 
commodities operations into specific statutory or regulatory exemptions.'’' These efforts 


” Bank Holding Company Act of 1956, Pub. L. No. 84-511, §§ 1*12, 70 Stat. 134, 135 (1956). 

12U.S.C. §§1841-43. 

See Omarova, Merchants, supra note 1; Omarova, 2013 Testimony, supra note 2. 

Both the National Bank Act and the BHCA contain certain limited exceptions to their genera! restrictions on 
permissible activities of banks and BHCs. The line separating banking from commerce has never been completely 
impenetrable in practice. Yet, that fact does not lend support to arguments denying the existence or fundamental 
significance of the separation of banking from commerce as a matter of U.S. law. The very existence of such 
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intensified greatly beginning in the I980s-I990s, when significant changes in financial markets - 
such as the listing of the first standardized oil futures and the creation of over-the-counter 
commodity derivatives - prompted Wall Street firms to start actively trading and dealing in 
commodity-linked financial instruments. Elsewhere, I describe in detail how, beginning in the 
mid-1 980s, some of the largest U.S. commercial banks lobbied the Office of the Comptroller of 
the Currency (“OCC”) to allow them to enter into commodity-linked derivatives contracts,'^ The 
OCC, eager to help national banks to compete against .securities firms, adopted an increasingly 
broad interpretation of the bank powers clause in the National Bank Act and ultimately allowed 
banks to trade in commodity derivatives and, subject to certain conditions, to make and take 
delivery of the underlying physical commodities.'^ For present purposes, however, the key 
takeaway is not the OCC’s questionable interpretation of the statutory language but rather the 
underlying premise: in order to be able to trade even commodity derivatives - financial 
instruments, not physical materials - U.S, banks needed an explicit regulatory permission. This 
is hardly the kind of legal system in which statements to the effect that “banks have always 
traded in commodities” or “commodities have always been treated the same as paper money” are 
even remotely true,'^ This is a legal system in which no bank could safely assume its “natural” 
historical or legal right to trade paper referencing commodity risk, let alone start drilling for oil 
or storing aluminum. 

Not surprisingly, in the 1980s- 1990s, the banking industry also began actively lobbying for 
relaxation of the B! ICA limitations on BMCs’ activities, both financial and non-financial. Prior 
to 1999, the history of amendments to the BHCA largely refiecled the familiar dynamics, where 
a statutory prohibition prompted the industry to arbitrage around it, which led to a new round of 
legislation to close specific loopholes, and so on. One classic example of such a loophole-closing 
amendment to the BHCA was the 1970 repeal of the “one-bank holding company” exemption 
that allowed companies controlling a single U.S. bank to avoid regulation as BHCs. 
Congressional resolve to continuously enhance the statutory regime by preventing entity 
arbitrage proves that keeping banks out of non-financial businesses remained a strong federal 
policy priority. The Federal Reserve, an agency in charge of administering the BHCA, was 
especially cautious about BHCs’ moving into the physical commodities business. For instance, in 
1997, despite industry lobbying, the Federal Reserve refused to add the acceptance and delivery 
of physical commodities under derivatives contracts to the regulatory list of BHC-permissible 
activities “closely related to banking.”'* 

The most significant set of amendments to the BHCA came in 1999, when Congress passed the 
Gramm-Leach-Bliley Act (the “GLBA”), a statute that partially repealed the Glass-Steagall Act. 
The GLBA amended the BHCA to allow certain BHCs qualifying for the status of “financial 
holding company” (“FHC”) to conduct broader activities that are “financial in nature,” including 


statutory exceptions underscores the supremacy of the main rule that banking and commerce are not to be mixed 
freely. 

Sauie T. Omarova; The Quiet Metamorphosis: How Derivatives Changed the “Business of Banking", 63 Miami L. 
Rev. 1041 {2009). 

Id. 

For examples of this type of claims, see Trade Associations' Comment, supra note 4, Part il. 

The Federal Reserve, however, added these activities to its regulatory "laundry list" in 2003. Fora more detailed 
discussion, see Omarova, Merchants, supra note 1, at 299-301. 
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securities dealing and insurance underwriting.'^ In addition, the GLBA created important new 
authorizations for FHCs to conduct certain commercial activities. 

II. Why the Current Legal and Regulatory Framework for FHCs’ Commodity 

Activities Is Inadequate: the Unforeseen Effects of the Gramm-Leach-Bliley Act 

Under the BHCA, as amended by the GLBA, there are currently three main sources of legal 
authority for FHCs (i.e., diversified financial groups that can control under one corporate roof 
commercial banks, securities firms, insurance firms, and other non-bank subsidiaries) to conduct 
purely commercial activities, despite the general separation of banking from commerce: (I) 
merchant banking authority; (2) “complementary” powers; and (3) “grandfathered” commodities 
activities. In order to engage, directly or through any subsidiary, in any non-fmancial, commercial 
activity - including producing, refining, storing, transporting, or distributing any physical 
commodity - an FHC has to “fit” that activity within the legal confines of at least one of these 
three statutory exceptions created by the GLBA. In that sense, the GLBA did not fundamentally 
alter the basic premise of the BHCA scheme. On the contrary, these new provisions have always 
been framed as merely opening some new “doors” in the wall separating banking from commerce, 
not demolishing the wall itself.^** 

The real question, however, is whether the,se three statutory exceptions to the general rule are being 
implemented in a cautious and prudent manner, so as to achieve their stated goals without causing 
unanticipated damage to the broader regulatory scheme of the BHCA. That is precisely the 
question that the financial industry advocates do not want us to ask. According to them, the 
formally stated statutory conditions on the exercise of each of these three authorities are, by 
themselves, a sufficient safeguard and practical proof that large U.S. FHCs - such as JPMorgan, 
Goldman Sachs, and Morgan Stanley, for example - arc actually conducting their physical 
commodities businesses (whatever those might be) in a safe and sound manner, fully consistent 
with the interests of the American taxpaying public. In other words, the argument goes, because 
the statute says FHCs are not to take these new powers too far, their new powers are not - and 
cannot possibly be - taken too far in the real worldf^ 

Despite its facially flawed nature, this type of claim is widespread and insidious enough to warrant 
a brief explanation why it is not an effective argument against the need to re-examine, in light of 
our collective experiences in the past fifteen years, the practical impact of the GLBA on the system 
of separation of banking from commerce, 't hree simple points should sulTice: 

First, what the law says and what the hanks do (to comply with it and to evade it) are not the same 
thing: if they were, we would not need law enforcement or bank supervision. 


12U.S.C. §184.t(k)(l)(A). 

For a detailed description of the GLBA provisions governing FHCs' physical commodity activities, see Omarova, 
Merchants, supra note 1, at 278-292. 

’’ This is the distilled logical essence of numerous arguments and claims advanced repeatedly by various pro- 
industry actors. Again, the Trade Associations' Comment represents the most convenient compilation of these and 
other arguments. See supra note 4. Of course, the well-paid and credentialed industry advocates are careful not to 
state their position in a way that would clearly expose its basic flaws. To the contrary, their claims are usually 
lengthy, repetitive, and exceedingly technical-sounding, with meticulous cites to specific sub-sections of the 
statute. Yet, they often merely restate various forma! requirements of the statute and then make a logical leap to 
conclude that there are, in fact, strong practical limits to FHCs' ability to build physical commodity empires. 
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Second, Ihe wording and the legislative history of the GLBA provisions allowing FHCs to conduct 
commercial activities often create significant ambiguity with respect to the precise scope of whaf s 
allowed. And such ambiguities can be easily exploited to push the statutory exceptions farther than 
originally intended. 

Third, the Federal Reserve exercises significant regulatory discretion in interpreting and 
implementing the GLBA provisions governing FHCs’ physical commodities activities. 
Understanding how the statute translates into practice, therefore, necessarily involves conducting 
an inquiry into the Federal Reserve’s decision-making process. 

As I have noted in my previous writings on the matter, the shortage of detailed public information 
on large FHCs’ physical commodities activities and on the Federal Reserve’s internal policy- 
formulation processes makes it difficult for an outsider to make a full assessment of how effective 
or ineffeetive the GLBA framework is in today’s world of financial super-intermediaries. 
Nevertheless, there are plenty of reasons to doubt that the current legal and regulatory regime 
effeetively safeguards the traditional U.S. policy of separating banking from commeree. In other 
words, there is considerable doubt whether the three GLBA-created “doors” in the venerable wall 
between banking and commerce can protect that wall from being effectively demolished in 
practice.” 

Merchant Banking 

Prior to 1999, a BHC was generally permitted to make passive private equity investments in any 
commercial company only if such investments did not exceed 5% of such company’s voting 
securities.^’’ In the 1 990s, banks viewed this as a major competitive disadvantage that kept them 
from making potentially lucrative private equity investments in start-up Internet and high-tech 
companies. Section 4(k)(4)(H) of the BHCA, added by the GLBA, sought to remedy that 
situation by permitting FHCs to acquire or control, directly or indirectly, up to 100% of the 
ownership interest in any commercial entity under the “merchant banking” authority. 

The statute does not define the term “merchant banking.” In 2001 , the Federal Reserve and the 
Department of Treasury jointly issued a rule (the “Merchant Banking Rule”), which defines 
“merchant banking” as a catch-all authorization for FHCs to invest in commercial enterprises, as 
long as any such investment meets several requirements.’'' Thus, the investrnent cannot be held 
through an FHC’s bank-subsidiary and must be sold within 10-15 years after the acquisition 
(barring any special circumstances). The investment must be made “as part of a bona fide 
underwriting or merchant or investment banking activity” (i.e., it must be a financial investment 
for the purpose of appreciation and ultimate resale). Furthermore, an FHC cannot “routinely 
manage or operate” any portfolio company in which it has made ihe investment, except as may 
be necessary in order to obtain a reasonable return on investment upon resale. 

These requirements were designed to ensure that FHCs use the merchant banking powers to 
facilitate their financial intemiediation activities, as opposed to getting involved in the 


The following discussion of the three specific sources of the FHCs' statutory authority to conduct physical 
commodity activities is based on Saule T. Omarova, Beyond Finance: Permissible Commercial Activities of U.S. 
Financial Holding Companies, in An Unfinished Mission: Making Wall Street Work for Us, A Rfport by Americans for 
Financial Reform & The Roosevelt Institute, ed. by Mike Konczal& Marcus Stanley (2013), pp. 110-25. 

“12U.S.C. § 1843(cX6).(7). 

12 C.F.R. § 225.170(a). 
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commercial businesses of companies in which they invest. Although an FHC is permitted to 
acquire full ownership of a commercial firm, the principal purpose of its investment must remain 
purely financial: making a profit upon subsequent resale or disposition of its ownership stake. 

The real question is whether, in practiec, FHCs comply with the rule’s formal requirements while 
circumventing its intended purpose - that is, to what extent they are able to use merchant 
banking authority as a means of engaging in impermissible commercial activities. For instance, 
in general discussions of FHCs’ merchant banking activities, the statutory prohibition on 
“routinely managing” portfolio companies is often understood as a requirement - and an 
effective assurance of a purely passive “arm’s length” relationship between an FHC and 
commercial entities it controls under that authority. Yet, this is not necessarily the case. The 
regulators interpreted the tenn “routinely managing” narrowly, leaving ample opportunities for 
FHCs to exercise decisive managerial control over their portfolio companies - and, in effect, to 
engage in such portfolio companies’ non-financial business. Linder the Merchant Banking Rule, 
the indicia of impermissible “routine management” of a portfolio company include certain kinds 
of “executive officer” interlocking and explicit contractual restrictions on the portfolio 
company’s ability to make routine business decisions (e.g., hiring non-executive personnel or 
entering into transactions in the ordinary course of business).^^ Examples of permissible 
arrangements that do not constitute “routine managemenf’ include contractual agreements 
restricting the portfolio company’s ability to take actions not in the ordinary course of business; 
providing financial, investment, and management consulting advice to, and underwriting 
securities of, the portfolio company; and meeting with the company’s employees to monitor or 
advise them in connection with the portfolio company’s performance or activities,^'’ FHCs can 
also elect any or all of the directors of any portfolio company, as long as the board does not 
directly run the company’s day-to-day operations. The last condition means merely that the 
portfolio company must employ officers and employees responsible for routinely managing and 
operating its affairs.^’ 

Thus, unwrapping regulatory interpretation of the statutory language reveals that FHCs enjoy 
considerable flexibility in directing business affairs of portfolio companies in which they invest 
pursuant to merchant banking authority. In practice, it is not difficult to structure an FHC’s 
relationship with any particular commercial entity in a way that avoids formal indicia of “routine 
managemenf’ but gives it effective control over important substantive aspects of that entity’s 
business - for the sake of actually engaging in that business rather than simply financing it. 

“Complementary” to Financial Activities 

The GLBA also authorizes FHCs to conduct commercial activities determined by the Federal 
Reserve to be “complementary” to a financial activity. The Federal Reserve must determine that 
any such complementary activity does not “pose a substantial risk to the safety or soundness of 
depository institutions or the financial sy.stem generally.”^* Once again, however, the statute does 
not define what “complementary” means. 

Procedurally, the Federal Reserve makes these determinations on a case-by-case basis. Any FHC 
seeking to engage in any commercial activity it believes to be “complementary” to a financial 


“ 12 C.F.R. § 225.171(b)(1). 
“12C,F.R. § 225.171(d)(2),(3). 

12 C.F.R. § 225. 171(d)(1). 
’'*12U.S.C.§ 1843(k)(l). 
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activity must apply for the Federal Reserve’s prior approval and provide detailed information 
about the proposed activity, in making its determination, the Federal Reserve is required to make 
a specifie finding that the proposed activity would produce public benefits that outweigh its 
potential adverse effeets. The statutory list of such public benefits ineludes “greater eonvenience, 
increased competition, or gains in efficiency The Federal Reserve must balanee these benefits 
against such dangers as “undue concentration of resources, decreased or unfair competition, 
conflicts of interests, unsound banking practices, or risk to the stability of the United States 
banking or financial system.”^® This list of potential dangers directly channels the policy 
concerns underlying the principle of separation of banking from commerce, which indicates 
Congress’s intention to limit FHCs’ potential expansion into commercial sphere. Yet, the 
statutory language leaves too many opportunities for interpreting “public benefits” too broadly 
and potential risks too narrowly. 

The legislative history of this provision shows that the industry deliberately sought the inclusion 
of the “complementary” clause as an open-ended source of legal authority for banking 
organizations to engage in any commercial activities that may become feasible or profitable in 
the future. Again, banks’ real goal was to be able to invest in internet and high-tech companies. 
Yet, the industry framed the congressional debate on “complementary” activities as a debate 
primarily about low-risk, low-profile activities, such as publishing travel magazines and using 
back-office over-capacity to offer telephone help lines.^' 

After 1999, the banking industry found other, less innocuous-looking uses for this 
“complementary” power, such as physical commodity and energy trading.^^ Beginning in 200.3, 
the Federal Reserve issued several orders allowing Citigroup. JPMorgan, Bank of America, and 
other FFiCs to trade in a wide range of physical commodities as an activity “complementary” to 
their commodity derivatives businesses. In making its determinations, the Federal Reserve 
routinely equated the "‘public benefits” of proposed activities with the primarily private benefits 
to individual FFICs: their enhanced competitiveness and profitability.’* With respect to potential 
adverse effects, the orders typically briefly noted the absence of any “substantial risks” to the 
safety and soundness of the FUC or the U.S. financial system. 

The main safety-and-soundness limitation the Federal Reserve imposed on these activities was 
the prohibition on FFIC ownership or operation of Facilities for the extraction, storage, 
processing, or transportation of physical commodities. In response, FHCs developed ways to 
obtain effective operational control of power plants and oil refineries through contractual 
arrangements. And when, in the wake of the recent crisis, three large FHCs - Goldman Sachs, 
Morgan Stanley, and JPMorgan - emerged as major commodity merchants and owners of oil 


» 12U.S.C. § 1843(j)(2)(A). 

For an in-depth discussion of the legislative history of the GLBA provisions granting FHCs authority to conduct 
physical commodities activities, see Omarova, Merchants, supra note 1 , at 278-292. 

Between 200.1 to 2013, the Federal Reserve approved only one other type of activity - certain disease 
management and mail-order pharmacy services - as complementary to a financial activity of underwriting and 
selling health insurance. Wellpoint, Inc., 93 Fed. Res. Bull. C133 (2007). 

See, e.g., Citigroup, Order Approving Notice to Engage in Activities Complementary to a Financial Activity, 89 
Fed. Res. Bull. 508 (2003). 
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pipelines and metals warehouses, the Federal Reserve’s original line-drawing began to seem 
even less relevant in practice.^* 

More generally, this seleetive expansion of large FHCs into commodities and energy - vitally 
important and volatile sectors of the economy, inherently vulnerable to market manipulation and 
speculative bubbles - raises fundamental questions as to whether the vague regulatory concept of 
“complementarity” imposes meaningful limits on banking organizations’ commercial activities. 
Ultimately, any economic activity can be viewed as “complementary” to finance, simply by 
virtue of the universality of finance itself. How do we know where to stop? 

“Grandfathered” Commodity Activities 

The third source of authority for FHCs to enter commerce is Section 4(o) of the BHCA, which 
authorizes any company that becomes an FHC after November 12, 1999, to continue “activities 
related to the trading, sale, or investment in commodities and underlying physical properties,” if 
that company “lawfully was engaged, directly or indirectly, in any of such activities as of 
September 30, 1997, in the United States.”'^^ 

On its face. Section 4(o) seems to allow a qualifying FHC to conduct virtually any kind of 
commodity trading and any related commercial activities (for example, owning and operating oil 
terminals and metals warehouses), if it happened to conduct any commodities business - even if 
on a very limited basis and/or involving different kinds of commodities - prior to the 1997 cut- 
off date. Potentially, so broadly stated an exemption may open the door for large financial 
institutions to conduct sizeable commercial activities of a kind typically not allowed for banking 
organizations. 

The statute requires that the FHC’s aggregate consolidated assets attributable to commodities or 
commodity-related activities, not otherwise permitted to he held by an FHC, not exceed 5% of 
the FHC’s total consolidated assets (or such higher percentage threshold as the Federal Reserve 
may authorize).^^’ Although this statutory 5% limit on the FHC’s total consolidated assets 
attributable to grandfathered commodities activities seems to operate as a built-in brake on a new 
FHC’s purely commercial activities in various markets for physical commodities, its practical 
significance is subject to considerable doubt. In absolute terms, even such a small fraction of 
total consolidated assets of a large FHC (with a trillion-dollar balance sheet) may allow for a 
considerable expansion of its commercial business of owning, producing, transporting, 
processing, and trading physical commodities. Perhaps even more importantly, the language of 
the provision may be read as capping only those physical commodity assets for which a 
qualifying FHC cannot find an alternative authorization, either under its merchant banking or 
“complementary” powers. In that sense, such grandfathered commodity operations may be 
viewed by the interested FHCs as a generous extra “add-on” to various (capped or uncapped) 
physical commodity operations “otherwise permitted” to them under the GLBA regime. 

Generally, this kind of extreme open-endedness of the statutory language creates a fundamental 
ambiguity and raises a critical question: Does a mechanically permissive reading of the plain 
words of the statute properly reflect the original legislative intent? Does the word “continue,” for 
instance, refer only to a temporal factor (“proceed without interruption”) or does it also 


For a detailed discussion, see Omarova, Merchants, supra note 1, at 299-3.32. 
” 12U.S.C. § 1843(o)(l). 

3= 12 U.S.C. § l843(o)(2). 
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implicilly limit the scope of the activities to be grandfathered (“only activities already under way 
before the cut-off date would be allowed to continue without interruption”)? 

I have discussed at length the curious legislative history of Section 4(o) in my prior writings.^’ 
For present purposes, suffice it to say that the legislative history provides no support for the 
financial industry advocates’ claims that Congress in 1999 deliberately sought to allow firms like 
Goldman Sachs and Morgan Stanley to gain full access to the public subsidy available to 
banking organizations and, with the federal government’s explicit backing, to start accumulating 
control over oil, gas, electricity, copper, aluminum, grain, or any other commodity market they 
might view as offering profitable opportunities at any future time. In fact, former Representative 
Jim Leach was recently quoted as saying, “I assume no one at the time would have thought it 
would apply to commodities brokering of a nature that has recently been reported."^* 

Normally, ambiguous statutory provisions are interpreted by the regulatory agency in charge of 
administering the relevant statute. Unfortunately, the Federal Reserve has never interpreted the 
commodity grandfathering clause of the Gl.BA. The clause remained largely unnoticed until 
Morgan Stanley and Goldman Sachs, which became BHCs in September 2008, claimed it as the 
legal basis for keeping and aggressively expanding their vast operations in physical commodities 
and energy markets. Yet, even in the face of this radical shift in the scale and scope of mixing 
banking with commodities business, the Federal Reserve refrained from exercising its power to 
resolve the ambiguities in the “grandfather” clausc.^^ Not surprisingly, the controversy over this 
issue added a particular sense of urgency to the recently reignited public debate on the proper 
limits of banking institutions’ non-financial activities - and the dangers of failing to police these 
limits in practice. 


III. Why FHCs’ Physical Commodity Activities Raise Potentially Serious Public 
Policy Concerns: The Stakes in the Debate 

Despite the financial industry advocates’ attempts to deny or diminish the game-changing nature 
of the OLBA with regard to mixing banking with physical commodities trade, the fact remains 
that U.S. banking conglomerates began aggressively expanding the seope and scale of their 
direct involvement in commodities markets in the early 2000s. The ready availability of new 
sourees of legal authority to conduct commodities operations was especially convenient at that 
time, given the beginning of a major global commodities “super-cycle” and the market void left 
by the failure of Enron, the company that created a lucrative new business model combining 
large-scale physical energy trading with dealing in related derivatives. The story of large U.S. 
FHCs’ transformation into global commodity merchants of the Enron variety is, by now, well- 


See Omarova, Merchants^ supra note 1 , at 289-292. 

^ MattTaibbi. The Vampire Squid Strikes Again: The Mega Banks' Mast Deviaus Scam Yet, Rolung Stone, Feb. 12, 
2014. 

® Section 5(b) of the BHCA grants the Federal Reserve broad authority to issue orders and regulations necessary to 
administer the statutory scheme and to prevent evasions thereof, 12 U.S.C. 5 1844(b). Interpreting an ambiguous 
statutory provision, especially where the ambiguity directly implicates the fundamental purposes of the BHCA, falls 
within this grant of regulatory authority. 
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known.'"’ Il is, however, important to reiterate why this trend raises significant potential public 
policy concerns. 

Safety and Soundness 

One of the traditional policy reason.s for separating banking from general commerce is the need 
to protect banks - private institutions performing critical public functions - from exposing their 
inherently vulnerable balance sheets to novel and potentially excessive risks associated with 
various commercial businesses. The creation of the federal deposit insurance scheme in the early 
t930s further elevated the importance of keeping banking institutions from incurring additional 
risks, often of the kind not present in or necessary to their traditional activities. Running brick- 
and-mortar enterprises in the physical commodity supply chain introduces a broad variety of 
such additional risks exogenous to the business of banking. Catastrophic risks related to 
environmental accidents or terrorist attacks are the clearest examples of the potentially extreme 
risks that banking organizations face when they operate oil pipelines or nuclear power plants. 
Even the day-to-day operational, market, reputational, and legal risks associated with these 
activities may be both significant and unjustified. 

The mere fact that banks routinely take on considerable risk (at least, in theory) when they 
extend 30-year mortgage loans - their traditional business activity - does not mean they should 
also be taking on a nearly infinite variety of unrelated or unnecessary risk exposures. Any 
potentially beneficial diversification effects of FHCs’ physical commodity activities must be 
carefully and precisely assessed in light of such additional exposures and their impact on the 
institution’s overall risk profile. 

Systemic Risk 

To the extent that large FHCs are already systcmically important in their role as complex and 
inter-connected financial intermediaries, any potential increase in their individual risk exposure 
and profile raises significant concern about systemic financial (and broader economic) stability. 
In the aftermath of a major global financial crisis, this truth is self-evident. And the more tightly 
today’s complex and unstable financial markets are linked with the equally complex and unstable 
markets for vital physical commodities, the more salient these systemic-risk concerns become. 

Market Integrity and Consumer Protection 

Another traditional policy goal behind keeping banks out of commerce is preventing banks from 
abusing their financial power to distort competition or manipulate prices for real goods. This 
concern is especially strong where large FHCs act simultaneously as major global dealers in 
commodity derivatives and as merchants in the underlying physical commodities. An FHC’s 
ability to affect the price of an underlying commodity - even if only for a short period of time or 
in a particular market — may generate windfall profits in the same FHC’s commodity derivatives 
business. This structural conflict of interest is especially worrisome both because such 
manipulative behavior may be difficult to detect or prosecute and because its ultimate costs are 
usually borne by ordinary Americans. 


See, generally, Omarova, Merchants, supra note 1. 
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Leakage of Public Subsidy 

Another important issue raised whenever publicly-subsidized banking institutions start 
eompeting with unsubsidized eommodity merchants is whether, and to what extent, access to the 
public subsidy gives the former an unfair advantage over the latter. Lower costs of funding, 
which banks and their affiliates enjoy because of the explicit and implicit public backing of their 
private liabilities, may be the main reason why they can supply their individual clients with 
cheaper raw materials and related services. To protect American taxpayers’ interests, it is critical 
to ascertain that banking institutions do not, in fact, misuse the public subsidy in this manner. So 
far, however, the financial industry failed to produce any evidence to that ettect. 

Institutional Govemabilitv 

Large FHCs that are active in physical commodities markets are all extremely complex 
organizations that conduct a wide range of financial activities through hundreds (and even 
thousands) of subsidiaries all around the globe. The latest financial crisis and a series of 
scandalous post-crisis revelations of misconduct and failure of risk-management at all of these 
institutions demonstrate how difficult - perhaps, even impossible - it is for them to keep track 
even of their core financial activities. Dealing with numerous additional risk-management and 
regulatoiy-compliance issues involved in running physical commodity businesses is likely to 
make matters far worse. Neither financial finns’ public professions of success in managing and 
controlling all of their own (and all of their clients’) risks, nor their voluminous “written policies 
and procedures,’’ without more, provide sufficient comfort in this respect. 

Regulatory capacit y 

Allowing banking organizations to conduct extensive and varied physical commodity activities 
also creates potentially insurmountable challenges from the perspective of FHC regulation and 
supervision. The current system of financial services oversight is already notoriously fragmented 
and complex, with many opportunities for socially harmful regulatory arbitrage. Introducing 
multiple non-financial regulatory agencies into the mix is likely to exacerbate jurisdictional 
conflicts, confusion, and inconsistencies in the application of different regulatory schemes. 
Moreover, neither the Federal Reserve nor any other financial regulator arc properly equipped to 
exercise effective oversight of companies that operate oil pipelines and coal mines. Stretching 
their administrative and intellectual resources beyond reasonable boundaries serves no 
discernable public purpose. 

Excessive (Concentration of Economic and Political Power 

Recent expansion of large U.S. financial conglomerates into direct production, processing, 
tran.sporting, storing, and marketing physical commodities raises significant concerns related to 
the broader political-economy impact of this trend. It’s been a venerable American tradition to 
view large aggregations of economic and financial pow'cr in the hands ot a few “money trusts” 
with great suspicion and fear of this power translating into undue political influence. When the 
financial industry advocates dismiss these eoncems as entirely frivolous, they are, in effect, 
dismissing one of the core values of American democracy: an active rejection of monopolistic 
power, in all of its incarnations. 
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IV. Why the Most Common Arguments Against Limiting FHCs’ Physical 
Commodity Activities Are Ineffective: Dangerous Pitfalls in the Debate 

Since July 2013, large financial institutions seeking to preserve their ability to conduct physical 
commodity operations appear to have mobilized the industry’s significant resources to preempt 
potential regulatory or legislative action in this area. I cannot speak to the nature of these groups’ 
non-public communications with policymakers and will limit my observations to their public 
statements. 

Individual FHCs, financial industry trade associations, law firms representing large financial 
institutions, and FHCs’ end-user clients submitted .scores of comment letters defending the status 
quo in response to the Federal Reserve’s Advanced Notice of Proposed Rulemaking (“ANPR”) 
published on January 2 1 , 2014. These letters, together with the industry-commissioned private 
reports and media statements, generally advance three types of arguments as to why Congress, 
the Federal Reserve, and the American public should not pursue stricter regulation or curtailment 
of FHCs’ commodities activities. For tlie sake of simplicity, 1 refer to these three common 
themes as “pro-industry arguments.’’ 

Pro-industry arsument no. I: “There is no empirical evidence that FHCs ' physical commodities 
activities have already caused, or will detinitetv cause, a serious problem in financial markets, 
so there is no need to worry " 

One such common thread in the financial industry advocacy is to deny the existence and/or 
significance of any reasons for being concerned about FHCs’ expansion into physical 
commodities. Some versions of this general argument, for example, hold that physical 
commodities businesses do not involve any unusually high or principally new risks, as compared 
to the typical risks associated with the business of banking. Industry advocates often demand an 
“empirical proof’ that FHCs’ physical commodities activities have actually caused a systemic 
failure and stress that, to date, no FHC has incurred an actual loss from a catastrophic accident, 
such as a major oil spill or a nuclear plant explosion. Other versions of this general argument 
stress that whatever risks there may be, all of them are successfully managed, controlled, and 
insured by the FHCs. 

All of these variations on the theme suffer from the same fundamental logical flaw: their stated 
premises do not lead to their desired conclusions. Just because an oil spill has not happened yet 
does not mean it will never happen. Just bccau.se no bank has yet been publicly found as 
manipulating oil prices does not mean such manipulation is not going on undetected. In this 
connection, one might recall how, prior to September 2008, many financial industry experts 
argued that credit derivatives or synthetic CDOs, for example, were perfectly safe and well- 
managed for any significant risks. After all, until September 2008, there was no hard “empirical 
evidence” that either of those financial instruments could actually cause systemic instability. The 
latest crisis provided that evidence. 

This argument implicates the fundamental issue of who should bear the burden of proof here. 
Contrary to the industry’s claims, that burden should be placed on the FHCs and tlieir advocates. 
Without specific and substantive evidence of how individual financial institutions and the 
industry as a whole assess, monitor, and manage the full gamut of risks posed by their physical 
commodity operations (and not only, e.g., the risk of having their corporate veils “pierced” in 
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court proceedings), the industry’s assertions of having everything under control are of little 
value. 

Pro-industry areument no. 2: “FHCs ’ physical commodities tradim provides indispensable 
benefits to commodity end-users, so any attempt to push them out will hurt the economy " 

The second line of the industry’s defense is that FHCs are necessary participants in physical 
commodity markets because they are uniquely suited to provide liquidity and other benefits to 
end-users. Therefore, if banking institutions are forced to exit physical commodity markets, 
numerous commercial end-users will potentially face higher cost of doing business. 

This argument fails to address the crucial question at hand: Why exactly are large FHCs able to 
provide such uniquely “efficienf (essentially, cheaper) intermediation services in physical 
commodities markets? Undoubtedly, FHCs’ individual clients often benefit from FHCs’ 
commodity trading. However, what might be “efficient” (i.e., relatively cheap and more 
convenient) for the individual parties in a transaction might not be socially efficient, if a significant 
reason for such micro-efficiency is the existence of implicit public subsidies to large financial 
institutions. We need to understand and evaluate this critical link before concluding that FHCs are, 
in fact, the most efficient - rather than simply publicly-subsidized — providers of liquidity in 
physical commodity markets. Purely declaratory and generalized assertions of private benefits 
accruing to individual end-users are neither responsive nor relevant to this inquiry. This argument, 
in any of its variations, can be relevant only if its advocates provide specific proof that the source 
of FHCs’ superior ability to provide commodities intermediation services is entirely independent 
of their access to any form of public subsidy. 

Recently, newspapers have reported that “small-town officials from Alabama, Louisiana, North 
Carolina and other states” have been lobbying policymakers not to restrict FHCs’ activities in 
physical commodity markets claiming that any such restrictions could inhibit their local utilities’ 
ability to hedge exposure to fluctuations in fuel prices - which could result in higher local prices 
for natural gas.'" This is, of course, the same familiar type of a pro-industry argument discussed 
immediately above, except with a politically more appealing “small-town,” “Main Street” face. In 
this particular instance, however, there are at least two additional reasons to think that these claims 
overstate the industry’s case. 

First, even if FHCs are restricted in their ability to make physical fuel deliveries to municipal 
utilities, those utilities will still be able to continue hedging their commodity price risks by entering 
into financial contracts (derivatives) with banks -- an activity traditionally provided by banks and 
other financial (and, increasingly, commercial) intermediaries. Banking institutions always tout 
their superior ability to create innovative, individually-tailored derivatives instruments that enable 
commercial clients, such as municipal utilities, to transfer the financial risks of their commercial 
operations. It is not a proven fact that banks' ability to supply physical natural gas to individual 
utilities is an indispensable condition to such financial risk transfer. 

Second, getting all of the municipalities’ natural-gas supplies and related risk-management 
services from one big-bank player may very well generate cost-savings in the short run - after all. 


See Deborah Solomon and Ryan Tracy, SmaU Towns Go to Bat for Wall Street Banks, The Wall Street Journal, 
Nov. 17, 2014. 
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that’s why super-market shopping is (sometimes) better than buying produce at multiple specialty 
shops. However, by putting all of the municipality’s proverbial eggs - physical and financial - in 
one basket may not be prudent in the longer run because (1) it concentrates the municipality’s risk, 
and (2) potentially exposes the municipality to the complex array of hidden financial-market risks 
of the kind and magnitude not typically present in its daily activities. What will happen, for 
example, if Goldman Sachs or .TPMorgan suddenly runs into serious trouble in its purely financial 
business and, as a result, is not able to supply gas to the utility that depends on it? The possibility 
of something going wrong in the world of complex global finance is a very realistic one, and no 
municipal utility can ignore the cost of living with that risk, especially if financial institutions don’t 
get a government bailout next time around. Even in the absence of a financial-crisis scenario, what 
would prevent Goldman Sachs or JPMorgan, for example, from raising the cost to municipalities 
of their “integrated services’’ if they decide to do so in the future? In other words, while municipal 
utilities may be benefiting from FHCs’ physical commodities activities in some important ways, 
these benefits must be examined in the broader context of all these other potentially important 
factors. 

Pro-induslrv argument no. 3: " Unrevutated and less transparent entities could take FHCs ’ place 
in commodities markets, which would make these markets less safe ” 

The third line of the pro-industry argumentation is that banning banking institutions from 
physical commodities will backfire by leaving global commodity markets to less transparent, 
unregulated entities. Several commodity end-users’ comments on the Federal Reserve’s ANPR, 
for example, expressed their concern about having to deal with less creditworthy, less 
transparent, and mostly unregulated non-bank commodity trading companies or trading arms of 
large commodity producers. 

This argument confuses two separate issues: (1) the need for greater transparency and regulatory 
oversight of physical commodity markets, and (2) the desirability of allowing U.S. FHCs to 
participate in such markets. Proponents of this argument erroneously equate FHCs’ unique 
regulatory status as financial institutions with the regulatory status - or overall health - of 
physical commodity markets in general. In reality, however, there is no logical connection 
between these two phenomena. U.S. banks and bank holding companies are heavily regulated 
and supervised under a sy.stcm designed explicitly to address the risks of their financial activities. 
In fact, one of the principal tools for ensuring these institutions’ safety and soundness is an 
imposition of severe restrictions on their non-financial activities. It is deeply ironic that this 
heavily restrictive regulation, designed fundamentally to keep banking organizations out of 
general commerce, is now being cited as a principal reason for allowing FHCs to function as 
global commodity merchants. 

Because U.S. bank regulation is not designed specifically to address the risks associated with 
large-scale commodity merchanting, FHCs’ participation in physical commodities markets 
cannot cure such markets’ internal dysfunctions. In their capacity as physical commodity traders, 
FHCs are not necessarily more transparent or more effectively supervised than non-bank 
commodity trading houses. The fact that global commodity markets are opaque and 
dysfunctional is not an argument for allowing FHCs to participate in those markets but instead is 
an argument for bringing greater transparency and oversight to commodity markets. 
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V. Looking Ahead: Potential Avenues for Reform 

Devising a comprehensive legal framework for regulating FHCs’ activities in physical 
commodities markets is an ambitious and complex task. My far more modest goal in this 
submission is to highlight - on a broadly conceptual level rather than in specific detail - some of 
the potential options for addressing the key public policy concerns identified above. 

As a general matter, various prescriptions for strengthening the regulatory regime governing 
FHCs’ involvement in physical commodity markets may be viewed as specific points along a 
single continuum, from more radical (banning all .such activities) to less radical (further 
restricting and dis-incentivizing such activities). In addition, some proposed measures require 
legislative amendments to the BHCA, while others can be accomplished through regulatory 
action alone. 

The following brief list of potentially desirable legal and regulatory changes is not exhaustive but 
merely suggestive. 

Repeal of certain statutory provisions 

Two potential legislative measures merit serious consideration by Congress: (1) repealing the 
commodity grandfathering clause (Section 4(o) of the BHCA), and (2) repealing the statutory 
grant of merchant banking powers to FHCs. 

The commodities grandfathering provision, added by the GLBA, is too open-ended and, in any 
event, doesn’t seem to serve any appreciable policy purpose at this point. 

There is also a potentially strong argument for repealing the statutory authorization of FHCs’ 
merchant banking activities. The banking industry originally sought the inclu.sion of this 
authority in the GLBA to enable it to invest in Silicon Valley start-ups. Today, long after the 
dotcom boom ended in bust, FHCs can use this provision to conduct commercial activities that 
go far beyond the vague statutory concept of “bona fide merchant banking.’’ Given the practical 
difficulty of ensuring compliance with the spirit and purpose of this provision, it would make 
sense to reassess whether the real public benefits of allowing banking organizations to act as 
private equity funds outweigh potential risks such activities pose from the public policy 
perspective. U.S. capital markets may be perfectly capable of providing commercial companies 
with private capital from unsubsidized sources (venture capital funds, hedge funds, even 
crowdfunding), and FHCs will continue to play a critical intennediation role in this process, even 
if they would not be able to make direct “merchant banking” investments any more. 

If these statutory provisions are not repealed, the Federal Reserve should limit the dangerously 
permissive potential of both of these sources of FHCs’ authority to conduct physical commodity 
activities through regulatory action. The Federal Reserve should issue an official interpretation 
of Section 4(o) of the BHCA that clarifies and establishes meaningful limits on any newly- 
registered FHCs’ properly grandfathered commodity activities, in line with the original 
legislative intent. Similarly, the Federal Reserve should amend its Merchant Banking Rule to 
tighten the restrictions on FHCs’ ability to use their portfolio companies as vehicles for 
conducting physical commodities activities. 
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Size limits and capital requirements 

More generally, Ihe Federal Reserve has significant powers to strengthen the regulatory regime 
governing FUCs’ physical commodity operations through agency action. The Federal Reserve 
announced its ongoing review of the regulatory policy in this area back in July 2013 and, in 
January 2014, published the ANPR (refetred to above) soliciting public comments on a variety 
of issues. As of this writing, there has been no formal action by the Federal Reserve. 

Nevertheless, if s generally expected that, if the Federal Reserve does adopt a formal rule, it is 
likely to address primarily the FHC safety and soundness concents and to focus on (1) 
establishing more restrietive quantitative size limits of FHC-permissible physical commodity 
assets (e.g., by limiting the value of such assets to a lower percentage of some capital measure), 
and/or (2) imposing higher regulatory capital requirements on FUCs’ physical commodity 
activities. 

If adopted, both of these measures would be a welcome potential improvement to the current 
regime. However, such partial measures should be viewed with caution. The Federal Reserve 
should not focus its efforts solely, or even mainly, on the FHC safety and soundness; such micro- 
focus is inappropriate in today’s regulatory environment. As elaborated above, the purposes of 
the BHCA are inherently antitrust and anti-monopoly oriented and explicitly channel the long- 
standing public policy concerns behind the traditional U.S. principle of separating banking form 
commerce. Any regulatory action implementing the statute must take into account these purposes 
as well and seek to address the full range of potential concerns with market integrity, consumer 
protection, prevention of excessive concentration of economic and financial power, and so forth. 

It is also important to keep in mind that excessive reliance by regulators on quantitative 
measures, including percentage limits and minimum capital thresholds, often enables financial 
institutions to play sophisticated arbitrage games and to minimize the intended impact of such 
rules on their business practices. Therefore, how effective any particular size-limit or regulatory- 
capital measure is likely to be in practice depends greatly on how punitive and firm (or, 
conversely, how generous and pliable) each regulatory limit is. Given the sheer size of the large 
FHCs’ balance sheets, the regulator should set the quantitative size limits much lower than the 
current “5%” of assets or capital. Regulatory quantitative limits should not be inconsistent or 
easy to manipulate; they should be transparent and non-additive (so that different size limits 
cannot be combined to raise the actual threshold above the official number). It would make 
sense, in this respect, to impose an overall cumulative size limit on all of the relevant FHC’s 
permissible physical commodities activities. 

Putting a tough rule on paper, however, is only the first step in the process. Ultimately, the 
practical impact of any quantitative or capital-based regulatory limitations on FHCs’ commodity 
activities will depend on the Federal Reserve’s ability and willingness to supervise and monitor 
FHCs’ compliance with the rules. 

Redefining supervisory objectives 

It is critical that the Federal Reserve (1) collects more granular quantitative and qualitative data 
on each FHC’s commodity activities, and (2) monitors each FHC’s compliance with the statutory 
and regulatory requirements much more closely. The agency’s principal supervisory goal should 
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be to understand and evaluate not only each FHC’s full commodity-activity profile but also the 
overall pattern and potential effects (internal and external) of combining its physical and 
financial commodity operations. 

In evaluating compliance, Federal Reserve examiners must not rely on review of FHCs’ 
corporate documents and formal “policies and procedures.” For instance, with respect to 
commodity assets held under the merchant banking authority, examiners should scrutinize the 
actual relationships between each FHC and its portfolio companies, in order to ensure that the 
FHC’s merchant banking portfolio contains only gemimely fmaneial-in-nature investments. The 
examiners’ task would be to monitor the relationship between an FHC and each of its merchant 
banking portfolio companies for the indicia of de facto operational influence that potentially 
cross the line between //nonciwg commodity business and engaging in commodity business. 

Portfolio-level reporting 

To this end, the Federal Reserve could require that each commercial company controlled by an 
FHC pursuant to merchant banking authority regularly provide quantitative and qualitative 
infonnation detailing ail of its business dealings with the FHC or its clients (e.g., percentage of 
the company’s revenues generated from such dealings, lists of business contracts with the FHC 
or its clients, specific information on FHC’s participation in the management and business 
decisions of the company, etc.). To ease the administrative burden, this portfolio-level reporting 
requirement may be applied specifically and solely to portfolio companies engaged in physical 
commodity businesses. 

The same type of reporting may be mandated with respect to FHCs’ subsidiaries engaged in 
“complementary” activities in physical commodity markets. While the specific purpose of 
supervisory scrutiny in this context is somewhat different than in the case of FHCs’ merchant 
banking portfolio, the overall goal is fundamentally similar: to ascertain the extent to which an 
FHC’s “complementaiy” physical commodity activities indicate any potentially troubling 
(micro- or macro-) trends. 

Additional procedural safeguards 

The existing scheme for “complementary” activities can be further strengthened by imposing 
additional procedural requirements on the Federal Reserve’s decision-making. For example, the 
BHCA can be amended to require the Federal Reserve to provide a more detailed substantive 
justifieation of its determination that the public benefits (which arc not to be equated with 
profitability and competitive gains of FHCs) of allowing a particular FHC to engage in a specific 
complementaiy commodity-related activity outweigh all of the potential adverse effects specified 
in the statute (and not only those directly related to individual institutions’ safety and soundness). 
Putting these implicit requirements directly into the words of the statute would make it more 
likely that the Federal Reserve fulfills its responsibilities as the guardian of the public interest. 

It is also desirable to mandate periodic regulatory reviews and re-authorizations of each order 
granting individual FHCs’ requests to conduct physical commodity activities “complementary” 
to finance. In effect, this requirement would create an automatic “sunset” period (e.g., every 5 or 
even 3 years) for “complementary” power grants, which would force the Federal Reserve to 
reconsider its decisions in light of new information. Again, in issuing re-authorization orders, the 
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Federal Reserve should be required to lay out in full the substantive reasoning behind its 
decision. 

Targeted review of potential misuse of market information 

Finally, the Federal Reserve should conduct a targeted review and analysis of FHCs’ physical 
commodity operations, in order to evaluate whether FHCs improperly use their resulting 
informational advantages and cross-market presence. This is a problem with combining physical 
and financial commodity-related activities in general. Conceptually, however, this issue is 
particularly pronounced in the context of “complementary” power grants. 

On the one hand, the primary justification for the “complementarity” between commodity 
merchanting and commodity derivatives businesses is the need for FFlCs to access valuable 
proprietary information with respect to the pricing of physical commodities underlying their 
derivatives transactions. On the other hand, that same informational synergy creates a unique 
opportunity for an FHC to use its physical commodity operations to manipulate pricing and 
artificially boost profitability of its commodity derivatives trades. It gives large FHCs both the 
capacity and the incentives to engage in sophisticated market manipulation that may be difficult 
to detect under the existing regulatory schemes. 

Financial institutions claim that they maintain impenetrable internal infonnationai walls 
separating their physical traders from their derivatives traders. Leaving aside the question of such 
claims’ veracity, it is obviously problematic when the same institutions that advocate seamles.s 
informational flow between physical and derivatives trading while petitioning for regulatory 
approval of their “complementary” commodity trading deny the very existence of such 
informational (lows when questioned about the integrity of their market conduct. 

It is critical, therefore, that we have a full understanding of how this tension is resolved in 
practice. Either there is no real need for FHCs to trade physical commodities to support their 
derivatives operations, or the efficacy of internal “information firewalls” is inherently 
questionable. If the former is true, the Federal Reserve simply should not permit FHCs to 
conduct physical commodity activities as “complementary” to their financial activities. If the 
latter is true, the agency should both (1) seriously reconsider and toughen its existing policy of 
granting FHCs’ requests for “complementary” powers, and (2) institute a much stricter and more 
intrusive system of regulatory and supervisory controls over FHCs’ market conduct on both sides 
of the infonnationai divide. 

VI. Conclusion 

Large U.S. banking organizations’ direct involvement in physical commodity markets raises a 
wide range of important and often difficult public policy issues. Some of these issues have 
traditionally been addressed through the regime of legal separation between banking and 
commerce, while others reflect relatively new concerns with the transmission and amplification 
of systemic risk and managing complexity in today’s markets. I hope this written submission 
helps to clarify what is really at stake in this debate and to keep the focus on what really matters 
- the long-term interests of the American public. 
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Testimony of Chiara Trabucchi 
Principal, Industrial Economics Incorporated 

Thank you for the invitation to testify in today's hearing on matters relating to U.S, bank 
involvement with physical commodities. I am a Principal with Industrial Economics, 
Incorporated in Cambridge, Massachusetts. My expertise is in finance and economics, with 
specific focus on environmental risk management and financial assurance frameworks. 

Founded in 1981, Industrial Economics is a privately-owned professional services firm expert in 
the areas of financial and natural resource economics. The clients of the firm span the private 
and public sectors. 

As requested by the Subcommittee in its November 4, 2014 letter, the focus of my 
testimony is on the environmental and catastrophic event risks that confront Financial Holding 
Companies (FHCs) involved in physical commodity activities, as well as mitigating strategies to 
manage these risks. To frame my testimony on these issues, I begin with an overview of 
financial assurance and environmental risk management. 

Overview: Financial Assurance and Environmental Risk Management 

The U.S. has a history of legislating liability and financial risk management regimes.^ 
These regimes require that businesses remain financially responsible for consequences arising 
during the operational life of their facilities, and in many cases through post-closure and long- 
term stewardship. In so doing, businesses are obligated to demonstrate the ability to manage 
such risks, both technically and financially. 


^ See, for example, Oil Pollution Act § 1001(11), 33 U.S.C. 2701(11)(2007), 26 U.S.C. 9509 (Oil Spill Liability Trust 
Fund): Atomic Energy Act (including Price-Anderson Nudear Industries Indemnity Act) 42 U.S.C. § 2210; 
Comprehensive Environmental Response, Compensation, and Liability Act § 221, 42 U.S.C. 9631 (2007); Superfund 
Amendments and Reauthorization Act § 517, 42 U.S.C. 9601 (11)(2006), 26 U.S.C. 9507 (Hazardous Substance 
Superfund). 
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Prudent risk management dictates consideration of who will finance the obligations 
arising from environmental and catastrophic risks, before such risks result in injury to private 
and public sector interests. Traditional financial assurance models presume that the owners or 
operators of industrial facilities are active business entities capable of setting aside the funds 
today to pay for future obligations.^ 

The prescriptive financial assurance requirements that underpin U.S. environmental 
regulation track to the expected value of probable loss, and are designed to incentivize 
businesses to site and operate their facilities in a safe and environmentally sound manner. 
Firms are more likely to undertake design and operating decisions that minimize environmental 
and remediation expenditures if they are held financially accountable and are not insulated 
from the consequences of their actions. Firms that fail to dedicate sufficient resources to 
infrastructure improvements and fail to maintain adequate financial assurances are less likely 
to be able to respond suitably to an environmental or catastrophic event, and the cost of doing 
so may be left for the U.S. taxpayers to absorb. 

Environmental and Catastrophic Event Risks 

There are various circumstances under which FFICs are permitted to hold interests in 
nonbanking organizations, including those engaged in commodities-related activities.^ As 1 
understand, such interests may be held pursuant to three provisions of the Bank Holding 
Company Act, as amended by the Gramm-Leach-Bliley Act, including complementary 
authority,"' merchant banking authority,' or grandfather authority.' 

Businesses involved with physical commodity activities face specialty or nonstandard 
risks. Incidents documented in the public record evidence that activities involving the 


^ Financial assurance refers to steps that businesses take to ensure that funds for incident-related expenditures are 
adequate and accessible when needed. 

' See 79 FR 13 (Jan. 21, 2014), pp. 3329-3336. Complementary Activities, Merchant Banking Activities, and Other 
Activities of Financial Holding Companies Related to Physical Commodities. 

" 12 U.S.C. § 1843(k|{lKB). 

' 12 U.S.C. § 1843(ki(4){H). 

® 12 U.S.C. § 1843(o). 
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extraction, storage, transport, or refining of natural resources can cause several types of injury 
including, for example, human health effects, fatality, ecological damage, property damage, 
business interruption, or surface/subsurface trespass. The means by which injury occurs often 
vary by commodity type; however, common pathways include pipeline rupture or explosion, 
impoundment failure, mine collapse, contaminant release, industrial accident, mechanical 
failure, transport accident, or explosive decomposition.^ 

Many factors will influence the degree of injury including, for example, the type, 
magnitude and duration of the incident; proximity of workers, businesses or residents to the 
incident; site topography and geology; the presence of protected or sensitive environmental 
resources; weather and atmospheric conditions; proximity to sources of potable surface or 
groundwater; and the efficacy of incident response efforts. 

The interplay between the type of commodity, nature of the event, and degree of injury 
will shape the risk profile and the magnitude of financial consequences associated with 
compensatory and natural resource damages, incident response, site clean-up and 
reconstruction, and environmental remediation and restoration. History has shown that 
catastrophic events involving environmentally sensitive commodities can result in incident- 
response costs and compensatory damages that exceed the market value of the commodity 
involved; a single environmental or catastrophic event can result in billions of dollars in 
incident-related expenditures.® In some cases, financial impacts can exceed the available capital 
and financial assurances of the businesses involved, resulting in bankruptcy.® 


^ See, for example, Kalamazoo River Oil Spill (Michigan, 2010); Deepwater Horizon Oil Spill (Gulf of Mexico, 2010); 
Kirtland Air Force Base Jet Fuel Spill (New Mexico, 1999) San Bruno PG&E Corporation Pipeline Explosion 
(California, 2010); TVA Kingston Fossil Plant Coal Fly Ash Spill (Tennessee, 2008). 

^ See, for example, BP p.I.c., Annual Report and Form 20'F for fiscal year ended December 31, 2013 (Mar. 6, 2014); 
PG&E Corporation, Form 10-K for fiscal year ended December 31, 2013 (Feb. 11, 2014); and Tennessee Valley 
Authority, Form 10-K for fiscal year ended September 30, 2013 (Nov. 18, 2013). 

® See, for example. In reAsarco LLCetol., U.S. Bankruptcy Court for the Southern District of Texas, Case no. 05- 
21207, December 10, 2009; In re Kaiser Aluminum Carp., Bankr. D. Del. No. 02-10429, August 22, 2003; and In re: 
Tranax Inc. et ai, U.S. Bankruptcy Court for the Southern District of New York, Case no. l:09-bk-10156. 
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Environmental Risk Management Strategies 

As noted, activities in physical-commodity markets create a suite of risks to private and 
public sector interests. Prudent risk management dictates that firms operating in these sectors 
establish risk mitigation strategies to minimize the likelihood of an environmental event, and if 
an event should occur, have the financial resources to remain financially responsible for their 
actions. 

Essentially, firms should demonstrate the ability to assume and manage risks inherent to 
their industry. By doing so, the firm is able to assure shareholders, whether private or public, 
that the value of their investment will not erode, and with time, will gain value. Traditional 
environmental financial assurance models require that risks be bounded, quantified and 
accounted for either directly as an expense, or indirectly through third-party financial 
instruments (letters of credit, surety bonds, insurance, to name a few). Many third-party 
financial assurance instruments establish limits of liability; and, in some cases, exclusions for 
certain types of cost reimbursement.'” 

Adopting prudent financial assurance standards that are based on probable loss 
scenarios tailored to the risks posed by activities in physical-commodity markets can help 
ensure that funds are adequate and accessible when needed. Analytic tools exist to estimate 
the expected range of dollar values for potential damages on a site-specific, event-specific 
basis. Firms in the risk management industry commonly use these tools to derive probable loss 
scenarios that provide a measure of 'how bad it could get' if an adverse event were to occur. 
These analyses also can inform the amount of financial assurances, or committed capital, that is 
necessary to minimize financial exposure from an environmental or catastrophic event. A 


For example, in the context of environmental insurance, the nature of the policy, extent of allowable coverage 
and the degree to which exclusions exist for incident-related damages will dictate the degree to which the third- 
party assurance adequately protects the business from financial exposure should an environmental or catastrophic 
event occur. Further, should a court determine that a responsible party acted with "gross negligence" or engaged 
in "willful misconduct" the magnitude of incident-related expenditures may be significant, and third-party 
assurances may no longer be accessible to defray such expenditures. 
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responsible firm will ensure that it maintains sufficient financial assurance to cover the costs of 
such an outcome. 

Firms with business ventures in physical commodity markets also may employ the 
following risk mitigating strategies in an effort to avoid the need for, or minimize the amount 
of, third-party financial assurances or committed capital. 

One strategy involves reliance on the 'corporate veil' as a legal shield. In the context 
of environmental risk management, this strategy involves establishing a series of holding 
companies, whereby the facility engaged in activities directly related to the physical commodity 
is sheltered behind a series of corporate veils. It also may involve spinning off the liabilities of a 
physical commodity business into a shell corporation to shield assets from financial exposure. 
The top-tier parent company believes itself shielded from the actions of its lower level 
subsidiary by virtue of the successive layers of corporate veils, In so doing, the parent company 
attempts to insulate itself from financial exposure arising from legacy environmental liabilities 
or catastrophic events occurring at the subsidiary facility. However, if the corporate veil 
between parent and facility is pierced, then the parent company may be held directly liable for 
the actions of the facility.^^ 

Courts consider a variety of factors when determining whether the corporate veil may 
be pierced, and a parent company may be held directly liable for the actions of its facility. 


The presumption of a corporate veil, i.e., parents and subsidiaries are separate and distinct corporate entities, is 
a fundamental precept of corporate law. FHCs tend to conduct complementary commodities activities through 
non-banking subsidiaries. However, the use of a corporate veil as a legal shield does not necessarily translate to a 
de facto shield from financial responsibility. See, for example, Tronox Inc. v. Kerr McGee Corp. et al., case number 
l:09-ap-01198, in the U.S. Bankruptcy Court for the Southern District of New York; Anadarko Petroleum 
Corporation, Form 10-K for fiscal year ended December 31, 2013 {Feb. 28, 2014); Press Release, Anadarko 
Petroleum Corporation, Anadarko Announces Settlement of Tronox Adversary Proceeding (Apr. 3, 2014) available 
at htto://www.anadarko.com/investor/poaes/new5relea5es/newsreleases.asD!(?release-id=1915674 
Another strategy employed by businesses is to hire a third-party contractor to store and transport the 
commodities through a lease or marketing arrangement. The ultimate parent company believes itself insulated by 
virtue of contracting the services. However, if the corporate veil between parent company and contractor is 
pierced, then the parent company may be held directly liable for the actions of the contractor. In addition, the 
parent company may be at greater financial risk if agreements exist that indemnify or release the contractor from 
liability. 

See United States v. Bestfoods, S24 U.S. 51, (1998) 
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These factors are highly case-specific, and may involve the presence of: 1) a joint venture, 
wherein direct liability may be attributed to a parent company if it operates the subsidiary's 
facility alongside, or in the stead of the subsidiary; 2) a parent company agent, wherein an 
employee of the parent company that has no position in the subsidiary may effectuate direct 
liability if that individual manages or directs activities at the subsidiary's facility; or 3) dual 
officers and directors, wherein parent company officers, who also serve as officers for the 
subsidiary, act in a way that is inconsistent with the norms of corporate behavior such that the 
dual officer is acting in a manner that is "plainly contrary to the interests of the subsidiary yet 
nonetheless advantageous to the parent."^’ 

FHCs relying on the corporate veil as a risk mitigation strategy to avoid environmental 
liability may adversely impact the public in several ways. The assignment of 'liability' as it 
relates to environmental and catastrophic event risks informs the risk premium applied by FHCs 
when assessing whether a physical commodity activity represents a viable business venture. 
Generally, the greater the belief in one's legal shield, and attendant insulation from financial 
exposure, the lower the risk premium that is attached to the venture and the greater the 
likelihood that investment in environmentally risky ventures will proceed. 

FHCs also may limit disclosure of the contingent liability associated with an 
environmental or catastrophic event, if they assume that they are legally shielded from the 
attendant financial consequences. As a result, shareholders may be deprived of important 
information regarding their investments. By relying on the strength of its legal shield, the FHC 
also may believe that it can act with impunity, avoiding or delaying infrastructure 
improvements and retaining insufficient financial assurance to hedge its environmental 
exposures. 

To the degree the legal shield fails, and insufficient resources exist for the FHC to meet 
its financial responsibilities, then some or all of the burden for responding to an environmental 
incident may well rest with the U.S. taxpayers. To the degree the legal shield holds, and the 


14 
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subsidiary facility is insufficiently capitalized to meet its financial responsibilities, the U.S. 
taxpayers may be required to bear the financial burden associated with unfunded portions of 
the residual long-tailed liability. 

A second risk mitigation strategy is to engage in physical commodity activities in foreign 
markets with less sophisticated regulatory and legal regimes than those present in the U.S. In 
so doing, the top-tier parent company believes that it, and the U.S. taxpayer, is insulated from 
environmental risks manifesting at the foreign subsidiary. However, the financial consequences 
of environmental or catastrophic events do not respect national borders. The financial crisis of 
2008 highlighted the speed with which a global market contagion can take effect when a large 
corporation undervalues, and subsequently neglects to hedge, its long-tailed risks. 

A third risk mitigation strategy is to assume expected loss scenarios at zero or near zero, 
under the presumption that ownership of the asset or physical system will transfer to another 
entity prior to an event occurring. Merchant banking investments can be held only for a limited 
amount of time. “ Thus, FHCs may downward estimate their environmental risk exposure on 
the basis that the physical asset forms part of its portfolio only on a short-term basis. To the 
extent the FHC does record a probable loss, it may hedge only the lost market value of the 
commodities involved, and not the expected value of incident-response costs and 
compensatory damages. Further, the FHC may argue that even if deemed liable for an 
environmental event, the "amount" of liability is negligible when measured against its capital 
structure. The consequential impact is that the firm limits full disclosure of its environmental 
exposure, and potentially minimizes the amount of capital committed for financial assurance, 
placing greater risk of an unfunded liability with the U.S. taxpayers. 


“ 12 U.S.C. § 1843(k)(4)(H). 
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Risk mitigation strategies that presume a limit of liability, whereby the FHC may be 
financially responsible but only for a discount on the dollar, contribute to moral hazard.*^ If the 
FHC believes itself insulated from risk, it may act less prudently with respect to the nature and 
scope of its involvement in physical commodity related activities. Further, the failure to 
recognize the breadth of potential exposure arising from its involvement in physical commodity 
activities coupled with the failure to maintain sufficient financial assurances to adequately 
hedge such exposure could compromise the financial soundness of the FHC and its subsidiary 
depository institutions. The consequential impact may be an inappropriate risk transfer to the 
public in the event the FHC and its nonbanking subsidiary are unable to meet their financial 
obligations. To the degree the affected FHC is a global systemically important bank (G-SIB), a 
risk transfer of this sort may send a potentially destabilizing shock through the financial 
markets. 

The Impact of Transitory Investments in Physical Commodities 

As I understand, of the 12 FHCs authorized to engage in one or more complementary 
commodities activities, 11 also are designated as G-SIBs.^’ Further, pursuant to automatic 
authority under section 4(o) of the Bank Holding Company Act, two of these 11 FHCs engage in 
a potentially broader range of activities involving environmentally sensitive physical 
commodities.'® 

When considering whether or not to invest in a business venture, financiers seek value 
creation. Returns on investment in physical-commodity ventures will reflect the cash flows 
generated by the project, attendant legacy environmental liabilities, and the terminal value of 
the assets comprising the project, i.e., either salvage, or sale. Investments with positive cash 
flows, minimal costs, and high terminal values represent attractive value propositions. 

Moral hazard refers to the specific situation where the risks of an unplanned event increase, because the 
responsible party is (partially) insulated from being held fully liable for resulting harm. If facilities are not held 
completely responsible for the consequences of their actions, arguably they will be less careful in their operating 
decisions, engaging in a less safe and less environmentally sound manner. Thus, the potential for environmental 
risk increases, because the chance of an unpredictable event occurring due to poor operating decisions increases. 

See 79 FR 13 (Jan. 21, 2014). p. 3332 
“id. 
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However, these investment goals tend not to align with the investment horizon of long-lived 
assets in physical commodity sectors. In general, the payback period for infrastructure 
improvements in commodity-related industries conflicts with short-term profit targets focused 
on maximizing near-term investment returns. 

As noted, FHCs that make merchant banking investments in industrial facilities, such as 
power plants, pipelines, natural gas facilities, or refineries, expect to hold these assets for a 
relatively short period of time. The transitory nature of these investments suggests they may 
be less inclined to dedicate the financial resources, time, and expertise needed for operational 
and environmental improvements. 

In so doing, the FHC is positioned to keep costs low and cash flows strong. However, any 
reluctance to make capital improvements can place the FHC at potentially greater risk of 
environmental and financial consequences when compared to peers that upgrade their 
infrastructure. By virtue of delaying or avoiding infrastructure improvements, the FHC may 
reap a short-term competitive advantage over market participants who do undertake long-term 
infrastructure investments. In addition, the 'sticky', illiquid nature of physical-commodity 
related assets coupled with the failure to keep current on infrastructure upgrades may render it 
challenging to find a buyer who is willing to absorb the risk profile of potentially long-tailed, 
legacy liabilities. 

Supervisory Standards 

There are varying degrees of supervisory standards imposed by the Board of Governors 
of the Federal Reserve System (Board) with respect to FHC involvement in physical commodity 
activities. As I understand, the nature and applicability of these standards vary depending on 
the statutory authority under which the FHC is engaged in such activities. For example, the 
Board placed prudential limits in orders permitting FHCs to engage in commodity-related 
activities under complementary authority. Specifically, the Board limited the total market value 
of all commodities so held to no more than five percent of the FHCs consolidated Tier 1 
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capital/^ Conversely, with respect to FHCs engaged in commodity-related activities pursuant to 
section 4(o) grandfather authority, the limit is relaxed by statute to not more than five percent 
of the FHC's total consolidated assets.^" 

The ability of FFICs to meet either set of prescribed capital ratios may be immaterial if 
they have undervalued the long-tailed environmental risk exposure of their investments, either 
because they believe they will be legally insulated from liability or because they are "too big to 
fail." In the event the strength of the capital ratio is diluted, and risky investments proceed 
because the potential financial consequences of prospective environmental liabilities are 
undervalued, then some or all of an unfunded liability may be left for the U.S. taxpayers to bear 
in the event of an environmental or catastrophic event. Further, to the degree FHCs are 
broadly diversified, invested in a range of commodity-related activities with aggressive 
environmental risk profiles across an array of industrial sectors, their financial risk exposure 
may increase. If subsidiary institutions of G-SIBs also are separately financing the financial 
assurance instruments of other companies engaged in commodity-related activities, the 
negative impact of an environmental or catastrophic event on the stability of the financial 
holding company may be compounded. 

Conclusion 

FHCs involved in physical commodity activities should be required to appropriately value 
the breadth of their exposure to an environmental or catastrophic event, record these 
exposures in a transparent fashion on their financial statements, and maintain adequate 
financial assurances to offset the consequences of such exposure. Imposing financial standards 
on FHCs that are based on probable loss scenarios tailored to the specific environmental and 
catastrophic risks posed by activities in physical-commodity markets, on an event-specific and 
site-specific basis, will increase the likelihood that funds for incident-related expenditures will 
be adequate and accessible when needed. Tightening approval of complementary activities, 

“ See, for example, "Order Approving Notice to Engage in Activities Complementary to a Financial Activity," in 
response to a request by Citigroup, Inc. 89 Fed. Res. Bull. 508, 509 (Dec. 2003). 

12 U.S.C. 1843(o)(2j 
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tightening controls with respect to the duration and nature of merchant banking investments, 
denying applications that involve environmentally sensitive commodities with long-tailed risk 
profiles, and eliminating the ability of any FHC to own or operate facilities engaged in the 
extraction, transportation, storage or distribution of commodities will further mitigate the risk 
exposure facing FHCs from environmental or catastrophic events. 

Ultimately, the public requires assurances that FFICs engaged in physical commodity 
related activities will be accountable for their actions and not avoid their financial 
responsibilities by seeking shelter behind a legal shield or by underappreciating the long-tailed 
risks of their involvement. Shareholders are entitled to transparency. They require assurance 
that companies are correctly accounting for, and suitably disclosing, the environmental risks 
associated with their activities, as well as maintaining sufficient financial assurance to 
appropriately hedge such risks. The U.S. taxpayers have the right to expect that businesses 
operating in commodity-related sectors will manage their operations in a safe and 
environmentally sound manner and remain financially accountable for incident-related 
expenditures if an adverse event should occur. 
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Chairman Levin, Ranking Member McCain, and other members of the subcommittee, 
thank you for the opportunity to testify at today’s hearing. Let me begin by also thanking the 
subcommittee for its work on issues raised by the physical commodities activities of financial 
holding companies. Based on my quick perusal of the report you issued Wednesday, I am sure it 
will be an important input into our deliberations at the Federal Reserve on how we might adjust 
our regulatory and supervisory programs to address the risks that can be associated with these 
activities. 

My testimony today first reviews briefly the history of bank and bank holding company 
engagement in physical commodities activities. I will then address the Federal Reserve’s 
approach to supervising financial institutions engaged in physical commodities activities. 1 will 
close my remarks by discussing the Federal Reserve’s ongoing review of the physical 
commodities activities of the institutions we supervise, including a summary of the responses we 
received on our Advance Notice of Proposed Rulemaking (ANPR) inviting public comment on 
physical commodities activities. 

History of Physical Commodities Authority of Banks and Bank Holding Companies 

Before the enactment of the Gramm-Leach-Bliley Act in 1999 (GLB Act), bank holding 
companies were authorized to engage in a limited set of commodities activities that were 
considered to be “so closely related to banking as to be a proper incident thereto.” ' These 
activities included the authority to buy, sell, and store certain precious metals (for example, gold, 
silver, platinum, and palladium) and copper, which are activities that national banks were 
generally permitted to conduct at the time. Bank holding companies were also authorized to 
engage as principal in cash-settled derivative contracts based on commodities, and in commodity 


Section 4(c)(8) of the Bank Holding Company Act, 12 USC 1843(c)(8). 
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derivatives that allowed for physical settlement if the bank holding company made reasonable 
efforts to avoid delivery of the commodity.^ 

Additionally, under the National Bank Act, the Office of the Comptroller of the Currency 
(OCC) has authority to approve national banks to engage in commodity-related activities under 
national banks’ authority to “exercise ... all such incidental powers as shall be necessary to 
carry on the business of banking.”^ The OCC has approved some national banks to engage in 
customer-driven, perfectly matched, cash-settled derivative transactions referencing 
commodities; certain types of commodity derivatives transactions settled by transitory title 
transfer; the purchase and sale of coin and bullion, precious metals, and copper; and the holding 
of physical commodities to hedge customer-driven, bank-permissible derivative transactions. 

Under the GLB Act, Congress created the financial holding company framework, which 
allowed bank holding companies with bank subsidiaries that are well capitalized and well 
managed'* to engage in expanded financial activities.’ Three provisions in the GLB Act have 
enabled certain financial holding companies to engage in commodities activities. The first 
provision-section 4(k)(I)(B) of the Bank Holding Company Act-authorizes a financial holding 
company to engage in any activity that the Board finds to be “complementary to a financial 
activity.” This provision in the GLB Act enables financial holding companies to engage in 
commercial activities that complement their financial activities, so long as the activities do not 
pose a substantial risk to the safety and soundness of depositor)' institutions or the financial 

- 12CFR225,2S(b)(S). 

’ 12 use 24 (seventh). 

^ In addition to the capital and management requirements, the GLB Act also requires the subsidiary depository 
institutions of financial holding companies to have at least a “Satisfactory" rating under tile Community 
Reinvestment Act. The Dodd-Frank Wall Street Reform and Consumer Protection Act added a requirement that the 
financial holding companies themselves must be well capitalized and well managed. 

’ Many bank holding companies of various sizes are financial holding companies. The Board maintains a list of 
hnanciai holding companies on its website at www.federalreserve.«ov/bankinforeg/fhc-htm . 
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system generally.^ In reviewing requests for complementary authority, the Board is required to 
consider whether performance of the activity can reasonably be expected to produce benefits to 
the public-such as greater convenience, increased competition, or gains in efficiency— that 
outweigh possible adverse effects, such as undue concentration of resources, decreased or unfair 
competition, conflicts of interest, or unsound banking practices.^ 

Begiiming in 2003, the Board issued a limited number of orders permitting individual 
financial holding companies to engage in specified coraraodities-related activities as 
complementary activities under this statutory authority. These activities included physical 
settlement of derivative contracts involving certain approved commodities and spot trading of 
those commodities.* A dozen financial holding companies currently have this 4(k) authority.^ 

In addition, a subset of these companies has been granted additional authority to engage 
in energy tolling and energy-management activities. Energy tolling involves making fixed, 
periodic payments to power plant owners that compensate the owners for their fixed costs in 
exchange for the right to all or part of their plants’ power output. Energy-management activities 
are transactional and advisory services, which are provided to power plant owners. 

The Board’s orders placed prudential limits on financial holding companies that engage 
in commodities activities under complementary authority. The Board limited the total market 
value of all commodities held under this authority, including periodic payments under tolling 


^ Section 4(k)(t)(B) of the Bank Holding Company Act, 12 USC I843(k)(l)(B). 

’ 12USC I8430)(2). 

® This authority is generally limited to commodities for which derivatives contracts have been approved by the 
Commodity Futures Trading Commission for trading on a U.S. exchange, in a few cases, other commodities with 
comparable fungibility, liquidity, and other relevant characteristics have been approved. 

^ The financial holdings companies currently authorized by the Board to engage in complementary physical 
commodities activities are Bank of America Corporation, Barclays Bank PLC, BNP Paribas, Citigroup Inc., Credit 
Suisse Group, Deutsche Bank AG, JPMorgan Chase & Co., Scotiabank, Societe Generale, The Royal Bank of 
Scotland Group pic, UBS AG, and Wells Fargo & Company. The Board’s approvals regarding section 4(k) are 
publicly available. 
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agreements, to 5 percent of the financial holding company’s tier 1 capital. In addition, the Board 
prohibited financial holding companies from owning commodity transportation, storage, 
extraction, or refining facilities under complementary authority. Moreover, companies are 
required to demonstrate risk-management processes sufficient to support their activities and to 
put in place additional risk mitigants, such as insurance. 

A second provision tliat Congress included in the GLB Act permits financial holding 
companies, without prior Board approval, to make merchant banking investments in companies 
engaged in activities not otherwise permitted for financial holding companies.'® There are 
several statutory conditions on merchant banking investments, including restrictions on the 
authority of a financial holding company to routinely manage or operate a merchant banking 
portfolio company and a requirement that merchant banking investments be held only for a 
limited period. To implement these restrictions, the Board adopted regulations in 2001 that 
require merchant banking investments to be disposed of within 1 0 years after purchase (or 1 5 
years for investments made through a qualifying private equity fund), and that limit the officer 
and employee interlocks between financial holding companies and portfolio companies. These 
restrictions were designed to help ensure that merchant banking investments generally are 
passive investments and limited in duration. 

A third provision in the GLB Act permits certain companies to engage in a broad range of 
physical commodities activities. Section 4(o) of the Bank Holding Company Act authorizes a 
company that was not a bank holding company and becomes a financial holding company after 


12 use 1 843(k)(4)(H). The merchant banking authority permits a financial holding company to acquire or 
control any amount of shares, assets, or ownership interests of any company or other entity that is engaged in an 
activity not otherwise authorized for the financial holding company under section 4 of the Bank Holding Company 
Act. 



November 12, 1999, to continue to engage in activities related to the trading, sale, or investment 
in commodities that were not permissible activities for bank holding companies if the company 
was engaged in the United States in any of such activities as of September 30, 1997." In 
contrast to section 4(k) complementary authority, this authority is automatic— meaning no 
approval by or notice to the Board is required for a company to rely on this authority for its 
commodities activities. Also, unlike the firms conducting limited commodities activities found 
to be complementary to financial activities under section 4(k), the section 4(o) grandfathered 
firms are authorized to engage in the transportation, storage, extraction, and refining of 
commodities. Moreover, while the cap on complementary activities under section 4(k) is 5 
percent of tier 1 capital, commodities activities permitted under the section 4(o) grandfather 
provision may represent up to 5 percent of the company’s total consolidated assets. Only two 
financial holding companies currently qualify for these grandfather rights-Goldman Sachs and 
Morgan Stanley. 

During 2008, both Goldman Sachs and Morgan Stanley became bank holding companies 
and elected financial holding company status. They each claim the right to conduct commodities 
activities under the grandfather provision found in section 4(o). In addition, during this same 
period, J.P. Morgan Chase & Co. acquired Bear Steams and Bank of America Corporation 
acquired Merrill Lynch; both Bear Steams and Merrill Lynch engaged in a substantial amount of 
commodities trading activities. However, the range of permissible physical commodities 
activities of these latter two financial holding companies is limited because they are not 
grandfatliered under section 4(o). 


" 12 use 1843(o). 
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Federal Reserve Supervision of Commodities Activities 

The prudential supervision of the largest, most complex banking companies is a 
cooperative effort in which the Federal Reserve acts as the prudential regulator and supervisor of 
the consolidated holding companies, with some of the principal business activities of such 
companies supervised by other functional regulators. The Federal Reserve’s supervisory 
program focuses on the enterprise-wide risk profile and risk management of those companies, 
with particular focus on financial strength, corporate governance, and risk-management practices 
aird competencies of the company as a whole. To this end, we monitor the largest of these 
institutions on a continuous basis and routinely conduct inspections and examinations of all of 
these firms to encourage their safe and sound operation. 

The Federal Resert'e has no direct role in the supervision of the commodities markets 
generally. The Commodity Futures Trading Commission (CFTC) was created by Congress in 
1974 as an independent agency with the mandate to regulate commodity futures and option 
markets. Congress significantly expanded the authority of the CFTC to regulate the over-the- 
counter commodity derivative markets in the Dodd-Frank Wall Street Reform and Consumer 
Protection Act. Additionally, the Securities and Exchange Commission (SEC) oversees our 
nation’s securities exchanges and markets and disclosures by public companies, among other 
things. Other independent agencies, such as the Federal Energy Regulatory Commission 
(FERC), also regulate segments of the physical commodities market. 

Over the last five years, the Federal Resen'e has taken several steps to strengthen its 
ongoing supervision of the largest, most complex banking companies. Most importantly, we 
established the Large Institution Supervision Coordinating Committee (LISCC) to ensure that 
oversight and supervision of the largest firms incorporates a broader range of internal 
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perspectives and expertise; involves regular, simultaneous, horizontal (cross-firm) supervisory 
exercises; and is overseen in a centralized process to facilitate consistent supervision, a well- 
considered response to risks or problems that may be present in more than one firm, and a 
perspective on the financial system as a whole. The committee includes senior bank supervisors 
from the Board and relevant Reserve Banks as well as senior Federal Reserve staff from the 
research, legal, and other divisions at the Board and from the markets and payment systems 
groups at the Federal Reserve Bank of New York. To date, the LISCC has developed and 
administered several horizontal supervisory exercises, notably the capital stress tests and related 
comprehensive capital reviews of the nation’s largest bank holding companies. 

Bank holding companies that conduct commodities activities pursuant to either 
section 4(k) complementary, merchant banking, or section 4(o) grandfather authority are 
typically subject to continuous supervision by the Federal Reserve. That supervisory oversight, 
for example, includes review of internal management reports, periodic meetings with the 
personnel responsible for managing and controlling the risks of the firm’s commodities 
activities, and targeted examinations of tliose activities. The primary goals of our supervision of 
commodities activities are to monitor the management of risks of those activities to the financial 
holding companies and assess the adequacy of the firms’ control environments relating to 
physical commodities activities. 

The Federal Reserve expanded the scope of its examination and review of the firms 
engaged in physical commodities activities as the events of 2008 and 2009 alluded to earlier 
brought more firms engaged in commodities activities under the supervisory purview of the 
Federal Reserve. In 2009, the Federal Reserve fonned an examination team to conduct 



321 


- 8 - 

horizontal examinations of firms across the LISCC portfolio that are engaged in commodities 
activities. 

Among the supervisory activities taken were additional reviews by examination staff 
specializing in commodities risk-management practices. During these reviews, the teams 
examined the ways firms managed risks from commodities activities. In addition, the teams 
reviewed the firms’ processes for assessing capital needs associated with these activities. On an 
ongoing basis, supervisory experts monitored the fimis’ exposures and assessed the strength of 
the corresponding risk-management and control processes. This work led us to explore possible 
additional actions in our ANPR. 

The Board requires financial holding companies that engage in commodities activities to 
hold regulatory capital to absorb potential losses from those activities. Financial holding 
companies have long been required to hold capital against the counterparty credit risk from 
commodity derivatives (and other types of over-the-counter derivatives) and against the market 
risk of all commodity positions. Following the financial crisis, the Board has strengthened its 
capital requirements for the credit risk and market risk of these transactions. 

Still, physical commodities activities can pose unique risks to the safety and soundness of 
financial holding companies. While firms engaged in physical commodities activities employ 
measures to limit liability-including using a variety of legal structures that attempt to limit 
liability for catastrophic and environmental events, purchasing in.surance, and allocating capital 
aimed at mitigating operational risk— there are considerable difficulties in estimating the possible 
damages related to environmental or catastrophic incidents, as evidenced by some well- 
publicized events in recent years. Moreover, just the uncertainty that can come about after a 
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catastrophic event as observers wait to see the ultimate damages could put extraordinary pressure 
on a financial institution engaged in these activities that could threaten its safety and soundness. 
Federal Reserve Review of Physical Commodities Activities 

This past January, the Federal Reserve invited public comment through an ANPR on a 
range of issues related to the commodities activities of financial holding companies. The scope 
of our ongoing review covers commodities activities and investments under section 4(k) 
complementary authority, merchant banking authority, and section 4(o) grandfather authority. 
Recently, some of the financial holding companies engaged in physical commodities activities 
have publicly indicated that they are reducing or terminating some of these activities. 

As the ANPR explains, we are exploring what further prudential restrictions or 
limitations on the ability of financial holding companies to engage in commodities-related 
activities as a complementary activity are warranted to mitigate the risks associated with these 
activities. Such additional restrictions on complementary commodities activities could include 
reductions in the maximum amount of assets or revenue attributable to such activities, increased 
capital or insurance requirements on such activities, and prohibitions on holding specific types of 
physical commodities that pose undue risk to the company. We also are exploring what 
restrictions or limitations on investments made through the merchant banking authority would 
appropriately address those or similar risks. 

In response to the notice, the Board received 1 84 unique comments and more than 1 6,900 
form letters. Commenters included members of Congress, individuals, public interest groups, 
academics, end users, banks, and trade associations. The comments present a range of views and 
perspectives. Those opposed to financial holding company involvement in physical commodities 
activities argued that the different roles of financial holding companies in the commodities 
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markets (such as trading and credit) allow these firms an unfair competitive advantage and 
present conflicts of interest in dealing with customers. They also contend that physical 
commodities activities pose a wide range of risks (including compliance with environmental 
laws and potential market conduct issues) to financial holding companies that are difficult for 
companies to measure and mitigate, and for regulators to monitor. 

On the other hand, a number of commodities end-users, including corporate treasurers 
and municipalities, as well as several trade associatiorrs and others, argued that financial holding 
companies provide valuable and hard-to-replace services to end-users. They also argued that 
financial holding companies are reliable and low-risk counterparties that enhance the efficiency 
of the commodities markets and provide additional liquidity to those mar kets. These 
commenters contended that financial holding companies can successfully mitigate the risks of 
commodities activities with robust risk management, insurance, and maintenance of appropriate 
corporate separateness. 

As would be expected from this range of views, commenters also suggested a range of 
potential Board actions-from no action to prohibiting trading or ownership of commodities 
associated with catastrophic risk, strengthening prudential safeguards (such as reducing caps on 
the amount of permitted activities), strengthening risk-management practices, enhancing public 
disclosure, requiring additional capital, increasing regulatoiy coordination, and developing risk- 
management best practices. The Federal Reserve has been reviewing the comments and 
considering what steps would be appropriate to address the risks posed by physical commodities 
activities. 

The Board has discretion with regard to the complementary activities approved under 
section 4(k). We are also considering whether additional restrictions are appropriate on 
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merchant banking investments to ensure that the investments are truly passive. Moreover, we are 
exploring measures such as additional capital requirements, enhanced risk-management 
requirements, and additional data collection and reporting requirements on physical commodities 
activities to help ensure that such activities do not pose undue risks to the safety and soundness 
of financial holding companies and their subsidiary depository institutions, or to financial 
stability. 

Conclusion 

Our review of the commodity-related activities of the films we supervise is ongoing. We 
are assessing the potential risk of physical commodities activities to the safety and soundness of 
the financial holding companies engaged in these activities. In doing so, we are focusing on the 
risk to safety and soundness presented by specific activities and on whether those risks can be 
appropriately and adequately mitigated. In addition, we are conducting a careful and thorougli 
assessment of the costs and benefits of financial holding company engagement in these activities. 
Our work includes a complete assessment of the comments we received in response to the 
ANPR. We expect to issue a formal notice of public rulemaking regarding these matters in the 
first quarter of next year. 

Thank you for your attention. I would be pleased to answer any questions you might 


have. 
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Testimony of Larry D. Gasteiger 
Acting Director, Office of Enforcement 
Federal Energy Regulatory Commission 
Before the Permanent Subcommittee on Investigations 
United States Senate 
November 21, 2014 

Mr. Chairman, Ranking Member McCain, and Members of the Subcommittee: 
Thank you for inviting me to testify today. My name is Lany Gasteiger, and I am the 
Acting Director of the Office of Enforcement of the Federal Energy Regulatory 
Commission (FERC, or the Commission). I appear before you as a staff witness, and the 
views I present are not necessarily those of the Commission or any individual 
Commissioner. In my testimony, I will summarize the Commission’s authorities and 
responsibilities regarding its ability to investigate manipulation of electricity prices and 
markets, ensure just and reasonable energy prices, and support grid reliability, and in so 
doing will respond to the Subcommittee’s specific questions in its hearing invitation. 

I. FERC Responsibilities and Authorities 

a. Prohibition on Market Manipulation 

The Commission’s statutory authority and responsibility to investigate market 
manipulation in FERC-jurisdictional energy markets is tlie Energy Policy Act of 2005 
(EPAct 2005). Following Enron’s manipulation of the Western energy markets. Congress 
passed EPAct 2005, which broadly prohibited market manipulation in FERC-regulated 
wholesale physical natural gas and electric mtirkets. Congress patterned EPAct 2005 ’s 

I 
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fraud and manipulation prohibition on the similarly broad anti-fraud and anti- 
manipulation provisions in the Securities and Exchange Act of 1934. Shortly after EPAct 
2005 was passed, the Commission implemented its new statutory authority through its 
anti-manipulation regulations, codified at 18 C.F.R. Section Ic. The Commission relies 
on the anti-manipulation authority granted in EPAct 2005 to investigate potential fraud or 
market manipulation and, when a matter cannot settle on terms found to be within the 
public interest, bring enforcement actions against companies or individuals who engage 
in fraud or manipulation affecting FERC-regulated markets. 

In EPAct 2005, Congress also significantly enhanced the Commission’s ability to 
impose civil penalties for violations of FERC rules, including fraud and manipulation, by 
increasing maximum civil penalties from only $10,000 per violation per day, to up to $1 
million per violation per day. These changes strengthened FERC’s ability to carry out a 
robust enforcement program. To date, the Commission has imposed and collected 
approximately $902 million in civil penalties and disgorgement following EPAct 2005. 
This consists of over $602 million in civil penalties, which were distributed to the U.S. 
Treasury, and almost $300 million in disgorgement of unjust profits, which were returned 
to affected market participants and consumers. (This amount does not include fines in 
electric market manipulation matters to be reviewed in federal court, for example, the 
approximately $453 million civil penalties assessed by the Commission in the pending 
Barclays market manipulation matter.) 
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b. Ensure Just and Reasonable Energy Prices 

The Commission also has the fundamental responsibility, under the Federal Power 
Act (FPA) Sections 205 and 206 and Natural Gas Act (NGA) Sections 4 and 5, to ensure 
“just and reasonable” prices in wholesale power and natural gas markets and other 
jurisdictional transactions. FPA Section 206 and NGA Section 5 authorize the 
Commission to investigate, on its own motion or upon complaint, jurisdictional rates and 
terms of service. If the Commission determines that such rates or terms of service do not 
meet the statutory standard, it must determine and establish the just and reasonable rate or 
term of service to be observed. 

c. Protect Grid Reliability 

Another aspect of FERC’s authority is to protect the reliability of the nation’s bulk 
power system, which it carries out through review and approval of mandatory reliability 
standards, as well as through audits of reliability programs and investigations of potential 
violations of the standards. Pursuant to Section 215 of the Federal Power Act, the 
Commission certified the North American Electric Reliability Corporation (NERC) as the 
“Electric Reliability Organization.” There are also eight Regional Entities, to which the 
Electric Reliability Organization may delegate authority for proposing regional reliability 
standards and enforcing all reliability standards, and carrying out day-to-day reliability 
responsibilities. Under the structure established by Congress in Section 215, NERC 
proposes mandatory reliability standards for the bulk power system, and the Commission 
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has the authority to approve the standards. In 2007, in Order No. 693,* the Commission 
approved the initial Reliability Standards, which became mandatory and enforceable that 
year. NERC and the Commission may carry out investigations together, or the 
Commission may do so independently. 

To date, the Commission has completed and assessed civil penalties in eleven 
reliability investigations, nine of them conducted jointly with NERC. The eleven 
penalties assessed in reliability settlements range from $50,000 to $25,000,000 and total 
$47. 1 million. The most recent three reliability settlements arose out of the 20 1 1 
blackout of San Diego, Yuma, Arizona, and Baja California, Mexico, which left at least 5 
million individuals without power for up to 12 hours. 

11. Enforcement Cases Regarding Manipulation Schemes Involving Banks 

Tire Subcommittee has specifically asked about the Commission’s investigation 

and enforcement efforts related to electricity price manipulation schemes involving 

financial institutions. A number of such cases have been part of our efforts in the past 

few years. Although the mechanics of a manipulative scheme can be highly detailed and 

complex, in many of these investigations, the market manipulation scheme at issue 

follows the same general pattern — a trader moves prices of physical energy in the 

Commission’s jurisdiction in order to benefit a related position held in the financial 

markets. This type of manipulation scheme is possible because prices in the physical 

' Mandatory Reliability Standards for the Bulk-Power System, Order No. 693, FERC Stats. & 
Regs. $ 3 1 ,242, order on reh ’g, Order No. 693-A, 1 20 FERC T| 6 1 ,05 3 (2007), 
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energy markets can serve as the basis for the prices of related financial products, such as 
swaps, futures contracts, other derivatives, or Financial Transmission Rights. Because 
the physical and financial markets are interrelated, transactions of physical energy can be 
used to manipulate a physical price either up or down for the purpose of increasing the 
value of a related financial position whose value is tied to (and indeed may settle directly 
on) that physical price. The trader may lose money in the physical markets as paid of his 
manipulative scheme, but nonetheless profit overall because his financial position is more 
highly leveraged than his physical position — ^that is, his gains in the financial markets 
outweigh (sometimes significantly) the physical losses incurred to produce those gains. 

Understanding the purpose behind the physical and financial transactions is one of 
the key elements of a manipulation case. If the subject intended, or acted recklessly, to 
move prices or distort the proper functioning of FERC-jurisdictional energy markets, that 
satisfies the fraudulent intent element of a manipulation case. If the subject, however, 
engaged in transactions based on the supply and demand fundamentals of the market, or 
based on hedging risk, those circumstances, absent more, do not constitute manipulative 
intent and therefore do not violate the Commission’s anti-manipulation rule. Our 
approach to market manipulation cases (like other potential violations of Commission 
rules, regulations, and orders) is to pay rigorous attention to the specific facts of a case — 
and just as we do not hesitate to seek penalties and bring enforcement actions against 
market manipulators, we do not hesitate to close investigations where the facts show there 
was no violation. 
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Given the importance that Congress has placed on FERC’s role in policing market 
fraud and manipulation — frightfully so, given the wide disruption such schemes can cause 
to wholesale energy markets and harm to consumers — the Office of Enforcement’s effort 
to combat fraud and market manipulation has been and will continue to be its top priority. 
Of the settlements Enforcement has reached in the past three years, approximately one- 
third involve fraud and manipulation. 

Let me turn to the three cases that you asked me to discuss, which involved JP 
Morgan Chase, Deutsche Bank, and Barclays. 

Fraud and manipulation can take other forms than the physical trading-financial 
position framework described above. A notable example is the Commission’s July 2013 
settlement with a wholly-owned subsidiary of JP Morgan which, among other terms, 
required JP Morgan to pay a combined $410 million in civil penalties and disgorgement 
to ratepayers.^ 

The JP Morgan case involved gaming of two regional electric markets. This 
settlement resolved the Office of Enforcement’s investigation into 12 manipulative 
bidding strategies designed to make profits from power plants that were usually out of the 
money in the marketplace. In these manipulative strategies, which are described in 
greater detail in the settlement agreement and order approving it, the JP Morgan 
subsidiary defrauded market operators in California (the California Independent System 

^ See In Re Make-Whole Payments and Related Bidding Strategies, 144 FERC H 61,068 
(2013). 
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Operator, known as CAISO) and the Midcontinent ISO (MISO) by making bids into 
these markets that were not grounded in the normal forces of supply and demand, and 
were expected to, and did, lose money at market rates. The IP Morgan subsidiary’s 
purpose in submitting these bids was not to make money based on market fundamentals, 
but to create artificial conditions that would cause the CAISO and MISO systems to pay 
the company outside the market at premium rates. Enforcement staff also determined 
that IP Morgan knew that the CAISO and MISO markets received no benefit from 
making these inflated payments and, thus, the company defrauded these market operators 
by obtaining payments for benefits it did not deliver. 

Another recent settlement, ourlanuaiy 2013 settlement with Deutsche Bank, 
resolved our investigation into conduct that more neatly fits the physical trading-financial 
position framework.^ Deutsche Bank held a type of energy contract commonly used to 
hedge against, or profit from, the “congestion” on a transmission line that occurs when 
the line cannot carry all the electricity needed at a particular supply or delivery point on 
the grid. These contracts are often called Financial Transmission Rights or FTRs — 
though in the CAISO market at issue in the Deutsche Bank matter, they are called 
Congestion Revenue Rights (CRRs). In early 2010, Deutsche Bank began to lose money 
on its CRR contracts. The company initially sought to limit its losses by purchasing new 
CRRs in the CAISO market to reduce its exposure to congestion. But these new CRR 

See Deutsche Bank Energy Trading, LLC, 142 FERC 61,056 (2013). 
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purchases did not fully cover its losses. So Deutsche Bank’s energy traders devised and 
implemented a manipulative scheme that involved buying and selling physical electricity 
so as to alter congestion levels, and resulting market prices, at the same point 
corresponding to its CRR contracts. These physical transactions (in addition to violating 
the CAISO tariff) were unprofitable and inconsistent with market fundamentals, but did 
have the effect of increasing the value (i.e., by limiting losses) of Deutsche Bank’s CRRs. 

In short, Deutsche Bank used physical energy transactions to affect congestion 
levels and corresponding energy prices within CAISO in order to increase the value of its 
CRR contracts — in violation of EPAct 2005 and the Commission’s anti-manipulation 
rule. 


The Commission’s luly 2013 Order Assessing Civil Penalties in Barclays 
addressed conduct that also fit this framework.'* The Commission’s assessment of civil 
penalties and disgorgement in Barclays is currently under review in federal district court 
in Sacramento, so the litigation is ongoing. That being said, I can provide a brief 
description based on published Commission orders. 

Barclays and its energy traders amassed substantial positions of physical electricity 
contracts through their transactions on the IntercontinentalExchange (ICE) trading 
platform. Barclays and its traders also assembled a financial swaps position at four 

'* See Barclays Bank, PLC, et al, 144 FERC ^ 61,041 (2013). 
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important trading points in Western energy markets, whose value was pegged to 
published electricity price indices set by the physical electric contracts Barclays traded. 
The Commission found that Barclays engaged in manipulative physical trades to “flatten 
out” the physical electricity positions it had amassed on its trading books in a manner 
designed to influence the index prices that determined tire value of its swaps. Barclays’s 
physical trading was uneconomic and not based on market fundamentals; indeed, the 
company often lost money in the physical markets. But Barclays’s physical trading 
nonetheless profited the company overall because its trades helped move the index price 
that set the value of its larger financial swaps benefiting position. 

III. Surveillance Efforts to Identify Manipulation in the Electricity Markets 

The Subcommittee has asked about FERC’s efforts to identify price manipulation 
in both physical and financial markets related to electricity. In the last few years, FERC 
has enhanced its abilities in this area by adding surveillance tools, expert staff, and new 
analytical capabilities. In 2012, the Commission established a dedicated unit for market 
surveillance and analysis, called the Division of Analytics and Surveillance (DAS) in the 
Office of Enforcement. There are approximately 45 professionals in our DAS unit, 
including economists, energy industry analysts, former traders, and former risk managers. 
They develop surveillance tools, analyze transactional and market data to detect potential 
manipulation and anticompetitive behavior, and assist in the analytical rigors of market 
manipulation investigations. 
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DAS employs sophisticated market screens as the centerpiece of its surveillance 
program. Based on statistical analysis and behavioral patterns, staff has built automated 
processes that it uses to evaluate market data to identify suspicious trading activity. For 
example, market screens can help staff identify problematic trading by monitoring the 
interactions between bidding strategies and potentially benefiting physical and financial 
positions. Other screens identify patterns in offers for physical energy which result in 
abnormal out of market payments. As Commission rulemakings in the last few years 
have expanded data sources, DAS has incorporated new information into its screens and 
gained greater visibility into trading between markets. 

In the past year, FERC’s surveillance and enforcement efforts have been enhanced 
by information-sharing with the Commodity Futures Trading Commission (CFTC). 
Because the electric markets are interrelated with financial markets containing power- 
based products and indices, relevant financial data in manipulation cases is often found in 
markets regulated by the CFTC. This past January, FERC and the CFTC signed a 
Memorandum of Understanding to enable the agencies to share surveillance-related 
information. So far this year, the implementation of the MOU has assisted FERC’s 
investigative efforts. Also this year, FERC began receiving a daily feed of data from the 
CFTC’s Large Trader Report (LTR), which includes participant-level open financial 
positions for certain energy products. The LTR has proven to be very useful to our 
surveillance work, especially for identifying potentially manipulative conduct. Going 
forward, the LTR will continue to be a significant resource for our surveillance and 
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enforcement efforts. 

In addition to their surveillance work, DAS staff works closely with the Division 
of Investigations, which includes approximately 45 attorneys and other staff who conduct 
investigations and bring enforcement actions. DAS refers suspicious conduct for possible 
investigation, provides data analysis in ongoing investigations, and gives other expert 
assistance. 

Thus, the Office of Enforcement is in a better position than ever to identify and 
enforce the Commission’s rules when violations occur. Our DAS unit has developed into 
a sophisticated, well-staffed operation that has been able to continually refine its 
surveillance of the markets. Our Division of Investigations has a top-notch staff of 
attorneys and support professionals to carry out the mandates in EPAct 2005 and bring 
enforcement actions under those new authorities. Increased cooperation with other 
regulators, including the CFTC, but also the Department of Justice, United States 
Attorneys’ Offices, the Securities and Exchange Commission, the Federal Trade 
Commission, and the Federal Reserve, has also advanced our mission. 

The Subcommittee has asked about any impediments to FERC’s surveillance and 
investigative efforts. On the whole, FERC has the resources and tools it needs to 
effectively police FERC-regulated markets. One limitation, however, follows from the 
decision by the U.S. Court of Appeals for the District of Columbia Circuit last year in 
Hunter v. FERC, 71 1 F.3d 155 (D.C. Cir. 2013). In Hunter, FERC brought an 
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enforcement action against the market manipulation by a trader at the Amaranth hedge 
fund. After the Commission assessed a $30 million penalty, the court ruled that the 
CFTC’s exclusive jurisdiction over futures contracts deprives FERC of authority to bring 
an action based on manipulation in the futures market, even if the activity affected prices 
in the physical markets for which FERC has exclusive jurisdiction. Although the 
Commission reads the Hunter decision tts narrow in scope, some market participants 
interpret the decision more broadly to cover not only manipulation in the futures market, 
but also many additional transactions and products, including those squarely within 
FERC’s jurisdictional markets. Accordingly, a legislative fix to eliminate uncertainty on 
this matter could ensure that FERC has the full authority needed to police manipulation of 
wholesale physical natural gas and electric markets. 

IV. Reliability Compliance 

I know the Subcommittee is also interested in patterns of grid reliability 
compliance or other reliability efforts in connection with bank owners or bank operators 
of power plants. While we have not discerned any patterns regarding official 
enforcement actions for reliability failures in connection with bank owners or operators, 
there is at least one instance in which a bank’s actions had the potential to impact 
reliability efforts. 

In summer 2012, the California grid system operator, CAISO, identified a need for 
additional voltage support in Southern California for the following summer due to the 
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outage of a generating station during a time of peak demand.^ CAISO designated two 
generating units in Huntington Beach, which had been taken out of service, as “reliability 
must-run units,” and sought to convert the units in order to produce the needed voltage 
support, which CAISO pursued as the only feasible option given the short time frame. A 
JP Morgan Chase subsidiary had an agreement with the owner and operator of those two 
generating units, and though the owner agreed to the conversion project, it did not believe 
it could move forward without the consent of JP Morgan, which refused its consent. 
CAISO pressed JP Morgan to allow the reliability project to proceed, but the bank 
protested. When CAISO sought relief from the Commission, JP Morgan responded that 
the dispute was essentially a private dispute over a business contract, over which the 
Commission held no jurisdiction. 

In January 2013, the Commission issued an order, determining that JP Morgan’s 
agreement for the sale at wholesale of capacity and energy produced by those units was 
within the Commission’s jurisdiction. Moreover, it determined that JP Morgan’s consent 
was not necessary for the reliability project to proceed, and that the bank’s questions 
about CAISO’s reliability decisions were beyond the scope of the proceeding because 
CAISO’s solution was feasible and well within its authority. Ultimately, JP Morgan 
transferred its agreement regarding the two plants, among others, to Southern California 


® Cal. Indep. Sys. Operator Corp., 142 FERC f 61,016 (Order on petition for declaratory order) 
(2013). 
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Edison Company, which consented to the reliability project.* 

V. Role of Financial Institutions 

Another topic the Subcommittee has asked about is whether financial holding 
company involvement with physical energy production has affected how those financial 
institutions approach the power plant business. The Commission has not taken any view 
on the participation in its regulated markets by financial holding companies (or any 
trading firm, bank, or other financial institution) versus more traditional energy 
companies like generators or utilities. Instead, the Commission’s general view has been 
that financial institutions of all kinds, as well as energy companies of all kinds, can 
benefit markets in numerous ways. However, the Commission expects financial 
institutions, like all other participants in FERC-regulated markets, to have good 
compliance programs, transact in a manner that follows market rules in letter and spirit, 
work cooperatively with grid operators and the Commission when there are concerns, and 
self-report potential violations. 

With regard to reliability, the model is structured in such a way that all users, 
owners, and operators of the Bulk Power System must register with NERC for the 
defined functions each performs. By this registration, each entity’s roles and 
responsibilities are clearly defined, as are the specific reliability standards to which each 

* Cal. Indep. Sys. Operator Corp., 145 FERC f 61,004 (Order on rehearing) (2013). The 
transfer of rights mooted the issue, which was Commission’s rationale in dismissing JP 
Morgan’s additional litigation. Id. 
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must comply.^ The reliability standards require generators to operate their units (provide 
more or less power) as needed and directed by system operators (i.e., reliability 
coordinators, transmission operators, and balancing authorities). So long as the generator 
owners devote the time, effort, and resources required to be in compliance with the 
applicable reliability standards, the Commission has not found it necessary to restrict 
ownership of individual generation projects to traditional generators or affiliates. 

In conclusion, 1 want to thank the Subcommittee for the invitation to testify today. 
I look forward to answering any questions you may have. 


’ See NERC Statement of Compliance Registry Criteria, 

http;//www.nerc.com/FilingsOrders/us/RuleOfProcedureDL/Appendix_5B RegistrationCriteria_ 

20 1 4070 l_updated_20 1 40602%20(updated).pdf 
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WALL STREET BANK INVOLVEMENT WITH 
PHYSICAL COMMODITIES 

1. EXECUTIVE SUMMARY 

For more than a decade, the U.S. Senate Permanent Subcommittee 
on Investigations has investigated and presented case histories on the 
workings of the commodities markets, with the objective of ensuring 
well-functioning markets with market-based prices, effective hedging 
tools, and safeguards against market manipulation, conflicts of Interest, 
and excessive speculation. Past investigations have presented case 
studies on pricing gasoline; exposing a $6 billion manipulation of 
natural gas prices by a hedge fund called Amaranth; closing the Enron 
loophole impeding energy market oversight; tracing excessive 
speculation in the crude oil and wheat markets; exposing the Increased 
role of mutual funds, exchange traded funds, and other financial firms in 
commodity speculation; and revitalizing position limits as tools to 
combat market manipulation and excessive speculation.' 

This investigation focuses on the recent rise of banks and bank 
holding companies as major players in the physical markets for 
commodities and related businesses. It presents case studies of three 
major U.S. bank holding companies, Goldman Sachs,^ JPMorgan 
Chase,^ and Morgan Stanley that over the last ten years were the largest 
bank holding company participants in physical commodity activities. 
Those activities included trading uranium, operating coal mines, running 
warehouses that store metal, stockpiling aluminum and copper, 
operating oil and gas pipelines, planning to build a compressed natural 
gas facility, acquiring a natural gas pipeline company, selling jet fuel to 
airlines, and operating power plants. 

The United States has a long tradition of separating banks from 
commerce. The Subcommittee’s case studies show how that tradition is 
eroding, and along with it, protections from a long list of risks and 


' See, e.g., U.S. Senate Permanent Subcommittee on Investigations reports and hearings, “Gas 
Prices: How Are They Really Set?” S. Hrg. 107-509 (April 30 and May 2, 2002); “U.S. 
Strategic Petroleum Reserve: Recent Policy has Increased Costs to Consumers But Not Overall 
U.S. Energy Security,” S. Prt. 108-18 (March 5, 2003); “The Role of Market Speculation in 
Rising Oil and Gas Prices: A Need to Put the Cop Back on the Beat,” S. Prt. 1 09-65 (June 27, 

2006) ; “Excessive Speculation in the Natural Gas Market,” S. Hrg. 110-235 (June 25 and July 9, 

2007) ; “Excessive Speculation in the Wheat Market,” S. Hrg. 1 10-235 (June 25 and July 9, 
2007); “Excessive Speculation and Compliance with the Dodd-Frank Act,” S. Hrg. 112-313 
(November 3, 2011); and “Compliance with Tax Limits on Mutual Fund Commodity 
Speculation,” S. Hrg. 1 12-343 (January 26, 2012). 

^ The terms “Goldman Sachs” and “Goldman” are intended to refer to The Goldman Sachs 
Group, Inc., the financial holding company, unless otherwise indicated. 

^ The terms “JPMorgan Chase” or “JPMorgan” are intended to refer to JPMorgan Chase & Co., 
the financial holding company, unless otherwise indicated. 
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potentially abusive conduct, including significant financial loss, 
catastrophic event risks, unfair trading, market manipulation, credit 
distortions, unfair business competition, and conflicts of interest. The 
investigation also highlights how the Federal Reserve has identified 
financial holding company involvement with physical commodities as a 
significant risk, but has taken insufficient steps to address it. More is 
needed to safeguard the U.S. financial system and protect U.S. taxpayers 
from being forced to bailout large finaneial institutions involved with 
physical commodities. 

A. Subcommittee Investigation 

The Subcommittee initiated this investigation in 2012. As part of 
the investigation, the Subcommittee gathered and reviewed over 90,000 
pages of documents from Goldman Sachs, JPMorgan, Morgan Stanley, 
the Federal Reserve, the Office of the Comptroller of the Currency 
(OCC), Commodity Futures Trading Commission (CFTC), and Federal 
Energy Regulatory Commission (FERC), as well as from a number of 
other financial firms and agencies. The Subcommittee obtained 
information from them through information requests, briefings, 
interviews, and reviews of publicly available information. The 
Subcommittee participated in 78 interviews and briefings involving the 
financial institutions, regulators, and other businesses and agencies. In 
addition, the Subcommittee spoke with academic and industry analysts, 
as well as experts in a variety of fields, including banking law, 
commodities trading, environmental and catastrophic risk management, 
and the aluminum, copper, coal, uranium, natural gas, oil, jet fuel, and 
power markets. Goldman Sachs, Morgan Stanley, and JPMorgan, as 
well as U.S. federal banking regulators, other U.S. agencies, and the 
London Metal Exchange (LME) all cooperated with Subcommittee 
requests for information. 

B. Investigation Overview 

The Subcommittee investigation developed case studies involving 
the three U.S. financial holding companies with the largest levels of 
involvement with physical commodities, Goldman Sachs, JPMorgan, 
and Morgan Stanley. Within each case study, the Subcommittee looked 
at three specific commodities issues in detail to illustrate the wide 
variety of physical commodity activities underway and the particular 
concerns they raise. 

The Goldman case study looks at Goldman’s acquisition of a 
company called Nufcor which bought and sold physical uranium and 
supplied it to nuclear power plants. The case study also examines 
Goldman’s ownership of two open-pit coal mines in Colombia and its 
use of Colombian subsidiaries to produce, market, and export that coal. 
In addition, it scrutinizes Goldman’s involvement with aluminum. 
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including its acquisition of Metro International Trade Services LLC, a 
warehouse company with nearly 30 Detroit warehouses containing the 
largest LME-certified aluminum stocks in the United States. 

The Morgan Stanley ease study focuses on Morgan Stanley’s 
involvement with natural gas, in particular its effort to construct a new 
compressed natural gas facility in Texas and its involvement with a 
natural gas pipeline company in the Midwest named Southern Star. It 
also examines Morgan Stanley’s involvement with oil storage and 
transport activities, and its role as a supplier of jet fuel to United Airlines 
and as a jet fuel hedging counterparty to Emirates airline. 

The JPMorgan case study features JPMorgan’s acquisition of over 
30 power plants across the United States, and subsequent involvement 
with manipulating electricity payments and blocking plant modifications 
to improve grid reliability. The case study also examines JPMorgan’s 
involvement with physical copper activities, including massive copper 
trades, a multi-billion-dollar copper inventory that operates free of 
regulatory size limits, and a proposal to establish a copper-backed 
exehange traded fund that some industrial copper users view as 
potentially creating artificial copper shortages and price increases. In 
addition, the case study examines how JPMorgan used loopholes, 
exclusions, and valuation minimization techniques to stay under 
regulatory limits on the size of its physical commodity holdings. 

In addition to analyzing financial company involvement with 
physical commodity activities, the investigation examined the level of 
oversight exerted by the Federal Reserve, which has sole authority over 
bank holding companies in the United States, including bank holding 
companies that have elected to operate as “financial holding companies” 
authorized to engage in physical commodity activities. In 2009, as part 
of its effort to analyze risks in the U.S. financial system after the 
financial crisis, the Federal Reserve identified bank involvement with 
physical commodities as an area of concern and initiated a multi-year 
review of the issue. In an October 2012 report, the Federal Reserve 
Bank of New York Commodities Team that conducted the special 
review issued an internal, staff-level report concluding bank 
involvement with physical commodities raised significant concerns that 
required action. A year ago, the Federal Reserve signaled that it was 
considering initiating a rulemaking to reduce the risks associated with 
physical commodities, but has yet to issue a proposed rule. 

Risky Activities. All three of the financial holding companies 
examined by the Subcommittee were engaged in a wide range of risky 
physical commodity activities which included, at times, producing, 
transporting, storing, processing, supplying, or trading energy, industrial 
metals, or agricultural commodities. Many of the attendant risks were 
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new to the banking industry, and could result in significant financial 
losses to the financial institutions. 

One set of risks arose from the sheer size of each financial 
institution’s physical commodity activities. Until recently, Morgan 
Stanley controlled over 55 million barrels of oil storage capacity, 100 oil 
tankers, and 6,000 miles of pipeline. JPMorgan built a copper inventory 
that peaked at $2.7 billion, and, at one point, included at least 213,000 
metric tons of copper, comprising nearly 60% of the available physical 
copper on the world’s premier copper trading exchange, the LME. In 
2012, Goldman owned 1.5 million metric tons of aluminum worth $3 
billion, about 25% of the entire U.S. annual consumption. Goldman also 
owned warehouses which, in 2014, controlled 85% of the LME 
aluminum storage business in the United States. Those large holdings 
illustrate the significant increase in participation and power of the 
financial holding companies active in physical commodity markets. 

In addition to accumulating large inventories, the three financial 
holding companies engaged in transaetions involving massive amounts 
of physical commodities. JPMorgan executed a series of copper trades 
in 2010 involving more than S1.5 billion, and a series of aluminum 
trades in 201 1 involving $1.9 billion. In 2012, Goldman twice made 
purchases of LME warrants providing title to physical aluminum worth 
more than $1 billion. In 2012, Morgan Stanley bought 950,000 barrels 
of heating oil. These transactions represented outsized physical 
commodity trades within their respective markets. Since most physical 
commodity transactions are not subject to regulation by the Commodity 
Futures Trading Commission, Securities Exchange Commission (SEC), 
or bank regulators, those transactions also represent an area in which 
risky conduct may escape federal oversight. 

In addition to compiling huge commodity inventories and 
participating in outsized transactions, the three financial holding 
companies chose to engage in commodity-related businesses that carried 
potential catastrophic event risks. While the likelihood of an actual 
catastrophe remained remote, those activities carried risks that banks 
normally avoided altogether. Goldman, for example, bought a uranium 
business that carried the risk of a nuclear incident, as well as open pit 
coal mines that carried potential risks of methane explosions, mining 
mishaps, and air and water pollution. Its coal mines also experienced 
extended labor unrest, which at one point led to requests for police and 
military assistance to remove a human blockade preventing entry to the 
mines, risking injuries, an international incident, or worse. Morgan 
Stanley owned and invested in extensive oil storage and transport 
facilities and a natural gas pipeline company which, together, carried 
risks of fire, pipeline ruptures, natural gas explosions, and oil spills. 
JPMorgan bought dozens of power plants whose risks included fire, 
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explosions, and air and water pollution. Throughout most of their 
history, U.S. banks have not incurred those types of catastrophic event 
risks. 


In some cases, the financial holding companies intensified their 
liability risks. Morgan Stanley formed shell companies to launch 
construction of a compressed natural gas facility, and ran the venture 
entirely with Morgan Stanley employees and resources, opening up the 
financial holding company to direct liability if a worst case scenario 
should occur. Goldman bought two Colombian coal mines, took control 
of 100% of the coal sales, and provided other essential services to its 
subsidiaries running the business, putting itself at significant financial 
risk if potential mining-related accidents were to occur. Goldman also 
purchased an existing uranium business and, after its employees left, 
used Goldman personnel to buy and sell uranium and supply it to 
nuclear power plants. JPMorgan took 100% ownership of several power 
plants, exposing the financial holding company, as the direct owner, to 
financial liability should any of those plants experience a catastrophic 
event. 

At the same time, none of the three financial holding companies 
was adequately prepared for potential losses from a catastrophic event 
related to its physical commodity activities, having allocated insufficient 
capital and insurance to cover losses compared to other market 
participants. In its recent public filing seeking comment on whether it 
should impose new regulatory constraints on financial holding 
companies conducting physical commodity activities, the Federal 
Reserve described a litany of past industrial disasters, including massive 
oil spills, railway crashes, nuclear power plant meltdowns, and natural 
gas explosions."* The Federal Reserve wrote: 

“Recent disasters involving physical commodities demonstrate that 
the risks associated with these activities are unique in type, scope 
and size. In particular, catastrophes involving environmentally 
sensitive commodities may cause fatalities and economic damages 
well in excess of the market value of the commodities involved or 
the committed capital and insurance policies of market 
participants.”^ 

When the Federal Reserve Commodities Team, in 2012, analyzed 
the extent to which a group of four financial holding companies, 
including the three examined here, had allocated capital and insurance to 
cover “extreme loss scenarios,” it determined that all four had 


'' See “Complementary Activities, Merchant Banking Activities, and Other Activities of 
Financial Holding Companies Related to Physical Commodities,” 79 Fed.Reg. 3329 (daily ed. 
Jan. 21, 2014)(hereinafter “ANPR”), http://wvnv.gpo.gov/fdsys/pkg/FR-2014-01-21/pdf/2014- 
00996.pdf. 

Gd. at 3331. 
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insufficient coverage, and that each had a shortfall of $ 1 billion to $ 1 5 
billion.^ In other words, if a catastrophic event were to subject a 
financial holding company to multi-billion-dollar costs to the same 
extent as, for example, BP Petroleum in the Deep Water Horizon oil 
spill disaster, the financial holding company would not have the capital 
and insurance needed to cover its losses which, in turn, might lead to its 
business partners and creditors reducing their business activities or 
lending to the financial holding company, exacerbating its financial 
difficulties. In a worst case scenario, the Federal Reserve and ultimately 
U.S. taxpayers could be forced to step in with financial support to avoid 
the financial institution’s collapse and consequential damage to the U.S. 
financial system and economy. 

Unfair Trading Advantages. A second set of issues involves 
unfair trading advantages. When financial holding companies seek 
permission from the Federal Reserve to engage in physical commodity 
activities, a common reason given for approving the activities is that 
exposure to the physical market would improve the company’s trading 
in the corresponding financial market. For example, in its 2005 
application to the Federal Reserve for complementary authority to 
participate in physical commodity activities, JPMorgan explained that 
engaging in such activities would: 

“position JPM Chase in the supply end of the commodities 
markets, which in turn will provide access to information regarding 
the full array of actual produce and end-user activity in those 
markets. The information gathered through this increased market 
participation will help improve projections of forward and 
financial activity and supply vital price and risk management 
information that JPM Chase can use to improve its financial 
commodities derivative offerings.”^ 

In the activities reviewed by the Subcommittee, the financial 
companies often traded in both the physical and financial markets at the 
same time, with respect to the same commodities, frequently using the 
same traders on the same trading desk. In some cases, after purchasing a 
physical commodity business, the financial holding company ramped up 
its financial trading. For example, after Goldman bought Nufcor, the 
uranium company, it increased Nufcor’s trading activity tenfold, going 
in four years from an annualized rate of 1 .3 million pounds of uranium 
to trades involving 13 million pounds. In all of the commodities 
examined by the Subcommittee, however, the trades executed by the 


* 10/3/2012 “Physical Commodity Activities at SIFIs,” prepared by Federal Reserve Bank of 
New York Commodities Team, (hereinafter “2012 Summary Report”), FRB-PSI-200477 - 510, 
at 498, 509 [sealed exhibit]. See also ANPR, at 3332 - 3333. 

’ 7/21/2005 “Notice to the Board of Governors of the Federal Reserve System by JPMorgan 
Chase & Co. Pursuant to Section 4(kXl)(B) of the Bank Holding Company Act of 1956, as 
amended, and 12 C.F.R. §225.89,” PSI-FederalReserve-Ol -000004 - 028, at 016. 
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financial holding companies in a commodity’s physical markets 
remained a small percentage of the trades they executed in the 
corresponding financial markets, reflecting the greater focus of the 
financial holding companies on earning substantial revenues from 
trading in those financial markets. 

In some cases, financial holding companies used their physical 
commodity activities to influence or even manipulate commodity prices. 
JPMorgan, for example, paid $410 million to settle charges by the 
Federal Energy Regulatory Commission that it used manipulative 
bidding practices to obtain excessive electricity payments in California 
and the Midwest. Goldman was sued by over a dozen industrial users of 
aluminum claiming that Goldman’s warehouses were artificially 
delaying the release of aluminum from storage to boost prices and 
restrict supplies. As discussed below, in connection with its warehouses 
in Detroit, Goldman approved “merry-go-round” transactions in which 
warehouse clients were paid cash incentives to load aluminum from one 
Metro warehouse into another, essentially blocking the warehouse exits 
while they moved their metal. Those merry-go-round transactions 
lengthened the queue for other metal owners seeking to exit the Detroit 
warehouses, accompanied by increases in the Midwest Premium for 
aluminum. In another troubling development, JPMorgan proposed an 
exchange traded fund (ETF) to be backed with physical copper, 
described below. In filings with the Securities and Exchange 
Commission, some industrial copper users charged that the proposed 
ETF would create artificial copper shortages as copper was stockpiled to 
back the fund, leading to price hikes and, potentially, manipulation of 
market prices. 

In addition, in each of the three case studies, evidence showed that 
the financial holding companies used their physical commodity activities 
to gain access to commercially valuable non-public information that 
could be used to benefit their financial trading activities. For example, 
Morgan Stanley’s oil storage and transport activities gave it access to 
information about oil shipments, storage fill rates, and pipeline 
breakdowns. That information was available not only with respect to its 
own activities, but also for clients using its storage and pipeline 
facilities. Goldman’s warehouse business gave over 50 Goldman 
employees access to confidential warehouse information about 
aluminum shipments, storage volumes, and warrant cancellations. Its 
coal mines in Colombia, the number one exporter of coal to the United 
States, provided Goldman with non-public information about coal 
prices, export levels, and environmental regulatory developments that 
could affect coal exports. JPMorgan’s power plants gave it insights into 
electricity costs, congestion areas, and power plant capabilities and 
shutdowns, all of which could be used to advantage in trading activities. 
In each Instance, non-public market intelligence about physical 
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commodity activities provided an opportunity for the financial holding 
company to use the information to benefit its financial trading activities. 

U.S. commodities laws traditionally have not barred the use of 
non-public information by commodity traders in the same way as 
securities laws have barred its use in securities trades. But when large 
financial holding companies begin to take control of physical 
commodity businesses, gain access to large amounts of commercially 
valuable market intelligence unavailable to most market participants, 
and use that information to make large profitable trades in financial 
markets, concerns deepen about unfair trading advantages. Those types 
of concerns have been magnified by the financial holding companies’ 
increased involvement with physical commodities. 

Commodity markets used to be dominated by commodity 
producers and end-users, like farmers, manufacturers, airlines, and 
municipalities who relied on the commodity markets to determine fair 
prices for critical materials, and to hedge their future price risks. They 
typically held 70% of the open interest in the futures markets, while 
commodity speculators held about 30%. But by 201 1, those percentages 
were reversed, with commodity speculators dominating U.S. commodity 
markets, including financial holding companies like the three Wall 
Street banks examined by the Subcommittee. Under those changed 
circumstances, if commodity markets are to be fair, it is particularly 
important that large traders like financial holding companies not gain 
unfair trading advantages. 

Mixing Banking and Commerce. For over 1 50 years, the United 
States has generally restricted banks to the business of banking and 
discouraged the mixing of banking and commerce. Multiple concerns, 
discussed in more detail below, have been articulated over the years to 
support the separation of banking from commerce, but the case studies 
discussed in this Report show how that principle is being eroded. 

The case studies show how financial holding companies have 
taken control of numerous commercial businesses that have never before 
been run by a bank or bank holding company. Morgan Stanley’s effort 
to construct a compressed natural gas facility, for example, is 
unprecedented for a bank or bank holding company, and in direct 
competition with a similar project by a private company. Morgan 
Stanley’s jet fuel supply services also compete directly with oil and 
refining companies providing the same services. Goldman’s coal 
operations are in direct competition with those of an American company 
that is the second largest coal producer in Colombia. In running its 
power plants, JPMorgan competes with utilities and other energy 
companies that specialize in that business. Until recently, banks and 



357 


9 

their holding companies focused on financing private sector businesses, 
rather than acquiring and using subsidiaries to compete against them. 

One key concern when financial holding companies compete 
against non-bank companies is that their borrowing costs will nearly 
always undercut those of their non-bank competitors. Another 
advantage is their relatively low capital requirements. The Federal 
Reserve Commodities Team determined that, in 2012, corporations 
engaged in oil and gas businesses typically bad a capital ratio of 42% to 
cover potential losses, while bank holding company subsidiaries had a 
capital ratio of, on average, 8% to 10%, making it much easier for them 
to invest corporate funds in their business operations.* In addition to 
those fundamental economic advantages over non-bank companies, a 
financial holding company could, in theory, help its rise in a particular 
business simply by not providing financing to its rivals. Some experts 
have identified less expensive financing, lower capital, and control over 
credit decisions as key factors that give financial holding companies an 
unfair advantage over non-bank competitors and represent some of the 
concerns motivating the traditional U.S. ban on mixing banking with 
commerce. Avoiding the catastrophic risks described above is another. 

Still another set of concerns involves the transitory nature of a 
financial holding company’s involvement in any particular physical 
commodity operation. In most cases, financial holding companies are 
looking for short-term financial returns rather than making long-term 
commitments to run a business like a power plant or natural gas facility. 
In addition, financial holding companies that make so-called merchant 
banking investments in a commercial company are constrained by law to 
sell those investments generally within ten years. 

Those relatively short-term investment horizons mean that 
financial holding companies are not or may not be willing to develop or 
dedicate the resources, time, and expertise needed to make complex 
infrastructure investments and meet regulatory requirements. For 
example, in the case studies, Goldman chose not to upgrade its port in 
Colombia with new coal loading equipment, while JPMorgan stalled 
upgrades to two power plants in California to support grid reliability, 
making decisions contrary to the companies participating in those 
business sectors for the long haul. Without those investments, however, 
a financial holding company may place itself at greater risk of violating 
regulations or experiencing a catastrophic event. A related concern is 
whether decisions by financial holding companies to delay or avoid 
infrastructure investments disadvantage competitors who do make those 
investments and may, in fact, pressure those competitors to delay or 
skimp on needed infrastructure as well. 


2012 Summary Report, at FRB-PSI-200499. 
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Many physical commodity businesses today rely on a small cadre 
of experienced corporations with long term investment horizons to 
transport oil and gas, mine coal, process uranium, or generate electricity. 
Those corporations make expensive infrastructure investments. The 
prospect of financial holding companies changing those markets by 
buying particular companies, capturing profits, and then pulling out, is a 
troubling scenario. 

Inadequate Safeguards. A final set of issues involves a current 
lack of effective regulatory safeguards related to financial holding 
company involvement with risky physical commodities. As explained in 
the following chapters, financial holding companies currently conduct 
physical commodity activities under one of three authorities provided in 
the Gramm-Leach-Bliley Act of 1999, the so-called complementary, 
merchant banking, and grandfather authorities. Despite enactment of 
that law 15 years ago, the Federal Reserve has yet to address a host of 
pressing questions related to how that law should be implemented. 

For example, the Federal Reserve has never issued guidance on the 
scope of the grandfather authority that allows financial firms that 
convert to bank holding companies to continue to engage in certain 
physical commodity activities. That failure has allowed Goldman and 
Morgan Stanley to use expansive readings of the grandfather authority to 
justify otherwise impermissible physical commodity activities. The 
Federal Reserve has also failed to specify capital and insurance 
minimums to protect against losses related to catastrophic events. Nor 
has it clarified whether financial holding companies can use shell 
companies to conduct physical commodity businesses as Morgan 
Stanley and Goldman have done in their compressed natural gas and 
uranium trading businesses. Procedures to force divestment of 
impermissible physical commodity activities are also opaque and slow. 

One key problem is that the Federal Reserve currently relies upon 
an uncoordinated, incoherent patchwork of limits on the size of the 
physical commodity activities conducted under various legal authorities, 
permitting major exclusions, gaps, and ambiguities. In September 2012, 
for example, according to its own records, JPMorgan held physical 
commodity assets with a combined market value of at least $17.4 billion, 
which was then equal to nearly 1 2% of its Tier 1 capital of $ 1 48 billion, 
while at the same time calculating its physical commodity assets for 
regulatory purposes at $6.6 billion or just 4.5% of its Tier 1 capital. 
JPMorgan was able to report that lower amount by excluding and 
minimizing the market value of many of its physical commodity assets, 
including billions of dollars in industrial metal held by its subsidiary 
national bank. The Federal Reserve has not, to date, objected to 
JPMorgan’s key exclusions. The Office of the Comptroller of the 
Currency (OCC) has its own size limit, which applies to its banks, but 
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those are also ineffective in calculating the actual size of a bank’s 
commodity holdings. Size limits subject to massive exclusions provide 
an illusion of risk management. The existing size limits on physical 
commodities need to be reworked to ensure they effectively achieve the 
intended limit on financial holding companies’ and banks’ commodities 
holdings. 

A final set of problems arise from the lack of essential data. The 
Federal Reserve only recently began requiring regular reports from 
financial holding companies tracking their compliance with size limits, 
and has yet to clarify how the market value of commodity holdings 
should be calculated for compliance purposes. Commodity-related 
merchant banking investments are made by multiple components within 
a financial holding company - in the commodities division, proprietary 
investment units, infrastructure funds, and other capital funds - but the 
Federal Reserve does not require a listing of all of those physical 
commodity investments on a single report. Instead, the Federal Reserve 
requires an annual merchant banking report with such high level 
aggregate data that it cannot be used to analyze the extent to which those 
investments involve physical commodities or the extent to which the 
data includes all of the commodity-related investments taking place 
throughout the financial holding company. The Federal Reserve does 
even less with respect to grandfathered physical commodity activities, 
not requiring any regular reports at all. Moreover, the availability of 
public information on financial holding company involvement with 
physical commodities is almost non-existent. Ensuring physical 
commodity activities are conducted in a safe and secure manner will 
require more comprehensive, regular, and publicly available reports 
from financial holding companies. 

In early 2014, the Federal Reserve indicated that it was considering 
issuing a new rulemaking to address the risks to the financial system 
caused by bank involvement with physical commodities. That 
announcement was based upon several years of work examining the 
physical commodity activities being conducted by financial holding 
companies. The Federal Reserve’s focus on the issue has also led all 
three of the financial holding companies examined by the Subcommittee 
to reduce the level and breadth of their physical commodity activities. 
However, none of the three has yet exited the area completely, and other 
financial institutions are considering entering the field or increasing their 
physical commodity activities. In addition, Goldman has said that it 
considers physical commodities to be a core business it is not leaving. 
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C. Findings of Fact and Recommendations 

Findings of Fact 

(1) Engaging in Risky Activities. Since 2008, Goldman 
Sachs, JPMorgan Chase, and Morgan Stanley have engaged 
in many billions of dollars of risky physical commodity 
activities, owning or controlling, not only vast inventories of 
physical commodities like crude oil, jet fuel, heating oil, 
natural gas, copper, aluminum, and uranium, but also related 
businesses, including power plants, coal mines, natural gas 
facilities, and oil and gas pipelines. 

(2) Mixing Banking and Commerce. From 2008 to 2014, 
Goldman, JPMorgan, and Morgan Stanley engaged in 
physical commodity activities that mixed banking and 
commerce, benefiting from lower borrowing costs and lower 
capital to debt ratios compared to nonbank companies. 

(3) Affecting Prices. At times, some of the financial holding 
companies used or contemplated using physical commodity 
activities, such as electricity bidding strategies, merry-go- 
round trades, or a proposed exchange traded fund backed by 
physical copper, that had the effect or potential effect of 
manipulating or influencing commodity prices. 

(4) Gaining Trading Advantages. Exercising control over 
vast physical commodity activities gave Goldman, 
JPMorgan, and Morgan Stanley access to commercially 
valuable, non-public information that could have provided 
advantages in their trading activities. 

(5) Incurring New Bank Risks. Due to their physical 
commodity activities, Goldman, JPMorgan, and Morgan 
Stanley incurred multiple risks normally absent from 
banking, including operational, environmental, and 
catastrophic event risks, made worse by the transitory nature 
of their investments. 

(6) Incurring New Systemic Risks. Due to their physical 
commodity activities, Goldman, JPMorgan, and Morgan 
Stanley incurred increased financial, operational, and 
catastrophic event risks, faced accusations of unfair trading 
advantages, conflicts of interest, and market manipulation, 
and intensified problems with being too big to manage or 
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regulate, introducing new systemic risks into the U.S. 
financial system. 

(7) Using Ineffective Size Limits. Prudential safeguards 
limiting the size of physical commodity activities are riddled 
with exclusions and applied in an uncoordinated, incoherent, 
and ineffective fashion, allowing JPMorgan, for example, to 
hold physical commodities with a market value of $17.4 
billion - nearly 12% of its Tier 1 capital - while at the same 
time calculating the market value of its physical commodity 
holdings for purposes of complying with the Federal Reserve 
limit at just $6.6 billion. 

(8) Lacking Key Information. Federal regulators and the 
public currently lack key information about financial holding 
companies’ physical commodities activities to form an 
accurate understanding of the nature and extent of those 
activities and to protect the markets. 

Recommendations 

(1) Reaffirm Separation of Banking and Commerce as it 
Relates to Physical Commodity Activities. Federal bank 
regulators should reaffirm the separation of banking from 
commerce, and reconsider all of the rules and practices 
related to physical commodity activities in light of that 
principle. 

(2) Clarify Size Limits. The Federal Reserve should issue a 
clear limit on a financial holding company’s physical 
commodity activities; clarify how to calculate the market 
value of physical commodity holdings; eliminate major 
exclusions; and limit all physical commodity activities to no 
more than 5% of the financial holding company’s Tier 1 
capital. The OCC should revise its 5% limit to protect banks 
from speculative or other risky positions, including by 
calculating it based on asset values on a commodity-by- 
commodity basis. 

(3) Strengthen Disclosures. The Federal Reserve should 
strengthen financial holding company disclosure 
requirements for physical commodities and related 
businesses in internal and public filings to support effective 
regulatory oversight, public disclosure, and investor 
protections, including with respect to commodity-related 
merchant banking and grandfathered activities. 
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(4) Narrow Scope of Complementary Activity. The Federal 
Reserve should narrow the scope of “complementary” 
activities by requiring financial holding companies to 
demonstrate how a proposed physical commodity activity 
would be directly linked to and support the settlement of 
other financial transactions conducted by the company. 

(5) Clarify Scope of Grandfathering Clause. The Federal 
Reserve should clarify the scope of the “grandfather” clause 
as originally intended, which was only to prevent 
disinvestment of physical commodity activities that were 
underway in September 1997, and continued to be underway 
at the time of a company’s conversion to a financial holding 
company. 

(6) Narrow Scope of Merchant Banking Authority. The 

Federal Reserve should tighten controls over merchant 
banking activities involving physical commodities by 
shortening and equalizing the 10-year and 1 5-year investment 
time periods, clarifying the actions that qualify as “routine 
operation and management” of a business, and including 
those activities under an overall physical commodities size 
limit. 

(7) Establish Capital and Insurance Minimums. The 

Federal Reserve should establish capital and insurance 
minimums based on market-prevailing standards to protect 
against potential losses from catastrophic events in physical 
commodity activities, and specify the catastrophic event 
models used by financial holding companies. 

(8) Prevent Unfair Trading. Financial regulators should 
ensure that large traders, including financial holding 
companies, are legally precluded from using material non- 
public information gained from physical commodities 
activities to benefit their trading activities in the financial 
markets. 

(9) Utilize Section 620 Study. Federal regulators should use 
the ongoing Section 620 study requiring regulators to identify 
permissible bank activities to restrict banks and their holding 
companies from owning or controlling physical commodities 
in excess of 5% of their Tier 1 capital and consider other 
appropriate modifications to current practice involving 
physical commodities. 
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(10) Reclassify Commodity-Backed ETFs. The Commodity 
Futures Trading Commission (CFTC) and Securities 
Exchange Commission should treat exchange traded funds 
(ETFs) backed by physical commodities as hybrid security- 
commodity instruments subject to regulation by both 
agencies. The CFTC should apply position limits to ETF 
organizers and promoters, and consider banning such 
instruments due to their potential use in commodity market 
comers or squeezes. 

(11) Study Misuse of Physical Commodities to Manipulate 
Prices. The Office of Financial Research should study and 
produce recommendations on the broader issue of how to 
detect, prevent, and take enforcement action against all 
entities that use physical commodities or related businesses 
to manipulate commodity prices in the physical and financial 
markets. 
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n. BACKGROUND 

This section provides background infomation on the history of 
U.S. bank involvement with physical commodities, including how 
federal statutes governing permissible bank activities have changed over 
time. It also provides background information on the concerns 
motivating U.S. efforts to restrict federal banks to the “business of 
banking” and discourage the mixing of banking with commerce; the 
roles played by federal regulators charged with overseeing commodity- 
related activities; and the key physical commodity regulatory issues now 
facing federal bank regulators. 

A. Short History of Bank Involvement in Physical 
Commodities 

For the first 150 years of banks operating in the United States, 
commodities played a very' limited role in bank activities, in part 
because federal laws discouraged the mixing of banking and commerce. 
More recently, however, in response to bank pressure, federal regulators 
began to weaken the separation of banking and commerce. In the 1980s, 
with the invention of energy-based commodities that could be traded in 
futures and swaps markets, U.S. banks began to increase their 
commodities activities. In 1999, Congress enacted the Gramra-Leach- 
Bliley Act which explicitly allowed banks to engage in commercial 
activities, including activities involving commodities. Over the next 
decade, a handful of major U.S. banks not only began to expand their 
trading in commodity-based financial instruments, but also to take 
ownership interests in, or exert control over, businesses handling 
physical commodities. The 2008 financial crisis further boosted bank 
involvement, when one major bank acquired a securities firm with 
commodity investments, and two securities firms with extensive 
commodity holdings converted to bank holding companies. Today, a 
handful of large U.S. banks and their holding companies are major 
players in U.S. commodities markets. Those banks not only dominate 
commodities trading on financial markets, but also own or exercise 
control over businesses that produce, store, transport, refine, supply, and 
utilize physical commodities, including oil products, natural gas, coal, 
metals, and electricity. The current level of bank involvement with 
critical raw materials, power generation, and the food supply appears to 
be unprecedented in U.S. history. 
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(1) Historical Limits on Bank Activities 

In the United States, banks have traditionally operated under laws 
that restrict them to engaging in the “business of banking.”’ The key 
federal statutory provision authorizes national banks to engage in; 

“all such incidental powers as shall be necessary to carry on the 
business of banking; by discounting and negotiating promissory 
notes, drafts, bills of exchange, and other evidences of debt; by 
receiving deposits; by buying and selling exchange, coin, and 
bullion; by loaning money on personal security; and by obtaining, 
issuing, and circulating notes 

Since 1956, bank holding companies have operated under a similar set 
of restrictions.'* The Bank Holding Company Act generally limits 
companies that own or control a bank to engaging in banking activities 
or activities determined by the Federal Reserve “to be so closely related 
to banking as to be a proper incident thereto.”'^ According to one 
expert, the Bank Holding Company Act was designed to “prevent[ ] a 
holding company from being used by banking organizations to acquire 
commercial firms and to enter activities prohibited to banks 
themselves.”*^ 

The basis for these statutory restrictions is a longstanding U.S. 
principle that banking should not mix with other types of commerce.*'* 


® 12 U.S.C. §24 (Seventh), 

Id., originating as the “bank powers clause” of the National Bank Act of 1 863, and attaining its 
current wording in the Glass-Steagall Act of 1933, P.L. 73-66, 48 Stat. 162 (1933), §16. See also 
“Permissible Securities Activities of Commercial Banks Under the Glass-Steagall Act (GSA) 
and the Gramm-Leach-Bliley Act (GLBA),” Congressional Research Service, No. R4 1 1 8 1 
(4/12/2010) (hereinafter “2010 CRS Report on GSA and GLBA”), at 3 (“Banks are institutions 
of limited power; they may only engage in the activities permissible pursuant to their charter, 
which generally limits them to the ‘business of banking’ and all powers incidental to the business 
of banking.”). 

See Bank Holding Company Act of 1956, P.L. 84-511, 70 Stat. 134 (1956). See also 1970 
amendments, P.L. 91-607 (12/31/1970). 

Id.; 12 U.S.C. §1843(a) and (c)(8), 

“The Separation of Banking and Commerce in the United States: an Examination of Principal 
Issues,” OCC Economics Working Paper 1999-1, Bernard Shull (hereinafter “Shull”), at 57-58, 

see also 19, http://www.occ.gov/pubiications/publications-by-type/economics-working- 

papers/ 1 999- 1 993/wp99- 1 .pdf. 

See, e.g., “The Merchants of Wall Street: Banking, Commerce, and Commodities,” Professor 
Saule Omarova, 98 Minnesota Law Review 265, 268 (2012) (hereinafter “The Merchants of 
Wall Street”); Shull at 12. The separation between banking and commerce in the United States 
has never, however, been absolute. Federal law has, for example, allowed commercial firms to 
own industrial banks, 12 U.S.C. §1841(cX2)(H), and unitary thrift holding companies, 12 U.S.C. 
§184 1(c)(2)(D), and has long permitted bank holding companies to retain small equity ownership 
stakes in non-financial corporations, 12 U.S.C. §1843(c)(6) and (7). A banking expert at a 2013 
Senate hearing put it this way: 

“The principle of keeping banking separate from commerce can be a useful way to 
simplify the otherwise complex U.S. banking laws. Certainly, the basic structure of the 
National Bank Act and the [Banking Holding Company] Act reflects this general 
principle. But this general principle is not a binding legal rule and does not create an 
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This principle was first manifested in the charters issued to early banks 
operating within the United States; those charters typically prohibited 
banks from dealing in “merchandise.”'* New York bank charters, and 
later New York banking statutes, also expressly prohibited banks from 
“dealing or trading in . . . goods, wares, merchandise, [or] 
commodities.”'* Early U.S. courts generally interpreted the charter and 
legal restrictions narrowly, ruling that banks were prohibited from 
issuing mortgages, investing in real estate, purchasing stocks as an 
investment, or operating any non-bank, commercial business. The 
purpose behind those prohibitions was generally to prevent banks from 
competing with other types of businesses and from engaging in risky 

investments, limiting them instead to conducting a narrow range of 
• 18 

banking activities. 

Bank Circumvention of Restrictions. U.S. banks have 
traditionally chafed under the legal limitations on their activities, and 
U.S. history is replete with examples of banks willfully circumventing 
them. One notorious example, in the early 1900s, involved Wall Street 
banks that established affiliates that dealt in securities, insurance, and 
real estate, and acquired ownership interests in a wide range of 
commercial businesses.'^ A few major banks formed so-called “trusts” 
that acted as holding companies for massive commercial enterprises, 
including businesses that handled physical commodities, such as 
railroads, oil companies, steel manufacturers, and shipping and mining 
ventures.^" In 190 1 and 1907, bank actions to acquire or trade stocks in 
commercial corporations contributed to chaotic stock prices and 


impermeable wall, and reasonable people can disagree as to where the line is and should 
be drawn.” 

Prepared testimony of Randall Guynn, counsel with Davis Polk & Warded LLP, before U.S. 
Senate Committee on Banking, Housing and Urban Affairs, hearing on “Examining Financial 
Holding Companies: Should Banks Control Power Plants, Warehouses, and Oil Refineries,” 
(7/23/20 13)(hereinafter “Guynn Testimony”), at 20. 

Shull, at 12. 

Shull, at 13, footnote 29; see also id. at 15. 

Id. at 15-16. See also Investment Company institute v. Camp . 401 U.S. 617 (1971) (analyzing 
“hazards” that arise when bank affiliates become involved with investment banking). 

See Shull, at 10-12, 55. Professor Shull noted that the principle against mixing banking and 
commerce had roots as far back as the thirteenth and fourteenth centuries, writing that, in 1374, 
“the Venetian senate prohibited bankers from dealing in copper, tin, iron, lead, saffron, and 
honey ... probably to keep banks from undertaking risky activities and monopolizing the 
specified commodities.” Id. at 6. 

See, e.g,, id. at 16; Investment Company Institute v. Camp . 401 U.S. at 630 (“[I]n 1908 banks 
began the practice of establishing security affiliates that engaged in, inter alia, the business of 
floating bond issues and, less frequently, underwriting stock issues.”). 

See, e.g., The House of Morgan , Ron Chemow (Grove Press 1 990), at 67-68 (railroad tmsts), 
81-86 (U.S. Steel trust), 100-103 (shipping trust), 109 (farm equipment trust), and 123 (copper 
trust). 
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financial panics, triggering Congressional hearings and legislative 
reforms.^' 

Pujo Hearings. In 1912 and 1913, hearings held by a 
subcommittee of the U.S. House Committee on Banking and Currency, 
known as the “Pujo Committee” after Committee Chairman Arsene Pujo 
of Louisiana, confirmed allegations that some Wall Street banks had 
acquired control over major commercial enterprises critical to the U.S. 
economy, while also asserting control over “the money, exchange, 
security and commodity markets.”"^ Among other matters, the hearings 
disclosed to the public that a handful of major Wall Street banks 
controlled hundreds of businesses in the areas of insurance, finance, 
transportation, and commodities; had set up interlocking directors with 
their fellow banks and trusts; had restrained competition; and had 
contributed to financial panics through massive stock trading, inadequate 
capital reserves, and bad loans.^^ 

In response to the Pujo or “money trusf ’ hearings as well as 
pressure from President Theodore Roosevelt, Congress enacted several 
laws to break up the banks’ influence over the economy and increase 
bank regulation. The Clayton Antitrust Act of 1914, which strengthened 
the Sherman Antitrust Act of 1 890, provided new tools to prevent 
monopolistic, anti-competitive conduct.^'' The landmark Federal 
Reserve Act of 1913 established the Federal Reserve System to act as a 
central bank for the United States, required national banks to become 
members of the system, imposed capital and reserve requirements on 
them, and mandated OCC and Federal Reserve examinations to stop 
unsafe and unsound banking practices.^^ The Federal Reserve Act also 
modestly expanded bank activities by permitting foreign branches and 
certain loans secured by farmland, while leaving in place the general 
prohibition against banks engaging in commerce.^® 

Stock Market Crash of 1929. A dozen years later, the pendulum 
swung the other way, and banks gained new statutory authority, under 


Id. at 91-93 (describing massive stock trades by JPMorgan’s predecessor bank to acquire 
control of the Northern Pacific railroad in 1901, leading to dramatic price volatility in the 
railroad’s stock price, financial panic by speculators who had shorted the stock, and the largest 
stock market crash in a century), and 122-128 (describing the 1907 financial panic which began 
with a collapse in copper prices and a corresponding plunge in United Copper stock prices 
which, in turn, undermined the financial stability of certain trust companies and banks, and 
threatened widespread economic damage). 

See “Money Trust Investigation: Financial and Monetary Conditions in the United States,” 
hearing before a subcommittee of the House Committee on Banking and Currency (5/16/1912), 
HRG-1912-BCU-0017, Y4.B22/l;M74/2-l, 

http://congressional.proquest.com/congressional/docview/t29.d30.hrg-1912-bcu- 
0017?accountid==45340 (first of multiple days of hearings continuing into 1913), at 4. 

Id. See also, e.g.. The House of Morgan, Ron Chemow (Grove Press 1990), at 150-156. 

Clayton Antitrust Act of 1914, P.L. 63-212. 

Federal Reserve Act of 1913, P.L. 63-43. 

^^Id. See also Shull, at 17. 
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the McFadden Act of 1927, to buy and sell marketable debt obligations 
and issue more types of real estate loans.^^ The OCC followed with 
regulations permitting federally chartered banks, through affiliates, to 
underwrite, buy, and sell both debt and equity instruments. * Those 
expansions in banking powers led to a rapid increase in bank 
participation in the securities markets, with banks acting on behalf of 
both clients and themselves. 

Two years later came the stock market crash of 1929. The ensuing 
depression and economic turmoil led to the closure of thousands of 
banks. A subsequent investigation by a U.S. Senate Committee on 
Banking and Currency subcommittee, led in part by subcommittee 
counsel Ferdinand Pecora, pointed to bank involvement in non-banking 
activities as a key contributor to the market’s collapse, including the 
underwriting and trading of questionable securities, the repackaging of 
poorly performing foreign loans into bonds sold to the public, and in the 
case of one bank, providing new stocks at below market prices to 
Administration officials, Members of Congress, and businessmen 
considered to be friends of the bank.^’ The Pecora hearings examined a 
wide range of banking activities, but did not highlight problems with 
commodities. 

Glass-Steagall Act of 1933. In response to the bank closures and 
Great Depression that followed the stock market crash, Congress 
enacted several laws that reinstated restrictions on bank activities. The 
most prominent was the Banking Act of 1933, also known as the Glass- 
Steagall Act after the Congressmen who championed key provisions.^'* 
The Glass-Steagall Act explicitly prohibited U.S. banks from dealing in 
securities or establishing subsidiaries or affiliates that dealt in 
securities.^' It also prohibited banks from engaging in securities 
transactions undertaken “for its own accounf ’ rather than on behalf of a 


McFadden Act of 1927, P.L. 69-639, §§2(b) and 16. 

See Shull, at 17. 

See, e.g., “Stock Exchange Practices,” report of the U.S. Senate Committee on Banking and 
Currency, S. Hrg. 73-1455, (6/6/1934), 

http://&aser.stloui sfed.org/publications/sensep/issue/3912/download/59691/sensep_report.pdf, 

and associated hearings from January 1933 to May 1934 (known as the Peeora hearings); The 
House of Morgan . Ron Chemow (Grove Press 1990), at 352-373; Investment Company Institute 
V. Camp . 401 U.S. at 630-631 (“Congress was concerned that commercial banks in general and 
member banks of the Federal Reserve System in particular had both aggravated and been 
damaged by [the] stock market decline partly because of their direct and indirect involvement in 
the trading and ownership of speculative securities.”). The Pecora hearings also disclosed other 
problematic bank conduct, including substantial bank loans given to bank officers and later 
forgiven; interlocking directors with other banks and trust companies; and nonpayment of taxes 
by wealthy bankers. 

“Banking Act of 1933, P.L. 73-66, 48 Stat. 162 (1933). Senator Carter Glass (D-Virginia) was 
then a member of the Senate Committee on Banking and Currency as well as Chairman of the 
Appropriations Committee; Congressman Henry B. Steagall (D-Alabama) was chairman of the 
House Committee on Banking and Currency. 

’’ Banking Act of 1933, P.L. 73-66, 48 Stat. 162 (1933), §§16, 20, 21, and 32. 
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client?^ In addition, the law established the federal deposit insurance 
system to safeguard bank deposits.^^ 

The new Glass-Steagall prohibitions compelled major U.S. banks 
to terminate or divest themselves of their securities trading operations as 
well as other prohibited activities.^" Two prominent banks that spun off 
their securities operations were J.P. Morgan & Co, and First Boston.^^ 
The result was that the banking community essentially split into two 
groups, commercial banks which offered deposits, checking services, 
mortgages, and loans; and investment banks which traded securities and 
invested in new businesses. 

Bank Holding Company Act of 1956. In 1956, Congress enacted 
the Banking Holding Company Act (BHCA). According to a 2012 
study by the Federal Reserve Bank of New York: 

“A key original goal of the BHCA was to limit the comingling of 
banking and commerce, that is, to restrict the extent to which 
BHCs or their subsidiaries could engage in nonfmancial activities 
(more details and historical background are found in Omarova and 
Tahyar, forthcoming; Santos 1998; Aharony and Swary 1981; and 
Klebaner 1958). This separation is intended to prevent self-dealing 
and monopoly power through lending to nonfmancial affiliates 
and to prevent situations where risk-taking by nonbanking 
affiliates erodes the stability of the bank’s core financial activities, 
such as lending and deposit-taking (Kroszner and Rajan 1994; 
Klebaner 1958). To further enhance stability, BHCs are also 
required to maintain minimum capital ratios and to act as a ‘source 
of strength’ to their banking subsidiaries, that is, to provide 
financial assistance to banking subsidiaries in distress.”^® 

Gramra-Leach-Bliley Act. Banks and bank regulators respected 
the Bank Holding Company Act and Glass-Steagall prohibitions for 
more than 40 years, and U.S. banking flourished. By the 1970s, 
however, some banks began pressing regulators and Congress to allow 
them once more to engage in a wider array of commercial and financial 
activities, including dealing in securities, insurance, and, for the first 
time, the growing field of derivatives.^’ In response to bank pressure, 
the OCC and Federal Reserve began weakening the Glass-Steagall 
restrictions, in particular by expanding the securities and derivatives 


“id. at §16. 

“ Id. at §8. 

See, e.g., The House of Morgan . Ron Chemow (Grove Press 1990), at 384-386; Shull at 18. 
“ Id. 

“A Structural View of U.S. Bank Holding Companies,” Dafna Avraham, Patricia Seivaggi, 
and James Vickery of the Federal Reserve Bank of New York, FRBNY Economic Policy 
Review (7/2012), at 3; http;//www,newyorkfed.org/research/epr/12vl8n2/1207avra.pdf 
[footnotes omittedl. 

See 2010 CRS Report on GSA and GLBA, at 8, 28. 
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activities considered to be within the “business of banking” or 
“incidental” to banking.^* In 1998, in direct defiance of Glass-Steagall 
prohibitions, Citibank announced that it intended to merge with the 
Travelers Insurance group, and pressed bank regulators and Congress to 
allow it to create what it described as the largest financial services 
company in the world. 

In 1999, faced with Citibank’s planned merger, regulatory actions 
that undercut the Glass-Steagall prohibitions, and a rapidly changing 
banking landscape in which banks were conducting an expanding variety 
of financial activities, Congress enacted the Financial Modernization Act 
of 1999. This law is commonly referred to as the Gramm-Leach-Bliley 
Act after the Congressmen who championed its enactment.'*® The new 
law repealed key Glass-Steagall restrictions on banks and widened the 
activities authorized for bank holding companies.'*’ In particular, the 
law explicitly authorized commercial banks to affiliate with other types 
of financial companies using a new “financial holding company” 
structure. 

Under the new structure, a bank holding company could elect to 
also become a “financial holding company” and own, not only one or 
more banks, but also any other type of company that the Federal Reserve 
determined was “financial in nature,” “incidental” to a financial activity, 
or “complementary” to a financial activity, if certain conditions were 
met.'*^ In addition, the law explicitly authorized bank holding companies 


See id. at 8-15; The Merchants of Wall Street, at 279; Shull at 20, 24. The Office of the 
Comptroller of the Currency has published a comprehensive listing of the various activities 
related to derivatives that national banks are authorized to engage in. See Comptroller of the 
Currency, “Activities Permissible for a National Bank, Cumulative” (April 2012) , at 57-64 . 

See, e.g., “Citicorp and Travelers Plan to Merge in Record $70 Billion Deal: A New No. 1 : 
Financial Giants Unite,” Mitchell Martin, New York Times (4/7/1998), 
http://www.nytimes.eom/1998/04/07/news/07iht-citi.t.html; “Citicorp-Travelers Merger Shakes 
Up Wall Street Rivals,” Patrick McGeehan and Matt Murray, Wall Street Journal (4/7/1998), 
http://onl!ne,wsj.com/articIe/SB89i903040436602000.htmL 

Financial Services Modernization Act of 1999, P.L. 106-102 (1999). Senator Phil Gramm (R- 
Texas) was then Chairman of the Senate Committee on Banking, Housing and Urban 
Development. Congressman Jim Leach (R-Iowa) was Chairman of the House Committee on 
Banking and Financial Services. Congressman Tom Bliley (R-Virginia) was Chairman of the 
House Committee on Commerce. 

See “A Structural View of U.S. Bank Holding Companies,” Dafna Avraham, Patricia 
Selvaggi, and James Vickery of the Federal Reserve Bank of New York, FRBNY Economic 
Policy Review (July 2012), at 3, http://www.newyorkfed.org/research/epr/12vl8n2/1207avra. 
pdf. 

See Section 4(k) of the Bank Holding Company Act, as amended by the Gramm-Leach-Bliley 
Act, which states that a financial holding company: 

“may engage in any activity, and may acquire and retain the shares of any company 
engaged in any activity, that the [Federal Reserve] Board [. . .] determines (by regulation 
or order) -- 

(A) to be financial in nature or incidental to such financial activity; or 

(B) is complementary to a financial activity and does not pose a substantial risk to 
the safety or soundness of depository institutions or the financial system generally.” 
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to engage in “merchant banking,” meaning they could buy ownership 
interests in any company as a private equity investment, so long as the 
bank did not try to operate the business itself and held it as a passive 
investment for a limited period of time."^^ Together, these provisions 
significantly weakened the longstanding separation of banking and 
commerce. 

The Gramm-Leach-Bliley Act authorized all existing bank holding 
companies that met certain capital and operating requirements to elect to 
become financial holding companies."^'' In addition, the law allowed 
bank holding companies or other firms that, after enactment of the law, 
sought to become a financial holding company, to “grandfather” in 
certain prior holdings and businesses rather than divest them.'*^ Today, 
“virtually all” large bank holding companies are also registered as 
financial holding companies.''* 

In 2000, Congress enacted another law, the Commodities Futures 
Modernization Act, which prohibited all federal regulation of the leading 
type of derivative known as a “swap.”''^ Derivatives are financial 
instruments that derive their value Irom another asset.''* Swaps are 
generally bilateral contracts in which two parties essentially make a bet 
on the future value of a specified financial instrument, interest rate, or 
currency exchange rate. By prohibiting federal regulation of swaps, 
among other consequences, the law effectively authorized banks to 
engage in an unrestricted array of swap activities, including swaps 
linked to commodities. That law, like the Gramm-Leach-Bliley Act, 
further undermined the separation of banking from commerce. 

Together, the Gramm-Leach-Bliley Act and the Commodities 
Futures Modernization Act authorized U.S. banks to engage in many 
financial activities that had been denied to them under the Glass-Steagall 
Act, including activities that essentially mixed banking with commercial 


12 U.S.C. §1843(k). The Gramm-Leach-Bliley Act also authorized banks, subject to certain 
conditions, to owti or control their own “financial subsidiaries” when established to engage in 
“‘activities that are financial in nature or incidental to financial activity,’ as well as ‘activities 
that are permitted for national banks to engage in directly.’” 2010 CRS Report on GSA and 
GLBA, at 20-21; 12 U.S.C. §24a(a)(2)(A). 

See 12 U.S.C. §1843(k)(4)(H). 

See 12 U.S.C. §I843(k)(l). To become a financial holding company, a bank holding company 
had to meet a list of statutory criteria, including that it and its subsidiary banks were well 
capitalized and well managed. 12 C.F.R. §225. 82(a) (2013). For a current list of all bank 
holding companies that have elected to become financial holding companies, sec 
http://www.federaireserve.gov/bankinforeg/fhc.htm. 

See, e.g., 12 U.S.C. §1843(n) and (o). 

“A Structural View of U.S. Bank Holding Companies,” Dafna Avraham, Patricia Selvaggi, 
and James Vickery of the Federal Reserve Bank of New York, FRBNY Economic Policy 
Review (July 2012), at 3; http://www.newyorkfed.org/research/epr/12vI8n2/1207avra.pdf. 

The 2000 Commodity Futures Modernization Act was enacted as a title of the Consolidated 
Appropriations Act of 2001, P.L. 106-554. 

See U.S. Securities and Exchange Commission website, 
http://www.sec.gov/answers/derivative.htm. 
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activities. Major U.S, bank holding companies soon attained financial 
holding company status and began to affiliate with securities and 
insurance firms. The resulting financial conglomerates expanded into 
multiple financial activities, including many that were high risk. Less 
than ten years later, major U.S. banks triggered the financial crisis that 
devastated the U.S. economy and from which the country is still 

49 

recovering. 

(2) U.S. Banks and Commodities 

For the first 150 years banks operated in the United States, 
commodities played a very limited role in bank activities. It was not 
until the 1980s, with the invention of energy-based commodities that 
could be traded in futures and swaps markets, that U.S. banks began 
dealing in U.S. commodities in a substantial way. Over time, with the 
acquiescence of federal bank regulators, a handful of major U.S. banks 
began, not only to develop and trade in commodity-based financial 
instruments, but also to take ownership interests in, or exert control over, 
businesses handling physical commodities. Today, banks are major 
players in U.S. commodities markets, not only dominating the trading of 
commodity-related futures, options, swaps, and securities, but also 
owning or exercising control over businesses that produce, store, 
transport, refine, supply, and utilize physical commodities. Those 
commodities include oil products, natural gas, coal, metals, agricultural 
products, and electricity. 

Early History of Limited Bank Involvement in Commodities. 

Some experts contend that, because banks handle money, they have a 
long history of dealing with commodities, highlighting commodities that 
represent “an efficient medium of exchange and store of value,” such as 
gold and silver bullion.^® While that exception to the rule is true, for 
most of U.S. history, U.S. banks were not major players in commodity 
markets. 


For more information on key causes of the financial crisis, see “Wall Street and the Financial 
Crisis,” hearings before the U.S. Senate Permanent Subcommittee on Investigations, S. Hrg. 1 1 1- 
671 to 1 1 1-674, Volumes 1-5 (April 13, 2010); “Wall Street and the Financial Crisis; Anatomy 
of a Financial Collapse,” a bipartisan report by the U.S. Senate Permanent Subcommittee on 
Investigations, S. Hrg. 1 12-675, Volume 5, (April 13, 2011). See also prepared testimony of 
Joshua Rosner, managing director of Graham Fisher & Co., before U.S. Senate Committee on 
Banking, Housing and Urban Affairs, hearing on “Examining Financial Holding Companies: 
Should Banks Control Power Plants, Warehouses, and Oil Refineries,” (7/23/2013)(hereinafter 
“Rosner Testimony”), at 3 (“While the actions of many parties ... led us to [the financial] crisis 
the fact remains that structured products innovated and sold as a result of the combination of 
commercial and investment banking, devastated Main Street USA and ravaged consumers and 
businesses alike. Banks, which had previously been prevented from investment banking 
activities, had stimulated demand for faulty mortgage products.”). 

See, e.g., Guynn Testimony, at 15-16. 
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The first commodities exchange established in the United States 
was the Chicago Board of Trade (CBOT) which opened in 1848, as a 
central marketplace for the buying and selling of grain.^' Almost twenty 
years later, in 1 865, CBOT developed the first standardized futures 
contracts that could be traded on the exchange.^^ Over the next 100 
years, the commodities traded on U.S. exchanges grew to encompass a 
variety of agricultural products. The resulting trade in futures and 
options was viewed as a specialized business generally handled by large 
agricultural companies and commodity brokers, not banks.” 

At times, especially during the last decade of the nineteenth 
century and the first decade of the twentieth century, a handful of major 
banks acquired ownership interests in businesses that handled physical 
commodities, including railroads, oil companies, and shipping and 
mining ventures. But bank ownership of those businesses largely halted 
after the Pujo money trust hearings and the enactment of restrictions on 
bank activities. During the 1920s, many banks began trading stocks and 
bonds, but largely ignored the agriculturally-based commodity 
exchanges. When Congress enacted the first major federal commodities 
law, the Grain Futures Act of 1922, banks were not even mentioned in 
the statute.^'* 

When banking reforms were put into place after the stock market 
crash of 1929, commodities were, again, hardly mentioned in the new 
statutes, given the paucity of bank involvement with commodities. The 
Glass-Steagall Act of 1933, for example, mentioned commodities only 
once, in a section that established a Federal Reserve oversight 
responsibility to prevent banks from facilitating undue speculative 
activity through the issuance of bank credit. That section directed each 
regional Federal Reserve Bank to; 

“keep itself informed of the general character and amount of the 
loans and investments of its member banks with a view to 
ascertaining whether undue use is being made of bank credit for 
the speculative carrying of or trading in securities, real estate, or 
commodities, or for any other purpose inconsistent with the 
maintenance of sound credit conditions.”” 


See CME Group “Timeline of Achievements,” 
http://www.cmegroup.coin/company/history/timeline-of-achievements.html. 

” Id. 

See, e.g., Merchants of Grain by Dan Morgan (Viking Press 1979)(tracing grain trading and 
commodities markets in the United States ftom the 1800s to the 1970s, and describing the roles 
played by five major grain merchants, but making no mention of U.S. banks as market 
participants). 

See Grain Futures Act of 1922, P.L. 67-331. 

Banking Act of 1933, P.L. 73-66, 48 Stat. 162 (1933), §3. 
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The Glass-Steagall Act also directed each Federal Reserve Bank to 
report “any such undue use of bank credit by any member bank” to the 
Federal Reserve Board/*’ No provision addressed any other aspect of 
bank trading in commodities. Similarly, the landmark Commodities 
Exchange Act of 1936, which revamped federal law on commodities 
markets, mentioned banks only in passing in a single provision allowing 
commodity brokers to commingle customer funds in their corporate 

57 

bank accounts. 

Further evidence of bank noninvolvement with commodities 
comes from extensive bank statistics compiled by the Federal Reserve 
over a 60-year period, from 1896 to 1955.^* The report published by the 
Federal Reserve includes a four-page list of banking activities that 
occurred during those years, but nowhere mentions commodities. 

Banks Begin Trading Financial Commodities. It was not until 
decades later, when U.S. commodity exchanges began to undergo 
fundamental change, that banks and other financial firms began to 
participate in them. The primary change was an expansion of the 
concept of commodities to encompass more than agricultural products. 
The first expansion occurred during the 1970s, when commodity 
exchanges developed standardized foreign currency and interest rate 
futures and options contracts that could be traded on the exchanges. 

In 1979, Goldman Sachs, then a securities firm and not a bank, 
registered with the Commodity Futures Trading Commission (CFTC), 
regulator of U.S. futures markets, as a “Futures Commission Merchant” 
(FCM) and received authorization to buy and sell futures and options on 
regulated exchanges.^* Three years later, in 1982, Goldman expanded 


“id. 

See Commodities Exchange Act of 1936, P.L. 74-674, §5. 

See “All-Bank Statistics United States 1896- 1955 ” prepared by the Board of Governors of 
the Federal Reserve System, (April 1959), Federal Reserve Archives, 

http://fraser.stlouisfed.org/docs/publications/allbkstat/1896-1955/us.pdf (containing historical 
banking data). 

Id. at Appendix E, “Composition of Asset and Liability Items,” at 85 - 89. 

See, e.g., CME Group “Timeline of Achievements,” 
http://vmw.cmegroup.com/company/history/timellne-of-achicvements.html (CME introduced 
the first foreign currency contracts in 1972, and the first interest rate future in 1975); Fool’s 
Gold. Gillian Tett (Free Press 2009), at 10-11. 

See Goldman Sachs & Co. FCM information. National Futures Association (NFA) 

Background Affiliation Status Information Center (BASIC) website, 

http://vmw.nfa.futures.org/basicnet/Details.aspx?entityid=uZSsBZcBKLE%3d&rn=Y. For 
more information on Futures Commission MCTchants, see NFA “Glossary,” 
http://www.nfa.futures.org/basicnet/glossary.aspx?term=futures+commission+merchant 
(defining FCM as “[a]n individual or organization which solicits or accepts orders to buy or sell 
futures or options contracts and accepts money or other assets from customers in connection with 
such orders. Must be registered with the Commodity Futures Trading Commission.”). The OCC 
authorized banks to become commodity exchange members as early as 1975, according to an 
unpublished letter cited in OCC Interpretative Letter No. 380 (12/29/1986), reprinted in Banking 
L. Rep. CCH T1 85, 604. See also 2010 CRS Report on GSA and GLBA, at 10-11, footnote 54. 
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its commodity operations by purchasing J. Aron & Co., a commodities 
trading firm that has since become Goldman’s principal commodities 
trading subsidiary.^^ Goldman initially directed J. Aron & Co. to expand 
into the trading of interest rate and currency futures.^^ 

In 1982, the OCC explicitly authorized national banks to execute 
and clear trades in futures contracts.^'* Both JPMorgan^^ and Morgan 
Stanley, which were not then national banks or regulated by the OCC, 
registered as FCMs that year. In 1983, the OCC took the next step and 
authorized banks to execute and clear exchange-traded options.^^ 


That same year, the New York Mercantile Exchange (NYMEX), a 
leading U.S. commodities exchange, introduced the first standardized 
futures contracts for crude oil and heating oil.^* They were the first 
energy-related futures traded on a regulated exchange. Additional 
standardized futures contracts for natural gas and electricity products 
followed, and futures and options trading expanded rapidly. In 1986, 
the OCC issued a series of letters interpreting the “business of banking” 
clause of the National Bank Act to permit national banks to engage in a 
widening range of commodity-related trading activities.^^ 


See Goldman Sachs’ response to the Subcommittee questionnaire (8/8/2014); PSI-GoIdman- 
11-000001 - Oil, at 002. 

See The Partnership: The Making of Goldman Sachs . Charles D. Ellis (Penguin Books 2008), 
at 252-254. 

OCC Interpretive Letter (7/23/1982), unpublished. 

See JP Morgan Futures Inc. FCM information, NFA BASIC website, 
http://www.nfa.futures.org/basicnet/Details.aspx?entityid=jSzQxZANWxY%3d&m=Y. That 
FCM license was withdrawn in 201 1 . Id. JP Morgan Securities LLC also holds the FCM license 
that Bear Steams obtained in 1982. See JP Morgan Securities LLC FCM information, NFA 
BASIC website, 

http://www.nfa.futures.org/BasicNet/Details.aspx?entityid=7YD6PX%2bm0vo%3d. 

See Morgan Stanley & Co. LLC FCM information, NFA BASIC website, 
http://www.nfa.futures.org/basicnet/Details.aspx?entityid=UpygXzt3Ct4%3d&rn=N. 

OCC Interpretive Letter No. 260 (6/27/1983). See also OCC Interpretive Letter No. 896 
(8/21/2000)(national bank may purchase options on futures contracts on commodities to hedge 
the credit risk in its agricultural loan portfolio). 

See “NYMEX Energy Complex,” prepared by NYMEX, at 7, 
http://www.kisfutures.com/NYMEX-energy-complex.pdf, See also, e.g., Oil: Money. Politics, 
and Power in the 2P‘ Century . Tom Bower (Grand Central Publishing 2009), at 47. 

See, e.g., David B. Spence & Robert Prentice, ‘The Transformation of American Energy 
Mm'kets and the Problem of Market Power,” 53 B.C. L. Rev. 131, 152 (2012). 

See, e.g., OCC Interpretive Letter No. 356 (1/7/1986) (authorizing a bank subsidiary to trade 
agricultural and metal futures for clients seeking to hedge bank loans); OCC Interpretive Letter 
No. 372 (11/7/1986) (authorizing a bank subsidiary to act as a broker-dealer and market maker 
for exchange-traded options for itself, its affiliated bank, and clients); OCC Interpretive Letter 
No. 380 (12/29/1986), reprinted in Banking L. Rep. CCH ^ 85,604 (authorizing a bank to 
provide margin financing to its clients to trade commodities; execute and cle^ client transactions 
involving futures and options in gold, silver, or foreign currencies on exchanges and over the 
counter; and direct a subsidiary to become a commodities exchange member). See also 
“Activities Permissible for a National Bank, Cumulative,” prep^ed by the OCC (April 2012), at 
57-64 (listing permissible derivative-based activities for national banks). 
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Also in 1986, Chase Manhattan Bank and Koch Industries 
reportedly entered into the first oil-related swap, introducing the concept 
of swaps linked to the price of a physical commodity.^’ Other 
commodity swaps followed, creating a rapidly expanding over-the- 
counter commodities market in derivatives, separate and apart from the 
regulated commodity exchanges. 

In 1987, in response to a request, the OCC authorized national 
banks to engage in transactions involving commodity price index 
swaps.’^ The OCC authorized the activity even though banks were still 
prohibited from directly investing in physical commodities.’^ A later 
OCC Handbook explained: 

“A national bank may also enter into derivative transactions as 
principal or agent when the bank is acting as a financial 
intermediary for its customers and whether or not the bank has the 
legal authority to purchase or sell the underlying instrument for its 
own account. Accordingly, a national bank may enter into 
derivative transactions based on commodities or equity securities, 
even though the bank may not purchase (or may be restricted in 
purchasing) the underlying commodity or equity security for its 
own account. 

At first, the OCC allowed banks to enter into commodity index swaps 
only on a “matched” basis to offset risk,’^ but over time relaxed that as 
well as other, earlier restrictions.’® 

In 1991, Goldman Sachs, again operating solely as an investment 
bank, launched the Goldman Sachs Commodity Index whose value 


See “Oil Derivatives: In the Beginning," EnergyRisk magazine (July 2009), at 31, 
http://db.riskwaters.eom/data/energyrisk/EnergyRisk/Energyrisk_0709/markets.pdf. The swap 
was a bilateral contract in which, for a four-month period, one party agreed to make payments to 
the other for 25,000 barrels of oil per month using a fixed price per barrel, while the other party 
agreed to make payments using the average monthly spot price for oil. 

See OCC No~Objection Letter No. 87-5 (7/20/1987). 

^^See, e.g., OCC Interpretive Letter No. 652 (9/13/1994), at 5. 

“Risk Management of Financial Derivatives,” Comptroller’s Handbook (1 997), at 68, 
http://www.occ.gov/pubiications/publications-by-type/comptrollers-handbook/deriv.pdf 

See OCC No-Objection Letter No. 87-5 (7/20/1 987)(authorizing the bank to act as a principal 
in commodity price index swaps with clients only on a “matched basis” in which the bank’s 
commodity price index contract with a commodity “user” was offset by an index contract with a 
commodity “producer,” so that “the Bank would be matched as to index, amount and maturity on 
each side of the transaction”). 

See, e.g., OCC No-Objection Letter No. 90-1 (2/16/1990), reprinted in Banking L. Rep. CCH 
^ 83,095 (authorizing the bank to engage as a principal in unmatched commodity index swaps 
with its clients so long as the swaps were cash settled); OCC Interpretive Letter No. 507 
(5/5/1990)(authorizing a bank subsidiary to execute all types of commodity tutures and options 
for ail types of customers, whether or not hedging a bank loan); OCC Interpretive Letter 
(3/2/1 992)(authorizing bank to engage in unmatched commodity index swaps, warehouse the 
swap contracts, and hedge them on a portfolio basis). 



377 


29 

reflected price changes in a broad basket of commodity futures/’ Over 
the next few years, commodity index trading exploded, accompanied by 
a sharp increase in futures trading used to hedge the index transactions.’* 

Expansion into Physically-Settled Transactions. At the same 
time some commercial and investment banks deepened their 
involvement with commodity-linked financial instruments, some began 
increasing their involvement with physical commodities. One reason 
was that some commodity futures contracts, including those involving 
crude oil, natural gas, and electricity, allowed transactions to be settled 
financially or through physical delivery of the specified commodity. 
Some banks wanted to be able to settle futures contracts through 
physical delivery, contending that physical settlements would give them 
more flexibility, enable them to engage in more effective hedging with 
lower risks and costs, and enable them to compete more effectively in 
commodities markets.’* 

In response, in 1993, the OCC issued an interpretive letter which 
greatly expanded the ability of banks to engage in physical commodity 
transactions. The letter interpreted the banking powers clause to allow 
national banks to hedge permissible banking activities by making or 
taking “physical delivery of commodities,” including by taking or 
delivering documents providing title to the commodities, such as 
warehouse receipts or warrants.*® In addition, the OCC explicitly 
authorized banks to engage in related physical commodity activities such 
as “storing, transporting, and disposing of the commodities.”*' 

The 1993 OCC letter stated that banks could use physically-settled 
transactions only to “reduce risk” and only when they would “provide a 
more accurate hedge than available exchange-traded or over-the counter 
transactions.”*’ The OCC required the physically-settled transactions to 
be “customer-driven,” prohibited their use for “speculative purposes,” 
and stated that they should constitute “only a nominal percentage of a 
bank’s hedging activities.”** To limit the associated risks, the OCC 

See “S&P GSCI Commodity Index,” prepared by Goldman Sachs, 
http://www.goldmansachs.com/what-we-do/securities/products-and-business- 
groups/products/gsci/. In 2007, Goldman Sachs transferred the index to Standard & Poor’s. In 
2012, the index was acquired by S&P Dow Jones Indices LLC, a subsidiary of The McGraw-Hill 
Compaiies. See “Our History,” prepared by S&P Dow Jones Indices, 
http://us.spindices.com/about-sp-indices/our-history/. 

See, e.g., “Excessive Speculation in the Wheat Market ” Permanent Subcommittee on 
Investigations, S. Hrg. 111-155, report at 168-171. 

See, e.g., OCC Interpretive Letter No. 632 (6/30/1993), PSI-OCC-01-000358 - 366, at 359- 
361; OCC Interpretive Letter No. 684 (8/4/1995), PSI-OCC-0 1-000368 - 374, at 372. 

OCC Interpretive Letter No. 632 (6/30/1993), PSl-OCC-01-000358 - 366, at 358-359. 

Id. at 361. See also OCC Interpretive Letter No. 935 (5/14/2002), PSI-OCC-01-000170, at 173 
(warning about additional storage, transportation, environmental, and insurance risks posed by 
physical commodity transactions). 

OCC Interpretive Letter No. 632 (6/30/1993), PSI-OCC-Oi-000358, at 358, 365. 

OCC Interpretive Letter No. 684 (8/4/1995), PSI-OCC-01-000368, at 368-369. 
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required the bank to develop management expertise and internal controls 
to ensure safe and sound banking practices, submit a “detailed plan” to 
the OCC, and obtain “prior written authorization” by the OCC’s 
supervisory staff before going forward.*'* 

In 1995, the OCC issued another interpretive letter giving banks 
broad authority to engage in physically-settled transactions involving 
metals, as well as to engage in “ancillary activities” such as storing, 
transporting, and disposing of the physical commodities.*^ The OCC 
expressed approval of banks taking delivery of the physical commodities 
through warehouse receipts or transitory title transactions, noting that 
“[i]n no case would the Bank take delivery by receipt of physical 
quantities ... on Bank premises.”*® The OCC letter directed the bank to 
establish risk management procedures in accordance with Banking 
Circular 277, which had been issued earlier that year, and also required 
the bank to implement the additional safeguards first identified in the 
1993 letter.*’ 

At the time, the Federal Reserve chose not to follow the OCC’s 
lead in expanding bank involvement with physical commodities. 

Instead, in 1997, while the Federal Reserve amended its Regulation Y to 
broaden the list of permissible bank holding company activities, it 
declined at that point to grant bank holding companies broad authority to 
participate in physically-settled commodity transactions.** Instead, the 
Federal Reserve continued to generally limit bank holding companies to 
trading in cash-settled commodity transactions. Despite that setback, 
banks continued to lobby for broader authority to conduct physical 
commodity transactions. 

Gramm-Leach-Bliley Expansion. More fundamental change 
came two years later, in 1999, when Congress enacted the Gramm- 
Leach-Bliley Act. That Act created the financial holding company 
structure described earlier and authorized banks to affiliate with 
subsidiaries engaged in a wider array of financial activities, including 
trading in commodities. 

The law contained four provisions which dramatically increased 
the ability of banks, through their financial holding companies, to 
engage in physical commodities transactions and related businesses. 


OCC Interpretive Letter No. 632 (6/30/1993), PSI-OCC-01-000358, at 358, 366. 

** See OCC Interpretive Letter No. 684 (8/4/1995), PSI-OCC-01-000368, at 372-374. See also 
OCC Interpretive Letter No, 1073 (10/19/2006), PSI-OCC-01-000425 - 432 (allowing banks and 
their foreign branches to engage in “customer-driven, metal derivative transactions that settle in 
cash or by transitory title transfer”); OCC Interpretive Letter No. 693 (1 1/14/1995), PSI-OCC- 
01-000135 - 141 (allowing banks to buy and sell physical copper). 

“ OCC Interpretive Letter No. 684 (8/4/1995), PSI-OCC-01-000368, at 369. 

Id. at 370, 373-374. 

62 Fed. Reg. 9290, 9311 (Feb. 28, 1997). 
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First, the law allowed financial holding companies to engage in any 
activity which the Federal Reserve determined was “financial in nature” 
or “incidental to a financial acfivity.”*® Second, the law enabled a 
financial holding company to engage directly in any nonfinancial, 
commercial activity which the Federal Reserve determined to be 
“complementary” to a financial activity.®® The Federal Reserve later 
interpreted that provision to allow financial holding companies to 
engage in activities involving physical commodities.®' Third, the law 
allowed financial holding companies to exercise so-called “merchant 
banking” authority to make a temporary, passive equity investment in 
any type of commercial company, including firms involved with 
physical commodities.®^ Finally, the law included a special 
grandfathering provision that allowed certain financial firms that later 
became financial holding companies to continue any commodities 
activities they had undertaken, directly or indirectly, in the United States 
on or before September 30, lOO?.®" 

According to one analysis, “[s]oon after the enactment of [the 
Gramm-Leach-Bliley Act], the largest U.S. [financial holding 
companies] began using their new powers to build physical commodity 
trading businesses.”®'* 

By the time the Gramm-Leach-Bliley Act was enacted in 1999, 
banks and bank holding companies had already become interested in 
expanding their commodity activities for a number of reasons. Earlier in 
the decade, Enron Corporation, then a leading U.S. energy company, had 
popularized the concept of energy “commodities” that could be traded 
like stocks and futures. From 1992 until its collapse in 2001, Enron 
convinced a number of large U.S. banks to finance or participate in its 
energy commodity trades, including entering into over $8 billion in 
energy trades with Citigroup and JPMorgan Chase Bank in transactions 
later exposed as hidden loans.®^ In 1999, Enron also launched an energy 
commodities electronic trading platform known as EnronOnline to trade 
energy commodities involving natural gas and electricity. ®® By 2001, 
EnronOnline was the leading U.S. energy trading platform.®® After 


12 U.S.C. §1843(k). 

12 U.S.C. §1843(k)(l)(B), The law also defined “financial activity'* by referencing the 
activities that the Federal Reserve determined were “closely related to banking,” in Regulation 
Y. 12 C.F.R. §225.28(a). 

See descriptions of Federal Reserve orders, below. 

12 U.S.C. §1843(k)(4)(H). 

12 U.S.C. §1843(o); Gramm-Leach-Bliley Aa amendment of the Bank Holding Company 
Act, adding §4(o). 

The Merchants of Wall Street, at 26. 

See “The Role of the Financial Institutions in Enron’s Collapse - Volume 1,” Permanent 
Subcommittee on Investigations, S. Hrg. 107-618, (July 23 and 30, 2002), at 231, 264. 

For more information about Enron Online, see “Asleep At the Switch: FERC’s Oversight of 
Enron Corporation,” U.S. Senate Committee on Governmental Affairs, S. Hrg. 1 07-854, 
(November 12, 2002), Volumes I-IV, at 238-245. 

Id. at 238. 
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Enron’s collapse, the platform was sold and later closed,^® and some 
Enron traders were convicted of using the platform and other schemes to 
manipulate electricity prices in the western United States.^^ Prior to that 
ignoble end, however, Enron’s activities had hastened the development 
of energy commodities and bank involvement with them. 

Further Expansion. In 2000, Congress enacted the Commodities 
Futures Modernization Act (CFMA) which, as explained earlier, barred 
all federal regulation of swaps, making it difficult for federal bank 
regulators to restrict trading of commodity swaps by banks and their 
holding companies.'*'*' The CFMA also barred CFTC oversight of 
energy and metal commodity trades executed on electronic exchanges 
used by large traders.'*" That same year, several investment banks, 
including Goldman Sachs and Morgan Stanley, joined with major oil 
companies to establish the Intercontinental Exchange (ICE), an 
electronic exchange specializing in commodity-related swaps. Over 
the next decade, ICE would grow into a leading commodities exchange. 

Around the same time, some banks and financial holding 
companies began to deepen their involvement with electricity markets. 
Beginning in 2002, the OCC issued a series of interpretive letters 
expanding bank authority to participate in electricity derivatives and 
related businesses. Among other measures, the OCC allowed banks to 
hedge their transactions by taking title to electricity commodities,'*'^ 

In 2002, Enron’s trading business was purchased by UBS Warburg, which closed it less than a 
year later. See, e.g,, “UBS Closing Trading Floor It Acquired From Enron,” New York Times . 
David Barboza (11/21/2002), http://www.nytimes.eom/2002/ll/2I/business/ubs-closing-trading- 
floot-it-acquited-from-enton.html?pagewanted=prinl&src=pm. 

’’ For more information about Enron’s manipulation of electricity prices, see “Asleep At the 
Switch: FERC’s Oversight of Enron Corporation,” U.S. Senate Committee on Governmental 
Affairs, S. Hrg. 107-854, (November 12, 2002), Volumes I-IV, at 251-260. 

Commodity Futures Modernization Act, Title I, Consolidated Appropriations Act of 2001, 

P.L. 106-554. 

See Section 2(h)(3) of the Commodity Exchange Act, added by CFMA, codified at 7 U.S.C. 
§2(h)(3). This exemption was known as the “Enron loophole,” because it was included in 
CFMA at the request of Enron and others, and once in place, exempted from federal oversight 
the energy and metals contracts traded on Enron Online. See “Excessive Speculation in the 
Natural Gas Market,” Permanent Subcommittee on Investigations, S, Hrg. 1 10-235 (6/24 and 
7/9/2007), at 204, 246-247, The Enron Loophole was later closed. See CFTC Reauthorization 
Act of 2008, Title XllI of the Food, Conservation, and Energy Act of 2008, P.L. 1 10-246 (2008); 
Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010, P.L. 1 1 1-203 (2010). 

See “U.S. Strategic Petroleum Reserve: Recent Policy Has Increased Costs to Consumers but 
Not Overall U.S. Energy Security,” Minority Staff Report, Permanent Subcommittee on 
Investigations, S. Prt. 108-18 (3/5/2003), at 42-43; information provided by Morgan Stanley’s 
legal counsel to the Subcommittee (9/29/2014). The firms who formed ICE were BP Petroleum, 
Dean Witter, Deutsche Bank, Goldman Sachs, Morgan Stanley, Royal Dutch/Shell Group, SG 
Investment Bank, and Totalfina Elf Group. The OCC also issued several interpretive letters 
allowing banks to become members of ICE, ICE Europe, and ICE Trust. See, e.g., OCC 
Interpretive Letter No. 1 1 13 (3/4/2009); OCC Interpretive Letter No. 1 1 16 (5/6/2009); OCC 
Interpretive Letter No. 1122 (7/30/2009). 

See, e.g., OCC Interpretive Letter No. 937 (6/27/2002)(allowing banks to engage in customer- 
driven, cash-settled derivatives based on electricity prices and in related hedging activities); 

OCC Interpretive Letter No. 962 (4/21/2003) (allowing banks to engage in “customer-driven, 
electricity derivative transactions that involve transfer of title to electricity”); OCC Interpretive 
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acquire royalty interests in energy reserves, and use reserve royalty 
payments to repay loans extended to the reserve owner.*'’"' The OCC 
also authorized national banks to make merchant banking investments in 
energy-related businesses.'®^ Along the way, the OCC continued to 
approve bank requests to deal in additional types of commodities. 

Still another change came as commercial and investment banks 
began to devise new types of securities whose values were linked to 
commodities. Those securities could then be traded on U.S. stock 
exchanges rather than on the less well known and more expensive 
commodity exchanges. In some cases, the security explicitly referenced 
a specific commodity future; in other cases, it referenced a broad-based 
index. In still other cases, the value of the security was supported by an 
inventory of commodity futures or an inventory of physical 
commodities. For example, the first commodity-based Exchange Traded 
Fund (ETF) in the United States,'®^ backed by gold futures, was traded 
on the New York Stock Exchange in November 2004.'®* Since then, 
multiple ETFs backed by commodity futures or physical commodities 


Letter No. 1025 (4/6/2005) (allowing banks to engage in “customer-driven electricity derivative 
transactions and hedges, settled in cash and by transitory title transfer”)- 

See OCC Interpretive Letter No. 1 1 17 (5/19/2009) (allowing banks to issue credit to an 
electricity producer in return for receiving a limited royalty interest in the producer’s 
hydrocarbon reserves and receiving payments from the energy produced from those reserves 
over a stated term, so-called “Volumetric Production Payment” loans). See also OCC 
Interpretive Letter No. 1071 (9/6/2006) (allowing banks to become members of Independent 
Systems Operators and Regional Transmission Organizations that oversee electricity 
transactions). 

See, e.g., OCC Community Development Investment Letter No. 2005-3 
(7/20/2005)(construction and operation of ethanol plant); OCC Community Development 
Investment Letter No. 2008-1 (7/31/2008Xdevelopment of solar energy facilities); OCC 
Community Development Investment Letter No. 2009-6 (12/16/2009)(instaliation of 
photovoltaic systems in low-income housing); OCC Community Development Investment Letter 
No. 2011-2 (12/15/201 l)(construction of wind turbines). 

See, e.g., OCC Interpretive Letter No. 1040 (9/15/2005)(alIowing banks to engage in 
“customer-driven physically settled derivative transactions in emission allowances”); OCC 
Interpretive Letter No. 1060 (4/26/2006)(anowing banks to engage in “customer-driven coal 
derivative transactions that settle in cash or by transitory title transfer and that are hedged on a 
portfolio basis with derivative and spot transactions that settle in cash or by transitory title 
transfer”)(emphasis in original); OCC Interpretive Letter No. 1065 (7/24/2006)(allowing banks 
to engage in cash-settled derivative transactions referencing “petroleum products, agricultural 
oils, grains and grain derivatives, seeds, fibers, foodstuffs, livestock/meat products, metals, wood 
products, plastics and fertilizer”). 

For more information on exchange traded funds, see NYSE Explanation of ETFs, 
http://www.nyse.com/pdfs/ETFs7109.pdf, or SEC statement regarding ETFs, 
http://www.sec.gov/answers/etfhtm. 

See NYSE Information Memo Number 04-59 (November 1 8, 2004) (trading of 
streetTRACKS Gold 

Shares: Rules 1300 and 1301); Securities Exchange Act Release No. 50603 (October 28, 2004), 
69 FR 64614 (November 5, 2004) (approval of the listing and trading of streetTRACKS Gold 
Shares). See also OCC Interpretive Letter No. 1 0 13 (l/7/2005)(authorizing banks to buy and sell 
ETF shares); 9/30/2010 CFTC “Request for Comment on Options for a Proposed Exemptive 
Order Relating to the Trading and Clearing of Precious Metal Commodity-Based ETFs; Concept 
Release,” 75 FR 189, at 60412. 
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have been approved.'”’ The Securities and Exchange Commission has 
also approved the trading of futures and options referencing commodity- 
based ETFs.”” Designing, selling, and trading commodity-based 
securities further deepened bank involvement with commodities. 

Commodity Price Rise. Still another factor motivating bank 
involvement with commodities was that, beginning in 2000, commodity 
prices began a sharp and sustained increase, which continued to 
accelerate for years." ' According to the World Bank, between 2003 and 
2008, “[ajverage commodity prices doubled in U.S. dollar terms (in part 
boosted by dollar depreciation), making this boom longer and stronger 
than any boom in the 20th century.”"^ While some have attributed that 
price rise to market forces of supply and demand, others have attributed 
a portion of it to increased commodity speculation fueled by banks and 
securities firms trading in U.S. commodities markets. In addition, 
commodity price volatility increased over the same period,"^ inviting 
commodity speculators like the banks to profit from the price changes.'" 

Federal Reserve Expansion. As banks continued to trade 
financial instruments linked to commodities, they also continued to 
lobby the Federal Reserve to loosen its restrictions on bank holding 
companies, in particular with respect to physical commodities. In 2003, 
the Federal Reserve amended Regulation Y to give bank holding 
companies more leeway in physically settled transactions. The amended 
rule allowed the holding companies to participate in commodity trades 
which required them to take or make delivery of documents giving title 
to physical commodities on an “instantaneous pass-through basis,” so 
long as the underlying assets were approved by the CFTC for trading on 
an exchange."^ The Federal Reserve also eliminated a requirement that 
holding companies enter into only those commodity contracts that 
explicitly permitted financial settlements or terminations. At the same 
time, like the OCC, the Federal Reserve continued to discourage holding 


See “Excessive Speculation and Compliance with the Dodd-Frank Act,” Permanent 
Subcommittee on Investigations, S. Hrg. 112-313 (1 1/3/2011), at 176-178. 

See, e.g., 9/30/2010 CFTC “Request for Comment on Options for a Proposed F.xemptive 
Order Relating to the Trading and Clearing of Precious Metal Commodity-Based ETFs; Concept 
Release,” 75 FR 189, at 60412. 

See The Merchants of Wall Street, at 300. 

World Bank, Global Economic Prospects 2009: Commodities at the Crossroads, 
http://siteresources.worldbank.org/INTGEP2009/Resources/10363_WebPDFw47.pdf. 

See “Speculators and Commodity Prices - Redux”, CFTC Commissioner Bart Chilton 
(February 24, 2012), 

http://www.cftc.gov/PressRoom/SpeechesTestimony/chiltonstatement022412; see also “Global 
Commodity Markets - Price Volatility and Financialisation”, Alexandra Dwyer, George Gardner 
and Thomas Williams (June, 2011), 

http://www.rba.gov.au/publications/bulletin/201 l^un/pdf/bu-061 l-7.pdf. 

^ See “Derivatives, Innovation in the Era of Financial Deregulation,” Wallace Turbeville (June, 
2013), at 18. 

68 Fed. Reg. 39,807, 39,808 (7/3/2003); 12 C.F.R. §225.28(b)(8)(ii)(B). 
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companies from actually taking possession of the physical commodities 
involved in the trades. ‘ 

In addition, beginning in 2003, in response to individual 
applications, the Federal Reserve issued a series of orders granting major 
financial holding companies permission under the Gramm-Leach-Bliley 
Act to deal in a much wider array of physical commodity activities. In 
those orders, the Federal Reserve determined that the activities requested 
by the financial holding companies were “complementary” to their 
trading in commodity derivatives.”’ 

The earliest order explicitly allowed financial holding companies 
to buy and sell oil, natural gas, agricultural products, and other 
commodities in the physical spot market, and to take and make delivery 
of physical commodities to settle commodity-linked derivative 
transactions.”* A later order allowed a financial holding company to 
contract with a third party to “refine, blend, or otherwise alter” its 
physical commodities, essentially authorizing it to sell crude oil to an oil 
refinery and buy back the refined oil products.”^ The order also allowed 
the financial holding company to enter into long-term electricity supply 
contracts with large industrial and commercial customers, and to enter 
into “tolling agreements” and “energy managemenf ’ agreements with 
power generators. Together, these orders explicitly permitted banks, 
through their financial holding companies, to engage in a broader set of 
physical commodity activities than ever before in U.S. banking history. 

To minimize the accompanying risks, the orders also required the 
relevant financial holding company to make a number of commitments 
to limit the size and scope of its physical commodities activities. For 
example, each financial holding company had to commit that the market 


Id. The amended Regulation Y explicitly required holding companies to make “every 
reasonable effort to avoid taking or making delivery of the asset underlying the contract.” 
Alternatively, it allowed financial companies to participate in instantaneous title transfers to the 
underlying assets only “by operation of contract and without taking or making physical delivery 
of the asset.” 12 C.F.R. §225.28(b)(8)(ii)(B)(3) and (4). 

For more information on the individual orders, see below. 

2003 Federal Reserve “Order Approving Notice to Engage in Activities Complementary to a 
Financial Activity,” in response to a request by Citigroup, Inc., 89 Fed. Res. Bull., at 508 
(12/2003) (hereinafter “Citigroup Order”), 

http://lfaser.stiouisfed.Org/docs/publications/FRB/2000s/frb_122003.pdf. 

"’2008 Federal Reserve “Order Approving Notice to Engage in Activities Complementary to a 
Financial Activity,” in response to a request by Royal Bank of Scotland Group pic, 94 Fed. Res. 
Bull. C60 (2008) (hereinafter “RBS Order”), 

http://lfaser.stlouisfed.Org/docs/publications/FRB/2000s/ftb_2008comp.pdf. 

Id. A tolling agreement typically allows the “toller” to make periodic payments to a power 
plant otvner to cover the plant’s operating costs plus a fixed profit margin in exchange for the 
tight to all or part of the plant’s power output. As part of the agreement, the toller typically 
supplies or pays for the fuel used to run the plant Id. at C64. An energy management agreement 
typically requires the “energy manager” to act as a financial intermediary for the power plant, 
substituting its own credit and liquidity for the power plant to facilitate the power plant’s 
business activities. The energy manager also typically supplies market information and advice to 
support the power plant’s efforts. Id. at C65. 
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value of its commodities holdings resulting from trading activities would 
not exceed 5% of its consolidated Tier I capital, and that the company 
would alert the Federal Reserve if and when the market value exceeded 
4%.*^' Despite those and other commitments, the financial holding 
companies given complementary authority were able to use that 
authority to dramatically increase their physical commodity operations 
over time. 

Financial Crisis Expansion. In 2008, as the financial crisis 
deepened in the United States and several large U.S. financial 
institutions declared bankruptcy or teetered on the edge of insolvency, 
U.S. bank acquisitions of weaker financial institutions as well as the 
sudden conversion of investment banks into bank holding companies led 
to even greater U.S. bank involvement with physical commodities. 

In March 2008, for example, essentially at the request of the 
Federal Reserve, JPMorgan acquired The Bear Stearns Companies Inc. 
(Bear Steams), a large investment bank that was then nearly insolvent. ^ 
At the time. Bear Steams had extensive physical commodity holdings, 
including commodities that it traded in the spot markets, oil refineries, 
and power plants. Through its acquisition of Bear Steams, JPMorgan 
gained control of all of those physical commodity activities. 

Six months later, in September 2008, after Lehman Brothers failed, 
the Federal Reserve gave immediate approval to applications from both- 
Goldman Sachs and Morgan Stanley to become bank holding companies 
with access to Federal Reserve lending programs.'^'* Both firms also 
elected to become financial holding companies authorized to engage in a 
broad array of financial activities. At the time of their conversions, both 
were heavily invested in a wide array of physical commodities and 

125 

related businesses. 

Four months after that, in January 2009, again in response to the 
turmoil created by the financial crisis. Bank of America acquired Merrill 


See, e.g., Citigroup Order, 

http://fraser.stlouisfed.Org/docs/pubiications/FRB/2000s/frb_122003.pdf. 

See “Bear Steams, JPMorgan Chase, and Maiden Lane LLC,” press release issued by the 
Federal Reserve, http://www.federalreserve.gov/ne\vsevents/reform_bearsteams.htm. 

See, e.g., 7/2008 Federal Reserve Supervisory Plan, Risk Assessment Program & Instihitional 
Overview of JPMorgan Chase & Co., FRB-PSI-305013 - 030 (identifying Bear Steams assets 
being integrated into JPMorgan). 

See Order Approving Formation of Bank Holding Companies, 94 Fed. Res. Bull. ClOl, C102 
(2008), 2008 WL 7861871, at *4 (order approving Goldman Sachs Group’s request to become a 
BHC upon conversion of Goldman Bank to a state chartered bank); Order Approving Formation 
of Bank Holding Companies and Notice to Engage in Certain Nonbanking Activities, 94 Fed. 
Res. Bull. C103, C105 (2008), 

2008 WL 7861872, at *5 (Fed. Reserve Bd., Sept. 21, 2008) (order approving Morgan Stanley’s 
request to become a BHC upon conversion of Morgan Stanley Bank to a bank). 

See histories of Goldman Sachs and Morgan Stanley, below. 
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Lynch, a troubled investment bank with $650 billion in assets.’^'’ The 
acquisition gave Bank of America control over Merrill Lynch’s 
extensive commodity holdings, which the bank estimated at “roughly ten 
times the size” of its own commodity operations.'^’ The new assets 
included Merrill Lynch’s substantial holdings in North American 
physical natural gas and electrical power markets.”* 

In 2010, Goldman and JPMorgan participated in additional 
acquisitions that further deepened their involvement with physical 
commodities. In February 2010, Goldman acquired Metro International, 
a company with a worldwide network of commodity storage 
warehouses.”^ Later that year, in two separate transactions, JPMorgan 
acquired the Royal Bank of Scotland’s 51% ownership stake in RBS 
Sempra, a joint venture with extensive North American and European 
energy and commodity operations involving oil, natural gas, metals, and 
power plants.'*" As part of that acquisition, JPMorgan also took 
ownership of Henry Bath Inc. which, like Metro International, owned a 
worldwide network of commodity storage warehouses.'*' 

From 2009 to 201 1, Goldman and JPMorgan extended their reach 
again, acquiring ownership stakes in the London Metals Exchange 
(LME), the leading futures market in metals. Together, the two banks, 
through their financial holding companies, became the LME’s largest 
shareholders until, in 2012, the shareholders sold the LME to a Hong 
Kong exchange.'** 


See 5/4/2010 letter from Bank of America legal counsel to the Federal Reserve providing 
notice of the bank’s intent to engage in an expanded set of physical commodity activities as a 
result of its acquisition of Merrill Lynch, FRB-PSI-500001 - 218, at 013. 

Id. at 020-021. 

Id. at 020. 

See 9/1 2/20 1 3 letter from Goldman legal counsel to Subcommittee, “January 1 1 , 20 1 3 
Questionnaire,” PSI-GoldmanSachs-06-00000! - 021, at 017 (Exhibit C); “Goldman and 
JPMorgan Enter Metal Warehousing,” Financial Times, by Javier Bias (3/2/2010), 
http://www.ft.eom/cms/s/0/5025fS2a-262e-l ldf-aff3-00144feabdc0.html#axzz2kXvOR8iX. 
Compare Goldman Sachs Group, Form 10-K for the fiscal year ending December 31, 2010, at 
Exhibit 21.1 (including “Metro International Trade Services LLC” as a subsidiary of GS Power 
Holdings LLC), with Goldman Sachs Group, Form 10-K for the fiscal year ending December 31, 
2009, at Exhibit 21.1 (not listing GS Power Holdings LLC or Metro International as significant 
subsidiaries of Goldman Sachs). 

JPMorgan Chase & Co., Form 10-K for the fiscal year ending December 31, 2011, at 184, 
http://sec.gOv/Archives/edgar/data/19617/000001961712000163/corpl0k201 l.htm#s50873 
1DA912EFDF440782294EA306391, 

See 7/1/2010 JPMorgan press release, “J.P. Morgan completed commodities acquisition from 
RBS Sempra,” https://www.jpmorgan.com/pages/detail/127750523724 1 . 

See, e.g., 6/5/2014 letter from JPMorgan legal counsel to Subcommittee, PSI-JPMC-1 1- 
00000! - 002, at 001; 8/8/2014 letter from Goldman legal counsel to Subcommittee, “Follow-Up 
Requests,” PSl-Goldman-1 1-000001 - Oil, at 003, 004; “HKEx and LME announce completion 
of transaction,” prepared by Hong Kong Exchanges and Clearing Limited (HKEx) and LME 
Holdings Limited (12/6/2012), http://www.lme.com/en-gb/news-and-events/press-releases/press- 
releases/20 1 2/1 2/hkex-and-lme-announce-completion-of-transaction/. 
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Bank Commodities Involvement Today. Today, a handful of 
large U.S. banks, directly and through their financial holding companies, 
are major participants in global commodity markets. In recent years, 
JPMorgan, Goldman Sachs, and Morgan Stanley were the three largest 
U.S. participants in physical commodities.’^^ Bank of America, 
Barclays, and Citi were the next largest participants.'^'’ Deutsche Bank, 
Wells Fargo, and BNP followed them.'^ 

The largest of those banks, through their financial holding 
companies, were among the largest commodity traders in the world and 
dominated the U.S. commodities futures, options and swaps markets. 
OCC data shows that, in 2013, of the commercial banks it tracked, four 
U.S. banks - JPMorgan, Bank of America, Citi, and Goldman Sachs - 
accounted for more than 90% of commodities derivatives trading and 
holdings within the U.S. commercial banking system.”^ OCC data also 
shows that, for all U.S. Insured banks over the last five years, the total 
notional dollar value of their outstanding commodity contracts, 
including futures, exchange traded options, over-the-counter options, 
forwards, and swaps, has centered around $1 trillion: 

NOTIONAL VALUE OF COMMODITY CONTRACTS'” 



2009 

2010 

2011 

2012 

2013 

Notional value 
of commodity 
contracts 

$979 

billion 

$1,195 

trillion 

$1,501 

trillion 

$1,402 

trillion 

$1,241 

trillion 


Source; OCC Quarterly Report on Bank Trading and Derivatives Activity Fourth Quarter 2013, 
Graph 3. 


Subcommittee briefing by the Federal Reserve (12/13/2013). Royal Bank of Scotland, which 
sold its major commodity holdings to JPMorgan, is no longer active in physical commodity 
activities in the United States. Id. 

‘^Md. 

Id. According to the Federal Reserve, Deutsche Bank has indicated that it is planning to exit 
its U.S. physical commodities activities. Id. In August 2014, Deutsche Bank sold certain 
commodity-related assets to Morgan Stanley. 9/19/2014 letter from Morgan Stanley to 
Subcommittee, PSI-MorganStanley- 1 3-000001 - 009. Wells Fargo acquired its physical 
commodity activities through its acquisition of Wachovia Bank, which had a Federal Reserve 
order to engage in them; Wells Fargo has indicated it plans to continue to engage in physical 
commodity activities to a limited extent. Subcommittee briefing by the Federal Reserve 
(12/13/2013). According to the Federal Reserve, Royal Bank of Scotland, which sold its major 
commodity holdings to JPMorgan in 2010, is no longer conducting physical commodity 
activities in the United States. In contrast, BNP engages in physical commodity activities to a 
limited extent in the United States. Id. Fortis, which had a Federal Reserve order allowing it to 
engage in physical commodity activities, was acquired by ABN Amro Bank which, according to 
the Federal Reserve, no longer operates in the United States. Id. UBS and Societe General, each 
of which had a Federal Reserve order to engage in physical commodities, no longer engage in 
those activities, again according to the Federal Reserve. Id. 

See OCC Quarterly Report on Bank Trading and Derivatives Activity Fourth Quarter 2013, at 
1, Graph 4 and 5A, Tables 1, 2, 9 and 10, htfr)://www.occ.gov/topics/capital-markets/fmancial- 
markets/trading/derivatives/dq413.pdf. 

Data is taken from OCC Quarterly Report on Bank Trading and Derivatives Activity Fourth 
Quarter 2013, at Graph 3, http://www.occ.gov/topics/capital-markets/financial- 
markets/trading/deri vatives/dq4 1 3.pdf 
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The data indicates that the dollar value of the banks’ commodity 
contracts peaked in 201 1 at $1.5 trillion, and while it has since declined, 
the value still exceeds $1.2 trillion. 

The physical commodity activities of the four key banks and their 
financial holding companies comprise a relatively small percentage of 
their total commodities activities, which remain dominated by financial 
instruments traded on exchanges or over the counter. Public data 
depicting the actual size and value of their physical commodities 
holdings is, however, limited. One of the few sources of public data is 
the FR Y-9C report, a quarterly report which bank holding companies 
with consolidated assets of $500 million or more are required to file with 
the Federal Reserve, providing specified financial information. One of 
the required information items is the gross market value of any physical 
commodities held by the bank holding company in its trading 
inventory.'^® 

The data provided on the FR Y-9C report offers a limited but 
useful measure of bank holding company involvement with physical 
commodities. As one analyst explained; 

“The gross market value of FHCs’ physical commodity trading 
inventory . . . measures solely their current exposure to commodity 
price risk It does not provide a full picture of these organizations’ 
actual involvement in the business of producing, extracting, 
processing, transporting, or storing physical commodities.”'^^ 

Despite this limitation, the FR Y-9C reports filed by the holding 
companies featured in this Report indicate that, in each of the last five 
years, the physical commodity holdings in their trading inventories had a 
total dollar value of $3 to $26 billion: 


GROSS FAIR VALUE OF PHYSICAL COMMODITY 
TRADING INVENTORIES 



2009 

2010 

2011 

2012 

2013 

Goldman 

Sachs 

$ 3,7 billion 

$13.1 billion 

$ 5.8 billion 

$11.7 billion 

$ 4.6 billion 

JPMorgan 

$10.0 billion 

$21.0 billion 

$26.0 biilion 

$16.2 billion 

$10.2 billion 

Morgan 

Stanley 

$ 5.3 billion 

$ 6.8 billion 

$ 9.7 billion 

$ 7.3 billion 

$ 3.3 billion 


Source: Consolidated Financial Statements for Bank Holding Companies, FR Y-9C Reports, 
Schedule HC-D, Item M.9.a.(2).“’® 


See “Consolidated Financial Statements for Bank Holding Companies ~ FR Y-9C,” Schedule 
HC-D (“Trading Assets and Liabilities’’), Item M.9.a.(2) (“the “Gross Fair Value of Physical 
Commodities held in Inventory”) for each bank. Publicly traded companies provide the same 
information in their quarterly 10-Q filings with the SEC. 

The Merchants of Wall Street, at 30 [citations omitted]. 

See National Information Center website — 

http://\vww.fFiec.gov/nicpubweb/NlCDataCache/FRY9C/FRY9C_2380443_2009123 1 .PDF, at 23; 
http://www.ffiec.gOv/nicpubweb/NICDataCache/FRY9C/FRY9C_2380443_2010123 1. PDF, at 23; 
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This FR Y-9C data also shows that the value of the physieal 
eommodlty trading inventories at the three institutions has fluetuated 
from year to year, and that their trading inventories comprised only a 
small part of the financial holding companies’ overall commodity 
activities. That the data provides only a partial picture can be seen by 
comparing the reported figures against estimated values used by the 
Federal Reserve during its special review of bank involvement with 
physical commodities. In 201 1, for example, a Federal Reserve 
examination team estimated that the physical commodity activities at 
Goldman Sachs had a total value of $26 billion, a total four times greater 
than the $5.8 billion reported by the company on the FR Y-9C report for 
201 1 .''*' 

Whether the individual financial holding companies’ physical 
commodities activities are valued at billions or tens of billions of dollars, 
the bottom line is that they are substantial. They include involvement 
with metals warehouses, oil storage facilities, oil tankers, oil and gas 
pipelines, natural gas facilities, electrical power plants, gold and coal 
mines, and uranium. Bank holding companies are supplying crude oil to 
refineries, jet fuel to airlines, natural gas to manufacturers, coal to power 
plants, and electricity to regional power authorities. 

The evidence indicates that this substantial level of bank 
involvement with physical commodities is a relatively recent 
phenomenon that has grown significantly in only the last ten years. The 
posture of the financial holding companies stands in sharp contrast to the 
longstanding U.S. principle against mixing banking with commerce. 

The current level of bank involvement with critical raw materials, power 
generation, and the food supply appears to be unprecedented In U.S. 
history. 

In the last year, some financial holding companies have taken steps 
to reduce their involvement with physical commodities. In 2013, 
JPMorgan, Morgan Stanley, and Deutsche Bank announced plans to sell 
the bulk of their physical commodities businesses; in 2014, all three sold 


http://www.ffiec.gov/nicpubweb/NlCDataCache/FRY9C/FRY9C_2380443_201 11231 .PDF, at 23; 
http://www.friec.gOv/nicpubweb/NlCDataCache/FRY9C/FRY9C_2380443_20l21231.PDF, at 24; 
http://www.ffiec.gov/nicpubweb/NlCDataCache/FRY9C/FRY9C_2380443_2013 1231.PDF, at 25; 
http://www.friec.gOv/nicpubweb/NICDataCache/FRY9C/FRY9C_1039502_2009123 1. PDF, at 23; 
http://www.ffiec.gov/nicpubweb/NICDataCache/FRY9C/FRY9C_i039502_2010123 1. PDF, at 23; 
http://www.ffiec.gov/nicpubweb/NICDataCache/FRY9C/FRY9C_1039502_20i 1123 1 .PDF, at 23; 
http://www.ffiec.gOv/nicpubweb/NICDataCache/FRY9C/FRY9C_1039502_2012123 1 .PDF, at 24; 
http;//www.ffiec.gov/nicpubweb/NiCDataCache/FRY9C/FRY9C_1039502_2013i23 l.PDF, at 25; 
http://www.ffiec.gov/nicpubweb/NICDataCache/FRY9C/FRY9C_2162966_2009123 1. PDF, at 23; 
http://www.ffiec,gov/nicpubweb/NlCDataCache/FRY9C/FRY9C_2162966_201 0123 l.PDF, at 23; 
http://www.ffiec.gov/nicpubweb/NlCDataCache/FRY9C/FRY9C_2162966_201 1123 1 .PDF, at 23; 
http://www.ffiec.gov/nicpubweb/NICDataCache/FRY9C/FRY9C_2162966_2012123 l.PDF, at 24; 
http://www.ffiec.gov/nicpubweb/NlCDataCache/FRY9C/FRY9C_2 1 62966_20 13 1 23 1 .PDF, at 25 . 
201 1 Work Plan, at FRB-PSl-200455 - 476, at 465. 
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major holdings. Those actions may have been in response to 
declining profits in the commodities field, as well as Federal Reserve 
pressure to reduce some activities. In contrast, although Goldman Sachs 
announced plans to sell a certain portion of its physical commodity 
activities, it also informed the Federal Reserve that it planned to 
continue to pursue physical commodities as a core business line. In 
addition, other banks, such as Bank of America, have pending requests 
to increase their physical commodity activities. 

B. Risks Associated with Bank Involvement in Physical 
Commodities 

Increased U.S. bank involvement with physical commodities has 
evolved despite a longstanding U.S. principle discouraging national 
banks from operating commercial enterprises. Multiple concerns have 
been articulated over the years in support of separating banking from 
commerce. In the case of physical commodities, at least seven different 
concerns have been identified when banks own or control substantial 
physical commodities and related businesses: (1) it provides banks with 
unfair economic and informational advantages; (2) it distorts credit 
decisionmaking; (3) it creates conflicts of interest between banks and 
their clients; (4) it invites market manipulation and excessive commodity 
speculation; (5) it creates inappropriate bank and systemic risks; (6) it 
creates undue concentrations of economic power; and (7) it intensifies 
the too-big-to-fail problem by creating financial conglomerates that are 
too big to manage or regulate. 

Unfair Economic Advantages. One key concern with mixing 
banking and commerce is that it may provide banks, through their 
financial holding companies and subsidiaries, with unfair economic or 
informational advantages compared to other commercial competitors. 


See, e.g., 9/9/2014 Morgan Stanley press release, “Morgan Stanley to Sell TransMontaigne 
Ownership Stake to NGL Energy Partners,” 

http://www.morganstanley.com/about/press/articles/fc83321 !-9eeb-46 1 6-87ff- 
3024b89db7bl.html; 3/19/2014 Mercuria press release, “Mercuria Announces Acquisition of J.P. 
Morgan Physical Commodities Business,” http://www.mercuria.com/media-room/business- 
news/mercuria-announces-acquisition-jp-morgan-physicai-commodities-business; 12/5/2013 
Deutsche Bank press release, “Deutsche Bank refocuses ite commodities business,” 
https://www.db.com/ir/en/content/ir_releases_20 1 3_44 13.htm. 

Subcommittee briefing by the Federal Reserve (12/13^013). See also, e.g., “Goldman Sachs 
Stands Firm as Banks Exit Commodity Trading,” Bloomberg, Ambereen Choudhury 
(4/23/2014), http://www.bloomberg.eom/news/2014-04-22/goldman-sachs-stands-firm-as-banks- 
exit-commodity-trading.html. 

See 5/4/2010 letter from Bank of America legal counsel to Federal Reserve, FRB-PSI-50000I 
- 218 (requesting complementary authority to engage in an expanded set of physical commodity 
activities as a result of its acquisition of Merrill Lynch). In addition, in 2012, Toronto Dominion 
Bank requested complementary authority to engage in certain physical commodity activities 
involving natural gas, but has since withdrawn that request 10/2/2012 letter from Toronto 
Dominion Bank legal counsel to Federal Reserve, FRB-PSI-500219 - 231; 11/17/2014 email 
from the Federal Reserve to the Subcommittee, PSI-FRB-2 1-000001 ~ 002, at 002. Despite the 
passage of four years, the Bank of America request remains pending at the Federal Reserve. 
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Most banks have access to low cost financing through either the 
Federal Reserve’s lending programs or interbank loans bearing low 
interest rates. National banks have federally Insured deposits, and some 
are also perceived as too big to fail, factors that generally lower their 
lending costs. Nonbank businesses typically do not have the same 
access to low cost financing, giving banks a competitive advantage when 
they operate commercial enterprises. 

One expert described the problem this way: 

“The growth of big banks is a case of too much of a good thing 
metastasizing into a bad thing. What started out with a limited 
safety net designed to protect the payments system and to provide 
a safe place for small, unsophisticated depositors to place their 
savings has morphed into an anticompetitive system where 
government subsidized banks can use unfair advantage to enter and 
dominate any market or business, financial or nonfinancial, that 
they choose.”’”'^ 

In a 2013 editorial opposing bank involvement in commodity 
speculation, a business publication wrote: 

“The largest U.S. banks are accused of causing problems in 
markets ranging from energy to aluminum. . . . Why are the banks 
in these businesses in the first place? 

Part of the answer is that they’re among the country’s most 
subsidized enterprises. The Federal Deposit Insurance Corp. and 
the Federal Reserve, both backed by taxpayers, provide an explicit 
subsidy by ensuring that banks can borrow money in times of 
market turmoil. Banks that are big and connected enough to bring 
down the economy enjoy an added implicit subsidy: Creditors will 
lend to them at low rates on the assumption that the government 
won’t let them fail. ... 

Congress could . . . strictly limit all federally insured banks to the 
business of taking deposits, lending, and processing payments.” 

Unfair Informational Advantages. In addition to low cost 
financing, major banks that, through subsidiaries or financial holding 
company affiliates, own pipelines, warehouses, shipping operations, or 
refineries are likely to acquire commercially useful, non-public 
information that could benefit their trading activities and perhaps lead to 
unfair trading advantages. 


Rosner Testimony, at 15. 

“The Wrong Business for Big Banks,” Bloomberg Businessweek (8/1/2013), 
http://www.businessweek.eom/articles/2013-08-01/bloomberg-view-the-wrong-business-for-big- 
banks. 
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Useful non-public information could come from the bank’s own 
operations or from observing or assisting actions taken by clients, and 
include a wide variety of types of data, including information about 
commodity price trends, upcoming large transactions, supply 
disruptions, transport flows, or regulatory actions. That physical 
commodity activities can provide access to commercially valuable non- 
public information has long been recognized by both market participants 
and regulators. In a 2005 application seeking authority to engage in 
physical commodity activities, for example, JPMorgan stated that the 
activities would: 

“position JPM Chase in the supply end of the commodities 
markets, which in turn will provide access to information regarding 
the full array of actual produce and end-user activity in those 
markets. The information gathered through this increased market 
participation will help improve projections of forward and 
financial activity and supply vital price and risk management 
information that JPM Chase can use to improve its financial 
commodities derivative offerings.”'"’’ 

A Federal Reserve analysis of the physical commodity activities 
conducted by Morgan Stanley and Goldman Sachs also noted the 
informational advantage those activities produced: 

“In addition to the financial return, these direct investments 
provide MS [Morgan Stanley] and GS [Goldman Sachs] with 
important asymmetrical information on conditions in the physical 
markets such as production and supply/demand information, etc., 
which a market participant without physical global infrastructure 
would not necessarily be privy to.”'"** 

Since U.S. commodities laws do not currently prohibit using non- 
public information in commodities trading in the same way that U.S. 
securities laws restrict the use of non-public information in securities 
transactions, banks can legally obtain and use nonpublic information to 
trade in the commodity futures, swaps, and options markets. For 
example, a bank whose affiliate has a controlling interest in a refinery 


7/21/2005 “Notice to the Board of Governors of the Federal Reserve System by JPMorgan 
Chase & Co. Pursuant to Section 4(k)(l)(B) of the Bank Holding Company Act of 1956, as 
amended, and 12 C.F.R. §225.89,” PSI-FederalReserve-Ol-000004, at 016. See also 12/30/2009 
“Notice to the Board of Governors of the Federal Reserve System by JPMorgan Chase & Co. 
Pursuant to Section 4(k)(l)(B) of the Bank Holding Company Act of 1 956,” PSl- 
FederalReserve-02-000012 - 059, at 019 - 020, 032 (“The Complementary Activities will further 
complement the Existing Business by providing JPMVEC [JPMorgan’s subsidiary] with 
important market information. The ability to be involved in the supply end of the commodities 
markets through tolling agreements provides access to information regarding the full array of 
actual producer and end-user activity in those markets.”). 

*''* Undated but likely early 2011 “Comparison of Risks of Commodity Activities at Morgan 
Stanley and Goldman Sachs between 1997 to Present,” prepared by Federal Reserve, FRB-PSI- 
200428 - 454, at 439 [sealed exhibit]. 
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could quickly learn of a pending shutdown due to technical problems 
and use that inside information to profit from a short position in the 
commodity markets. A bank with an affiliate that controls a shipping 
operation could find out when bad weather has delayed deliveries and, 
again, use that information legally to profit in the commodities markets 
from shorting prices. Concerns about unfair trading advantages deepen 
when the commodities trader is a large financial institution drawing on 
client data and its own commodity activities to profit from 
counterparties. 

Those types of unfair informational advantages would not apply to 
banks whose affiliates do not own or control physical commodities or 
related businesses. 

Credit Distortions. A second problem with mixing banking and 
commerce is the concern that it may distort bank decisions about 
extending credit to businesses. 

The concern is that, if a bank’s affiliate owns or controls a business 
that handles physical commodities, the bank may not only extend credit 
to that business on favorable terms, but also deny credit to its 
competitors. A bank that owns or profits from a solar power plant, for 
example, may view any request for financing made by that firm in a 
favorable light. In contrast, the bank may be reluctant to provide 
financing to a rival solar power generator or may agree to lend funds 
only on more expensive terms. Because of its commercial involvement, 
the bank’s credit decisions may no longer utilize objective lending 
criteria, but may be distorted by the bank’s desire to see a particular 
business succeed. 

One expert has warned that distorted credit decisions create a 
number of risks: 

“A bank may extend credit to a company in which it has an 
ownership interest, independent of the company’s 
creditworthiness, to assist the company and increase the value of 
its stock. Such an extension would conflict with the interest of its 
depositors, its safety and soundness, and the integrity of the deposit 
insurance fund. Further, rival companies, unaffiliated with the 
banking organization, might be subject to unfair credit terms.” 


Shull, at 40. See also id. at 58 (“Will [small and new businesses] have less access to credit 
than rivals who are affiliated with banks, and, when they obtain credit, will their rates be higher? 
. . . Will higher rates compel most businesses to affiliate with banks if they can?”); Rosner 
Testimony at 12 (describing a “risk that a bank may choose to deny lending or underwriting to a 
competitor of their commercial affiliate . . . [or] may choose to lend, at preferential rates, to a 
commercial affiliate . . . [or] may, legally or illegally, tie loans to the purchase of a commercial 
affiliate’s products”). 
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A related concern is that distorted credit determinations will not be 
limited to the enterprises owned or controlled by the bank’s affiliates, 
but may extend to other businesses as well. In one scenario, if a bank 
has an ownership interest in a particular commodity-related business, it 
may seek to guide related business opportunities to other clients in 
which the bank has invested or provided financing. For example, if the 
bank’s solar power plant needed manufacturing equipment, the bank 
might recommend a manufacturer that has an outstanding loan with the 
bank. 


The Supreme Court recognized similar problems in a 1971 
decision which overturned an OCC interpretive letter allowing bank 
subsidiaries to form and sell shares in mutual funds. The Court 
identified a litany of “hazards” that could unfold from that business, 
including credit problems: 

“[S]lnce public confidence is essential to the solvency of a bank, 
there might exist a natural temptation [by the bank] to shore up the 
affiliate through unsound loans or other aid. Moreover, the 
pressure to sell a particular investment and to make the affiliate 
successful might create a risk that the bank would make its credit 
facilities more freely available to those companies in whose stock 
or securities the affiliate has invested or become otherwise 
involved. . . . The bank might exploit its confidential relationship 
with its commercial and industrial creditors for the benefit of the 
[mutual] fund. ... The bank might make loans to facilitate the 
purchase of interests in the fund.”'^** 

The Supreme Court summarized this set of concerns by warning that a 
bank’s ownership interest in its affiliate “might impair its ability to 
function as an impartial source of credit.”'^' 

Conflicts of Interest. A third problem with mixing banking and 
commerce is that it invites conflicts of interest between a bank and its 
clients. In the case of physical commodities, those conflicts can arise in 
multiple settings. If the bank’s affiliate owns a solar power plant, for 
example, it may put that plant’s financing interests before those of a 
client with a rival power plant. If the bank’s affiliate owns a metals 
warehouse and the bank trades metals in the futures market, the bank 
may time the release of the warehoused metal in ways that benefit the 
bank’s own commodities positions and contrary to the interests of its 
clients. If a bank’s affiliate supplies crude oil to a refinery while the 
bank trades oil futures, the bank may delay its oil deliveries to restrict 
the supply and boost oil prices in the futures market, increasing the value 


Investment Company Institute v. Camp . 401 U.S. 617,631-632 (1971). 
'’'ld.at631. 
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of its long positions while decreasing the value of the short positions 
held by its counterparties. 

Possible conflicts of interest permeate virtually every type of 
commodity activity. If the bank’s affiliate leases an electrical power 
plant, the bank may attempt to use regional pricing conventions to boost 
its profits, even at the expense of clients that pay the higher electricity 
costs. If the bank’s affiliate mines coal while the bank trades coal 
swaps, the bank may ask its affiliate to store the coal rather than sell it to 
help restrict supplies, and benefit from long swap positions, while 
eausing its counterparties to incur losses. If the bank’s affiliate operates 
a commodity-based exchange traded fund backed by gold, the bank may 
ask the affdiate to release some of the gold into the marketplaee and 
lower gold prices, so that the bank can profit from a short position in 
gold futures or swaps, even if some clients hold long positions. 

Market Manipulation. A fourth problem with mixing banking 
and commeree is that, in the context of physical commodities, it invites 
market manipulation and excessive speculation in commodity prices. If 
a bank’s affiliate owns or controls a metals warehouse, oil pipeline, a 
coal shipping operation, refinery, grain elevator, or exchange traded 
fund backed by physical commodities, the bank has the means to affect 
the marginal supply of a commodity and can use those means to benefit 
the bank’s physical or financial commodities trading positions. If a 
bank’s affiliate controls a power plant, the bank can “manipulate the 
availability of energy for advantage” or to obtain higher profits.’^^ 

In recent years, banks and their holding companies have settled 
allegations of price manipulation by paying substantial fines and legal 
fees. In July 2013, for example, JPMorgan paid $410 million to settle 
FERC charges that it used multiple pricing schemes to manipulate the 
price of electricity produced by power plants it eontrolled in California 
and Miehigan, in a matter explained in more detail below. That same 
month, FERC charged Barclays Bank with manipulating electricity 
prices in California from 2006 to 2008, in order to benefit its swap 
positions in other markets, directing it to disgorge $35 million plus 
interest and pay a penalty totaling $435 million.'^'’ Specifically, FERC 

Rosner Testimony, at 12. 

See “FERC, JP Morgan Unit Agree to $410 Million in Penalties, Disgorgement to 
Ratepayers,” FERC News Release (7/30/2013). 

FERC V. Barclays Bank PLC . Docket No. IN08-8-000, Order Assessing Civil Penalties, 144 
FERC ^ 61,041 (7/16/2013). The CFTC has also charged hedge fujids with market 
manipulation, demonstrating that financial firms have the means to manipulate commodity 
futures and swap prices. See, e.g., CFTC v. Amaranth Advisors. LLC . Case No. 07-CV-6682 
(DC) (S.D.N.Y.)(7/25/2007); “Amaranth Entities Ordered to Pay a $7.5 Million Civil Fine in 
CFTC Action Alleging Attempted Manipulation of Natural Gas Futures Prices,” CFTC Press 
Release No. 5692-09 (8/12/2013)(describing how, in 2009, the CFTC collected $7.5 million in 
fines from a hedge fund, Amaranth Advisors LLC, and its Canadian subsidiary, for attempted 
manipulation of natural gas futures prices in 2006); CFTC v. Moncada . Case No. 09-CV-8791 
(S.D.N.Y.)(12/4/20i2)(descr!bing how, in 2012, the CFTC charged two related hedge funds. 
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alleged that Barclays and its traders “engaged in a coordinated scheme to 
manipulate trading at four electricity trading points in the Western 
United States ... by engaging in loss-generating trading of next-day 
fixed-price physical electricity on the IntercontinentalExchan^e ... to 
benefit Barclays’ financial swap positions in those markets.”' ^ 

Barclays is contesting both the charges and penalty. 

In another case the prior year, in January 2013, Deutsche Bank 
settled FERC charges that it, too, had manipulated electricity prices.'^® 
FERC alleged that Deutsche Bank had “engag[ed] in a scheme in which 
[it] entered into physical transactions to benefit its financial position,” 
identifying occasions in 2010 in which the bank made physical 
electricity trades to offset losses in electricity-related financial 
instruments held by the bank.'^’ Deutsche Bank admitted the facts, but 
neither admitted or denied the violations of law, while paying disgorged 
profits and a civil penalty totaling over $1.6 million. In still another 
case, involving agricultural commodities rather than electricity, the 
CFTC reached a settlement, in 2014, with FirstRand Bank, Ltd. of South 
Africa on charges of “executing unlawful prearranged, noncompetitive 
trades involving corn and soybean futures contracts on the Chicago 
Board of Trade (CBOT).”'^* The CFTC found: 

“[0]n several occasions, from June 2009 to August 2011, 

FirstRand and another foreign-based company entered into 
prearranged noncompetitive trades involving CBOT corn and 
soybean futures contracts. Before these trades were entered on the 
CBOT, employees for FirstRand and the other company had 
telephonic conferences with each other during which they agreed 
upon the contract, quantity, price, direction, and timing of those 
trades. These prearranged trades negated market risk and price 
competition and constituted fictitious sales, in violation of the 
[Commodities Exchange Act].”'^’ 


BES Capital LLC and Serdika LLC, with attempted manipulation of wheat futures prices in 
2009; they are contesting the charges). 

FERC V. Barclays Bank PLC. Docket No. IN08-8-000, Order To Show Cause and Notice of 
Proposed Penalty, 14! FERC Tj 61,084 (10/31/2012). For more information, see discussion of 
JPMorgan’s involvement with electricity, below. 

See In re Deutsche Bank Energy Trading. LLC. FERC Case No. IN12-4-000, “Order 
Approving Stipulation and Consent Agreement,” (1/22/2013), 142 FERC f 61,056, 
http://www.ferc.gov/EventCalendar/Files/20130122124910-INI2-4-000.pdf. 

1/22/2013 FERC press release, “FERC Approves Market Manipulation Settlement with 
Deutsche Bank,” http://www.ferc.gov/media/news-releases/2013/2013-l/01-22-13.asp. 

8/27/2014 CFTC press release, “CFTC Orders FirstRand Bank, Ltd. to Pay $150,000 Civil 
Monetary Penalty for Unlawfully Executing Prearranged, Noncompetitive Trades on the CBOT,” 
http://www.cftc.gov/PressRoom/PressReleases/pr6985-14. 

Id. 
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To settle the eharges, FirstRand agreed, without admitting or denying 
the facts or violations of law, to pay a $150,000 civil penalty and revamp 
its procedures to prevent future fictitious trades. 

These cases are consistent with prior investigations by this 
Subcommittee which included evidence of bank participation in 
commodity trading strategies that, collectively, constituted excessive 
speculation in such energy and agricultural commodities as crude oil, 
natural gas, and wheat.'^ Banks suspected of engaging in manipulation 
or excessive speculation in commodity markets risk civil and criminal 
investigations, legal expenses, reputational damage, and penalties. 

Increased Bank and Systemic Risks. A fifth problem with 
mixing banking and commerce in the context of physical commodities is 
that it imposes a wide range of new and increased risks on both 
individual banks and the broader U.S. financial system and economy. 

Banks that own or control businesses with physical commodities, 
either directly or through their financial holding companies, incur risks 
that are common in those businesses, but uncommon in banking. For 
example, if the BP oil rig that caused a major oil spill in the Gulf of 
Mexico had instead been owned, leased, or controlled by a bank, that 
bank would have confronted multi-billion-dollar liabilities that otherwise 
would never have threatened its balance sheet. Similar low-probability 
but high-risk operational risks affect a wide range of commodities, 
including coal, natural gas, and uranium, as well as a wide range of 
eommodity aetivities, such as mining, transporting, storing, or refining 
eommodities with toxie properties. Another set of risks include the 
expenses and disruptions that may be caused by the sudden destruction 
of a major asset such as a power plant, warehouse, or pipeline; major 
thefts of physieal inventory; or industrial accidents that injure 
individuals or property. Still another type of unusual risk is undergoing 
investigation for possible manipulation of physical commodity prices, 
with the attendant legal expenses, reputational damage, and, in some 
eases, large fines. Eaeh of those risks does not normally apply to a bank, 
and would not apply if the bank’s affiliates did not handle physieal 
eommodities. 

In addition to the risks imposed on individual banks, physical 
commodities create systemic risks. Currently, substantial physieal 


See In re FirstRand Bank. Ltd, . CFTC Case No. 14-23 (CFTC Administrative Proceedings), 
“Order Instituting Proceedings Pursuant to Sections 6(c) and 6(d) of the Commodity Exchange 
Act, Making Findings and Imposing Remedial Sanctions,” at 1, 
http://www.cftc.gOv/ucm/groups/public/@irenforcementactions/documents/ 

in Rising Oil and Gas Prices: A Need to Put the 
Cop Back on the Beat,” report by Permanent Subcommittee on Investigations, S. Prt. 109-65 
(6/27/2006); “Excessive Speculation in the Wheat Market,” hearing before Permanent 
Subcommittee on Investigations, S. Hrg. 111-155 (7/21/2009). 


Iegalpleading/enffirstrandorder08271 4.pdf. 
See, e.g., “The Role of Market Speculation 
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commodity activities have been undertaken by a handful of the country’s 
largest banks, each of which qualifies as a systemically important 
financial institution. If one of those banks were to suffer an 
environmental or operational disaster involving its physical commodities 
or sudden massive commodity trading losses, the resulting financial 
consequences might be difficult to confine to that one bank. For 
example, if the bank were to lose market confidence, it might find itself 
unable to obtain short term financing, derivatives counterparties, or 
business partners, or might have to accept higher expenses to continue to 
operate. Deposit runs or restricted liquidity could worsen the situation. 

If the bank held substantial interests in non-banking commercial 
enterprises, its troubles could taint those nonbanking enterprises as well. 
Regulatory action, and ultimately a U.S. taxpayer bailout, might be 
required to prevent contagion spreading from one major bank to other 
financial institutions or other sectors of the U.S. economy. 

One business publication framed the problem this way in an 
editorial opposing bank involvement in physical commodity businesses: 

“Subsidized financing - made particularly cheap by the Fed’s 
efforts to stimulate the economy with near-zero interest rates - 
[have] encouraged banks and their clients to build bigger 
stockpiles [of commodities] than they otherwise would have, tying 
up supplies. If the bets were to go wrong and lead to distress at a 
big bank, the Fed would have to provide emergency financing for 
an activity that taxpayers never intended to support.”'®^ 

A related risk, identified by another expert, is that banks, for legal 
or reputational reasons, may take on the debts of affiliated commercial 
companies, creating unanticipated risks not only to the bank itself, but 
also possibly systemic risks: 

“Unfortunately, reputational risk within a systemically important 
financial institution can result in requirements that the firm 
backstop assets, even those that were legally isolated. In 2008 Citi 
was obligated to guarantee and then repurchase $17.4 billion of 
structured investment vehicles (SIVs). As a result, the failure of 
the federal government to backstop a firm’s reputation against such 
losses during a time of crisis could exacerbate panics and lead to 
contagion and the creation of larger systemic problems.”''’^ 

A second set of systemic risks involves the physical commodities 
themselves. Banks whose affiliates horde key industrial metals such as 
copper, aluminum, or uranium in a warehouse or an ETF could impose 


'““The Wrong Business for Big Banks,” Bloomberg Businessweek (8/1/2013), 

http://www.businessweek.cotn/articles/2013-0S-01/bloomberg-view-the-wrong-business-for-big- 

banks. 

Rosner Testimony, at 7-8. 
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higher costs or a scarcity of raw materials on manufacturers, technology 
companies, the automobile sector, nuclear power plants, or other 
industries. Banks that manipulate electricity prices could impose higher 
costs on whole regions of the country. Banks that supply jet fuel to 
airlines, coal to power plants, or natural gas to manufacturers could, if 
they faltered, affect industries far afield from the banking sector. 
Ultimately, they could negatively impact the U.S. economy. 

Undue Concentrations of Economic Power, A sixth problem 
with mixing banking and commerce in the context of physical 
commodities involves undue concentrations of economic power. 

Banks already occupy a critical role in the U.S. economy, as 
custodians of the country’s wealth, facilitators of funding transfers 
worldwide, and arbiters of credit. Well aware of their special status, 
banks have used their access to inexpensive financing and excess 
deposits to expand into multiple business sectors. According to Federal 
Reserve data, at the end of 2011, the top five U.S. banks alone held 
assets equal to 56% of the U.S. economy. 

Enabling major banks to straddle, not only the financial sector, but 
also key raw material and energy markets, would further extend their 
economic power. Industrial metals such as copper and aluminum are 
essential in countless U.S. industries, including computers, automobiles, 
and manufacturing equipment. Uranium is a critical contributor to 
nuclear power plants, as well as certain defense and medical industries. 
Low cost natural gas is rejuvenating U.S. manufacturing, as well as 
heating homes and producing low cost electricity. Economical 
electricity generation is fundamental to the entire country, as is 
reasonably priced crude oil. Refined oil products such as diesel fuel, 
heating oil, and jet fuel play critical roles in the U.S. economy. 
Agricultural products, including wheat, com, and soybeans, not only 
help feed the world, but produce biofuels that reduce U.S. dependence 
on foreign oil. If banks were to dominate, not only the financial sector, 
but also key energy, metals, and agricultural sectors, they would have 
even more influence over the economy. 


A 2012 study by the Federal Reserve Bank of New York noted that separating banking from 
commerce was, in part, “intended to prevent self-dealtng and monopoly power” by bank holding 
companies. “A Structural View of U.S. Bank Holding Companies,” Dafna Avraham, Patricia 
Selvaggi, and James Vickery of the Federal Reserve Bank of New York, FRBNY Economic 
Policy Review (July 2012), at 3, http://www.newyoricfed.org/research/epr/12vl8n2/1207avra.pdf 

See “Big Banks: Now Even Too Bigger to Fail,” Bloomberg Businessweek . David J. Lynch 
(4/1 9/20 1 2), http://www.businessweek.com/articles/20 12-04- 1 9/big-banks-now-even-too-bigger- 
to-fail (stating: “Five banks - JPMorgan Chase (JPM), Bank of America (BAC), Citigroup (C), 
Wells Fargo (WFC), and Goldman Sachs (GS) - held more than $8.5 trillion in assets at the end 
of 2011, equal to 56 percent of the U.S. economy, according to the Federal Reserve. That’s up 
from 43 percent five years earlier”). 
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One expert observed that if major banks: 

“are allowed to control vast networks of nonfinancial assets, either 
as principal or agent, they will have the power to pick winners and 
losers in the commercial world, not based on the productivity or 
competitive advantages of those firms’ operations but as a result of 
their own profit motives.”’* 

The same expert quoted a warning by the Independent Community 
Bankers Association: 

“Over time, the individual, the small business owner, small towns, 
and rural countryside will suffer economically. More power will 
devolve to fewer and fewer hands, and economic diversity will 
wither, and with it, choices.””’^ 

In the first decade of the twentieth century, a handful of U.S. banks 
dominated major U.S. industries, including railroads, oil, mining, and 
the nascent electrical industry. The Pujo or money trust hearings 
concluded that those banks had abused the public trust.'®* 

Too Big to Manage or Regulate. A final problem with mixing 
banking and commerce in the context of physical commodities is that it 
intensifies the problem of too-big-to-fail banks by producing complex 
financial conglomerates that are too big to manage or regulate. 
Businesses that conduct commodities-related activities involving the 
producing, storing, transporting, and refining of commodities are, in 
themselves, complex enterprises with multiple regulatory and practical 
difficulties. Adding those complexities to the complexities already 
attendant to global banks conducting hundreds of billions of dollars of 
complicated financial transactions around the world raises regulatory 
and management problems it would be foolhardy to ignore or discount. 

C. Role of Regulators 

Increased bank involvement with physical commodities could not 
have taken place in the United States without the acquiescence of federal 
bank regulators that set the parameters on permissible bank activities. 
Because most bank involvement with physical commodities takes place 
through the bank’s financial holding company, actions by the Federal 
Reserve, the exclusive regulator of bank holding companies, take center 


Rosner Testimony at 13. 

Id., citing Cam Fine of the Independent Community Bankers Association, Chicago Fed 
Letter, “The Mixing of Banking and Commerce: A conference summary,” Nisreen H. Darwish, 
Douglas D. Evanoff, Essays on Issues, The Federal Reserve Bank of Chicago, No. 244a (Nov. 
2007), http://qa/chicagofed.org/digital_assets/publications/chicago_fed_letter/2007/ 
cflnovember2007 244a.pdf 

Inflated: How Money and Debt Built the American Dream . (John Wiley & Sons, 2010), at 


106 . 



400 


52 

stage. Because a few banks also participate directly in physical 
commodity activities, actions taken by the OCC, the primary regulator 
of national banks, also come into play. In addition, other federal 
agencies exercise oversight of certain aspects of physical commodity 
activities, including agencies that oversee U.S, commodities markets; 
electricity markets and energy production; commodity-related securities; 
and commodity-related environmental and safety issues. 

(1) Federal Reserve Board 

The Federal Reserve Board of Governors has exclusive 
responsibility under the Bank Company Holding Act of 1956 to regulate 
holding companies that own or control banks, including overseeing their 
involvement with physical commodities. 

The Federal Reserve currently oversees nearly 5,000 domestic and 
foreign-owned bank holding companies. Less than 150 of those 
holding companies are major global institutions with $50 billion or more 
in assets. In 201 1, 26 domestic bank holding companies and 106 
foreign-owned bank holding companies reported $50 billion or more in 
total consolidated assets.'™ Together, those holding companies reported 
a combined global value in excess of $70 trillion. 

Within the Federal Reserve, the Division of Banking Supervision 
and Regulation (BS&R) oversees bank holding companies. Within 
BS&R, the Large Institution Supervision Coordinating Committee 
(LISCC) coordinates the efforts of the Federal Reserve System to 
oversee the largest and most complex bank holding companies and other 
systemically important financial institutions."'^ Created in response to 
the financial crisis of 2008, LISCC was designed to centralize 
supervision of those firms and to apply a cross-firm, interdisciplinary 
approach to identify and reduce material risks to the U.S. and global 
banking system. 


5/23/2012 letter from Federal Reserve System’s Office of Inspector General to the Federal 
Reserve’s Division of Banking Supervision and Regulation (BS&R) regarding an audit of BS&R 
efforts to develop enhanced prudential standards under Section 165 of the Dodd-Frank Act 
(hereinafter “5/23/2012 Federal Reserve Inspector General Letter”), at 3, 

http://vvwv/.federalreserve.gov/oig/files/BOG_enhanced_prudential_standards_progress_May201 
2.pdf (stating that, as of March 3 1 , 2011 , the Federal Reserve oversaw 4,770 domestic and 1 79 
foreign-owned bank holding companies). 

™Id. 

Id. 

See Federal Reserve SR Letter 12-17, “Consolidated Supervision Framework for Large 
Financial Institutions,” (12/17/2013), at 2, 
http://www.federalreserve.gov/bankinforeg/srletters/srl2l7.pdf. 

See, e.g., testimony of Federal Reserve Governor Daniel K. Tarullo before the Senate 
Committee on Banking, Housing and Urban Affeirs, hearing on Dodd-Frank Act 
Implementation, (6/6/2012), 

http://www.federaIreserve.gov/newsevents/testimony/taruUo20 1 20606a.htra. 
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Additional supervisory duties are held by two BS&R subgroups 
known as the Large Banking Organizations (LBO) Section and the 
International Banking Organizations (IBO) Section. The LBO Section 
helps oversee domestic bank holding companies that have $50 billion or 
more in consolidated assets but are not overseen by LISCC.'’'^ It works 
with the examination and supervisory efforts of the district Reserve 
Banks; reviews examination and other reports on bank holding 
companies and state member banks; and helps develop Informal and 
formal enforcement actions.”^ The IBO Section helps oversee foreign 
banking organization that have $50 billion or more in consolidated U.S. 
assets but are not overseen by LISCC.'^'’ It monitors foreign country 
developments that could affect supervision of foreign banks operating in 
the United States; works with foreign regulators of U.S. banks operating 
abroad; and provides Federal Reserve views on supervisory issues and 
banking trends of international interest. 

To oversee large bank holding companies, the Federal Reserve 
assigns a team of examiners to each institution. In New York, the head 
of the team is called the Senior Supervisory Officer (SSO); outside of 
New York, the team leader is generally called the Central Point of 
Contact (CPC).'^* Depending upon the size and complexity of the 
holding company, the SSO or CPC examination team has between 10 
and 40 members with various areas of expertise.”^ At larger holding 
companies, the examination team typically spends four days per week on 
site at the assigned institution and one day per week at Federal Reserve 
offices.'**^ 

The examination team typically develops an annual supervisory 
plan and conducts routine and special examinations on a wide range of 
holding company issues, including capital and liquidity adequacy, 
management of core business lines, internal controls, stress testing, and 
risk management. Risk specialists may assist or conduct certain 
examinations. The team provides written materials summarizing 
examination results, identifying problems, and requiring or encouraging 
corrective actions. Team members also conduct ongoing meetings with 
the holding company to monitor developments and communicate 
concerns. In addition, the examination team helps prepare the Federal 
Reserve’s annual rating assessment of the bank holding company. 


See Federal Reserve SR Letter 12-17, “Consolidated Supervision Framework for Large 
Financial Institutions,” (12/17/2013), at 3, 
http://www.federaireserve.gov/bankinforeg/srletters/srl217.pdf. 

5/23/2012 Federal Reserve Inspector General Letter, at 4. 

See Federal Reserve SR Letter 12-17, “Consolidated Supervision Framework for Large 
Financial Institutions,” (12/17/2013), at 3, 
http://www.federalreserve.gov/bankinforeg/srIetters/srl217.pdf. 

Id. at 4-5. 

Subcommittee briefing by the Federal Reserve (12/13/2013), 

‘^^Id. 

180 id_ 
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According to the Federal Reserve, the BS&R division does not 
maintain a group of examiners who specialize in physical commodity 
issues, nor do SSO and CPC teams typically include physical 
commodities specialists.'*' Instead, SSO and CPC teams typically 
assign physical commodity related concerns to examiners who also 
handle other issues.**^ 

Key Federal Reserve regulatory issues related to physical 
commodities include application of the Gramm-Leach-Bliley authorities 
for permissible financial activities, nonfinancial complementary 
activities, merchant banking investments, and grandfathered commodity 
activities, as well as enforcement of prudential limits on physical 
commodity activities. 

(2) Other Federal Bank Regulators 

While the Federal Reserve has exclusively responsibility for 
regulating financial holding companies, the Office of the Comptroller of 
the Currency (OCC) and Federal Deposit Insurance Corporation (FDIC) 
are charged with overseeing individual national banks and their 
subsidiaries. The OCC has primary regulatory authority over national 
banks, and is charged with, among other tasks, ensuring those banks 
comply with the law restricting them to the “business of banking” and 
operate in a safe and sound manner. The FDIC exercises secondary 
authority over national banks, with its responsibilities centered around 
protecting the federal deposit insurance system from losses. 

Over the years, the OCC has played a key role in the physical 
commodities area by expansively interpreting the scope of the bank 
powers clause of the National Bank Act to permit commodity-related 
activities. As explained earlier, the bank powers clause sets out the 
boundaries of permissible activities by national banks. It states that a 
national bank may exercise: 

“all such incidental powers as shall be necessary to carry on the 
business of banking; by discounting and negotiating promissory 
notes, drafts, bills of exchange, and other evidences of debt; by 
receiving deposits; by buying and selling exchange, coin, and 
bullion; by loaning money on personal security; and by obtaining, 
issuing, and circulating notes 

Both the OCC and the courts have determined that the banking 
powers granted by this clause should be interpreted broadly.'*"' During 


lu. 

'“Id. 

12U.S.C, §24 (Seventh). 

See, e.g., NationsBank of North Carolina. N.A. v. Variable Annuity Life Co. . 513 U.S. 251, 
257-59, 115 S. Ct. 810 (1995); OCC Interpretive Letter No. 632 (6/30/1993), at 5. 
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the 1980s, when commodity issues first arose, the OCC reasoned that, 
since commodities were not expressly mentioned in the bank powers 
clause, the key issue was whether they were permissible “incidental 
powers.” Over the years, the OCC has used several tests to make that 
determination. In some interpretive letters, the OCC used a judicial 
standard which required only that the commodity-related activity “be 
‘convenient and useful’ in the performance of the bank’s expressly 
permitted activities.”'®^ That non-demanding standard made it easy for 
the OCC to find that a variety of commodity-related activities were 
permissible. 

In another letter, the OCC used a more detailed, four-part test, 
citing multiple court decisions as the basis for the standards: 

“(1) whether the activity is similar to the types of activities 
permitted by the Act and not expressly prohibited ... or is not ‘so 
disconnected with the banking business as to make it in violation 
of section 24 ... 

(2) whether the activity is a ‘generally adopted method’ of banks 
or one in which banks have traditionally engaged . . . 

(3) whether the activity in question ‘has grown out of the business 
needs of the country’ ... or would ‘promote the convenience of 
[the bank’s] business for itself or for its customers” ... and 

(4) whether the activity is usual and useful to the bank, or is 
expected of the bank, in performing its functions in the current 
competitive climate.”'®* 

While this test is not explicitly cited in other OCC interpretive letters, its 
standards seem to underlie much of the OCC’s analysis. For example, a 
number of OCC interpretive letters analogized the bank’s authority to 
execute commodity-related transactions to its longstanding authority to 
act as a financial intermediary, broker, or lender for its clients, and 
concluded that the similarity justified finding that the commodity-related 
activities were permissible under the bank powers clause.'®’ 

Beginning in the 1990s, OCC interpretive letters often used 
another approach which analyzed whether the commodity-related 
activity: 

“(1) [was] functionally equivalent to or a logical outgrowth of a 
traditional banking activity; (2) would respond to customer needs 


See, e.g., OCC Interpretive Letter No. 260 (6/27/1983), at 4, citing Arnold Tours. Inc, v. 
Camn. 472 F.2d 427 (1st Cir. 1972); OCC Interpretive Letter No. 356 (1/7/1986), at 2; OCC 
Interpretive Letter (6/19/1986), at 2; OCC Interpretive Letter No. 1025 (4/6/2005), at 6. 

OCC Interpretive Letter No. 494 (12/20/1989), at I i-12 (citations omitted). 

See, e.g., id. at 16-25; OCC No-Objection Letter No. 87-5 (7/20/1987), at 4-6; OCC 
Interpretive Letter (3/2/1992), at 3-4; OCC Interpretive Letter No. 652 (9/13/1994), at 4; OCC 
Interpretive Letter No. 929 (2/1 1/2002), at 4-5. 
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or otherwise benefit the bank or its customers; and (3) involve[d] 

1 gg 

risks similar to those already assumed by banks. 

In 1993, the OCC used that three-part test in its key interpretive 
letter approving national banks taking delivery of physical commodities 
and conducting related activities such as storing, transporting, and 
disposing of the commodities.’*® The OCC letter found that taking 
physical delivery of commodities was a logical outgrowth of a bank’s 
other permissible activities and served as a means to manage the risks 
arising from those permissible activities.’®” The letter determined that 
the bank’s clients would benefit from the bank’s accepting physical 
commodities by providing the bank with “more accurate and economical 
hedges” and by increasing the bank’s ability to compete in the 
commodities markets, both of which could lead to reduced prices for 
clients.’®' The letter also determined that the bank itself would benefit 
from using more accurate hedges that reduced risk.’®^ Finally, the OCC 
letter found that the risks associated with taking physical delivery of 
commodities were similar to those in other permissible banking 
activities.’®^ The OCC used the same three-part test in several other 
interpretive letters allowing banks to engage in physically-settled 
commodity transactions.’® 

Even after finding that taking physical delivery of commodities 
was within the business of banking, however, the OCC routinely placed 
prudential conditions on the exercise of that activity, requiring the bank 
to put into place risk management, documentation, and audit controls to 
ensure safe and sound banking practices. As part of that effort, the OCC 
required a bank, prior to engaging in any physically-settled commodity 
transactions, to submit a detailed plan to the OCC and obtain prior 
written authorization from its OCC supervisory staff. ’®^ Another letter 
placed limits on the volume of permissible commodities trading.'®^ Still 
others required the implementation of a bank circular on risk 
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management. 

Another line of OCC Interpretive letters extended bank 
involvement with physical commodities by approving proposed 


OCC Interpretive Letter No. 632 (6/30/1993), at 4. 

'“’Id. 

■’"Id. at 5. 

'’'Id.at4. 

Id. 

'"“Id. 

See, e.g., OCC Interpretive Letter No. 693 (11/14/1995), at 4 (metals); OCC Interpretive 
Letter No. 937 (6/27/2002), at 7-10 (electricity); OCC Interpretive Letter No. 1060 (4/26/2006), 
at 6-7 (coal). 

OCC Interpretive Letter No. 632 (6/30/1993), at 6. 

See OCC Interpretive Letter No. 507 (5/5/1990), at 3. 

See, e.g., OCC Interpretive Letter No. 937 (6/27/2002), at 10-1 1. 
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merchant banking investments in energy-related businesses.'^* Still 
another line of OCC letters approved credit arrangements in which 
energy producers agreed to repay bank loans by assigning the bank a 
royalty interest in the producer’s physical energy reserves. 

Through its interpretation of the bank powers clause, the OCC 
continually extended the scope of national bank involvement with 
commodities, including physical commodities. Its decisions allowed 
national banks and their subsidiaries to execute and clear futures, options 
and swaps; become members of commodity exchanges and 
clearinghouses; engage in physically-settled transactions involving the 
delivery of physical commodities; store, transport, and dispose of 
physical commodities; invest in commodity-related businesses; and deal 
with a wide range of commodities with unique and toxic properties, 
from oil products to natural gas, metals, uranium, agricultural products, 
emissions, electricity, and more. Since bank holding companies are also 
restricted to engaging in banking or closely related activities, the OCC’s 
interpretations expanded their ability to engage in physical commodity 
activities as well. 

(3) Dodd-Frank Provisions 

One set of regulatory issues that is outside the scope of this Report, 
but may have a significant future impact, is how implementation of the 
Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010 
(Dodd-Frank Act) will affect bank involvement with physical 
commodities. 

At least five Dodd-Frank provisions have the potential to restrict or 
reshape bank involvement with physical commodities. Section 171 
requires minimum, risk-based capital and leverage standards for 
federally insured banks, their holding companies, and affiliates. If bank 
regulators were to determine that physical commodity activities 
constitute high risk activities, they could impose minimum capital or 
leverage standards to mitigate the risk associated with conducting such 
activities and discourage, reshape, or reduce bank involvement. 

Section 165 authorizes enhanced supervision and prudential 
standards for large bank holding companies with assets in excess of $50 
billion. It explicitly permits more stringent rules based on a company’s 


See, e.g., OCC Community Development Investment Letter No. 2005-3 
(7/20/2005)(construction and operation of ethanol plant); OCC Community Development 
Investment Letter No. 2008-1 (7/3 1/2008)(development of solar energy facilities); OCC 
Community Development Investment Letter No. 2009-6 (I2/I6/2009)(installation of 
photovoltaic systems in low-income housing); OCC Community Development Investment Letter 
No. 2011-2 (12/15/201 l)(construction of wind turbines). 

See, e.g., OCC Interpretive Letter No. 1117 (5/19/2009)(volumetric production payment 
loans). 

™P.L. 111-208 (7/21/2010). 
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“capital structure, riskiness, complexity, financial activities (including 
the financial activities of their subsidiaries), size” or other factors. If 
bank regulators were to determine that physical commodity activities 
created sufficient risk, they could impose contingent capital, credit 
exposure, or leverage standards, concentration limits, stress testing, or 
other measures to minimize risk and discourage, reshape, or reduce bank 
involvement with physical commodities. 

Section 619, which is part of the Merkley-Levin provisions and 
includes the so-called Volcker Rule, prohibits banks and their 
subsidiaries from engaging in proprietary trading as well as hedging or 
market-making activities that create client conflicts of interest or high 
risk exposures. Depending upon implementation of the Volcker Rule’s 
provisions, this section could also restrict and reshape some of the 
physical commodity activities now undertaken by banks, their holding 
companies, and affiliates. 

Section 1 1 1 of the law created the Financial Stability Oversight 
Council (FSOC) whose mission is to identify and address systemic risks 
to the U.S. financial system. Section 152 created the Office of Financial 
Research which the FSOC could task with gathering and analyzing data 
on possible systemic risks caused by bank involvement with physical 
commodities. If the FSOC were to determine that bank involvement in 
physical commodities imposed systemic risks to the U.S. financial 
system, it could recommend or take measures to restrict or restructure 
those activities. 

Finally, Section 620 of the law requires federal bank regulatory 
agencies to conduct a study of appropriate banking activities. Work on 
that study is underway. If the study were to conclude that conducting 
physical commodity activities, in whole or in part, is inappropriate for 
federally insured banks, their holding companies, or affiliates, the study 
could recommend measures to reduce, restructure, or even eliminate 
some of those activities. 

Most of the Dodd-Frank provisions are not fully in effect, and the 
required Section 620 study is not yet complete. Multiple agencies are in 
charge of their implementation, and multiple outcomes are possible. 
Depending upon agency implementation, each of these Dodd-Frank 
provisions offers tools that could be used to discourage, reshape, or 
reduce bank involvement with physical commodities. 

(4) Other Agencies 

In addition to federal banking regulators, other federal agencies 
also exercise oversight of various aspects of bank involvement with 
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Section 165(a)(2)(A). 
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physical commodities. They include agencies that oversee U.S. 
commodities markets; electricity markets and energy production; 
commodity-related securities; and a wide range of commodity-related 
environmental and safety issues. 

Commodity Markets. The Commodity Futures Trading 
Commission (CFTC) is charged with overseeing the fair and orderly 
operation of commodity futures, swaps, and options markets, whether 
trading takes place on an exchange, swap execution facility, or over-the- 
counter. The CFTC is also charged with preventing, detecting, and 
punishing commodity price manipulation and excessive speculation. 
While the CFTC does not have direct authority over physical commodity 
markets, those markets can and do affect prices on the financial markets, 
and can lead to misconduct within the CFTC’s jurisdiction. The lack of 
transparency in many of the physical markets, as well as the ability of 
prices or actions in one market to affect prices in another market, further 
complicate CFTC oversight. Since major U.S. banks now dominate 
commodity swaps and are major traders of commodity futures and 
options, CFTC oversight responsibilities include monitoring and 
reviewing their conduct. 

Energy Regulation. The Federal Energy Regulatory Commission 
(FERC) is charged with ensuring U.S. electricity prices are just and 
reasonable. In addition, FERC is charged with ensuring energy 
reliability, which includes overseeing energy production facilities, 
distribution networks, and electrical grids, among other tasks. Its work 
includes oversight of power plants run on oil, natural gas, solar, wind, 
geothermal, biofuel, and other energy sources, as well as refineries that 
produce a wide variety of oil-based products, such as jet fuel, heating 
oil, and bunker fuel. FERC’s mission also includes preventing price and 
market manipulation in electricity markets. Since major U.S. banks 
have now become participants in many U.S. electricity markets, FERC 
oversight responsibilities include reviewing their conduct. 

Commodity-Related Securities. While commodity prices used to 
be the product of transactions in the physical or financial commodity 
markets, today they are also affected by transactions in the securities 
markets. The Securities and Exchange Commission (SEC) is charged 
with ensuring the fair and orderly operation of U.S. capital markets, 
including multiple stock exchanges and security-based swaps markets. 
The SEC also oversees the issuance and sale of a wide variety of 
commodity-related securities, including securities linked to commodity 
index swaps and commodity-based exchange traded funds (ETFs). The 
agency is also charged with detecting and punishing misconduct, 
including insider trading, price manipulation, and securities fraud. Since 
major U.S. banks often design, administer, and trade commodity-related 
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securities, SEC oversight responsibilities now include examining their 
conduct. 

Environmental and Safety Oversight. A fourth category' of 
federal agencies with commodity-related oversight encompasses 
agencies responsible for overseeing a wide range of enviromnental and 
safety issues. The Environmental Protection Agency (EPA), which is 
primarily charged with preventing pollution, has oversight 
responsibilities that affect a broad range of commodity-related activities, 
from refineries to smelting facilities, mining operations, and power plant 
emissions. The Coast Gueird, which is charged with ensuring marine 
safety and dealing with water-based oil spills, oversees oil tankers, ships 
that transport other types of commodities such as coal, grain, or iron ore, 
and port facilities used to load and unload commodity cargos. The 
responsibilities of the Department of Transportation (DOT) include 
oversight of land-based oil storage tanks, oil and gas pipelines, trucks, 
and railroads, all of which are used by commodity-related businesses. 
The Department of Energy issues energy export licenses and oversees a 
vast range of energy-related issues. The Mine Safety Administration is 
charged with ensuring that U.S. mines operate in a safe manner. The 
U.S. Department of Agriculture (USDA) oversees grain elevators and 
food safety. The Occupational Safety and Health Administration 
(OSHA) is charged with ensuring safe workplace operations. 

This federal agency list is far from exhaustive and does not even 
begin to address regional, state, local, or international authorities that 
may have oversight or regulatory responsibilities related to physical 
commodities. As noted earlier, when banks, through their financial 
holding companies, initiate activities involving crude and refined oil 
products, natural gas, coal, uranium, .solar and wind energy, metals, 
agricultural products, pipelines, shipping, railroads, refineries, mining, 
smelting, uranium enrichment, and electricity generation and 
distribution, among others, a massive network of complex regulations 
and overlapping regulatory authorities follow. 

While this Report does not focus on the oversight efforts of non- 
banking federal agencies, they, too, play a critical role in the physical 
commodity activities undertaken by banks and their holding companies. 
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III. OVERSEEING PHYSICAL COMMODITY ACTIVITIES 

The Federal Reserve Board of Governors has exclusive 
responsibility for regulating holding companies that own or control 
banks, and has played a central role in delineating the extent of their 
allowable Involvement with physical commodities. Prior to enactment 
of the Graham-Leach-Bliley Act of 1999, the Federal Reserve permitted 
very little physical commodity activities. That stance changed after the 
Gr^am-Leach-Bliley Act authorized banks and their holding companies 
to engage in a broader array of activities, including those involving 
physical commodities. 

Since then, drawing on authority from either the Gramm-Leach- 
Bliley Act or the Bank Holding Company Act, financial holding 
companies have engaged in physical commodity activities which they 
assert are: 

(1) “financial in nature” or “incidental” to financial activities, 

(2) non-financial, but found by the Federal Reserve to be 
“complementary” to financial activities, 

(3) “grandfathered” under the Graham-Leach-Bliley Act, or 

(4) qualified “merchant banking” investments. 

The Federal Reserve’s oversight of the resulting physical 
commodity activities can be seen as falling generally into two phases. In 
the first phase, from 2000 to 2008, the Federal Reserve generally 
permitted financial holding companies to expand and deepen their 
physical commodity activities. In the second phase, from 2009 to the 
present, after the financial crisis raised concerns about hidden risks to 
the U.S. financial system, the Federal Reserve began to reconsider bank 
involvement with physical commodities. A newly created Federal 
Reserve Risk Secretariat identified bank involvement with physical 
commodities as a major emerging risk and dedicated resources for a 
multi-year special review of the issue. The special review surveyed ten 
financial holding companies’ physical commodity activities, marked the 
growth in the variety and dollar value of those activities, and identified 
multiple concerns including operational, catastrophic event, and 
reputational risks, inadequate risk management, insufficient capital and 
insurance, and ineffective regulatory safeguards. 

While the review was underway, the Federal Reserve began taking 
some steps to curb high risk physical commodity activities at bank 
holding companies, including by halting previously permitted activities, 
delaying or denying requests for expanded activities, and adopting 
changes to capital rules that increased protections against commodity- 
related risks. At the same time, the Federal Reserve left unresolved 
major issues about what physical commodities activities were 
permissible under the law, permitted a wide range of risky activities, and 
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failed to close loopholes exploited by some financial holding companies 
to weaken the impact of limits on the size of their physical commodity 
holdings. In early 2014, the Federal Reserve solicited public comment 
on whether it should propose new regulatory limits on banks with 
physical commodities, but has yet to propose a rulemaking. 

A. Expanding Physical Commodity Activities, 2000-2008 

From 2000 to 2008, the Federal Reserve steadily expanded the 
range of allowable physical commodity activities by financial holding 
companies, enabling them to become major participants in markets for a 
wide array of commodities, from uranium^°^ to natural gas to 
electricity.^'’'* During this phase, among other measures, the Federal 
Reserve issued orders explicitly authorizing expanded commodity 
activities, provided relaxed interpretations of Gramm-Leach-Bliley 
provisions on permissible financial, complementary, grandfathered, and 
merchant banking activities, and failed to resolve key issues that would 
limit those activities. 

(1) Expanding Permissible “Financial” Activities 

Historically, the Bank Holding Company Act of 1956 has 
restricted holding companies that own or control banks to engaging in 
“banking” activities or activities determined by the Federal Reserve “to 
be so closely related to banking ... as to be a proper incident thereto.”^'’^ 
The Gramm-Leach-Bliley Act of 1999 gave financial holding companies 
greater leeway, allowing them to engage in any activity, or retain the 
shares of any company engaged in any activity, that the Federal Reserve 
determined was “financial in nature or incidental to such financial 
activity.”^'’* The Federal Reserve was given sole authority to define 
which holding company activities were “financial in nature” or 
“incidental” to a financial activity.^®’ 

From 2000 to 2008, the Federal Reserve used its new authority to 
expand the physical commodity activities that financial holding 
companies were allowed to conduct. In Regulation Y, the Federal 
Reserve had created a non-exclusive list of “permissible nonbanking 


See discussion below involving Goldman Sachs. 

See discussion below involving Morgan Stanley. 

See discussion below involving JPMorgan. 

See Section 4 of the Bank Holding Company Act of 1956, P.L. 84-511, codified at 12 U.S.C. 
51843(a) and (c)(8). 

12 U.S.C. §i843(k). 

Under the bank powers clause of the National Bank Act, 12 U.S.C. §24 (Seventh), the OCC 
has sole authority to determine what activities constitute the “business of banking” and so qualify 
as a “banking” activity, as explained in Chapter II. Because the OCC is charged with defining 
banking activities, its determinations necessarily affect the determinations made by the Federal 
Reserve regarding what activities are incidental to banking. 
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activities” for bank holding companies.^®* That lengthy list was revised 
to include the following commodity-related activities: 

• providing “advice with respect to any transaction in foreign 
exchange, swaps, and similar transactions, commodities, and 
any forward contract, option, future, option on a future, and 
similar instruments;”^®® 

• allowing a subsidiary to register with the CFTC as a futures 
commission merchant, execute and clear futures and options on 
regulated exchanges, and act as an agent to trade commodities 
for clients;^'® and 

• engaging as principal, subject to some limitations, in “forward 
contracts, options, futures, options on futures, swaps, and 
similar contracts, whether traded on exchanges or not, based on 
any rate, price, financial asset (including gold, silver, platinum, 
palladium, copper, or any other metal approved by the Board), 
nonfmancial asset, or group of assets, other than a bank- 
ineligible security.”^" 

The Federal Reserve also amended Regulation Y to give bank 
holding companies more authority to make or take delivery of physical 
commodities. Originally, Regulation Y limited bank holding companies 
to commodity transactions that provided for cash settlement of the 
transaction or for the assignment, termination, or offset of any physical 
commodities, so that a bank holding company could not be required to 
take actual delivery of any physical commodity. In 2003, the Federal 
Reserve amended the rule to also allow bank holding companies to enter 
into commodity contracts that provided for the delivery of physical 
commodities, so long as the holding company made “every reasonable 
effort to avoid taking or making delivery of the asset underlying the 
contracf ’ and, if it did take delivery, did so by taking paper title to the 
commodities or arranging for their delivery to another party on an 
“instantaneous, pass-through basis.”^'^ The regulation also limited bank 


12 C.F.R. §225.28. Regulation Y contains the key rules for bank bolding companies. It lists 
pennissible activities for financial holding companies in 12 C.F.R. §225.86 (listing activities that 
are “financial in nature or incidental to a financial activity”) and permissible nonbanking 
activities for all bank holding companies in 12 C.F.R. §225.28 (listing activities that are “so 
closely related to banking or managing or controlling banks as to be a proper incident thereto”). 
Section 225.86 explicitly incorporates all of the activities listed in Section 225.28. 

12 C.F.R. §225.28(b)(6)(iv) (1997). 

12 C.F.R. §225.28(b)(7)(iv) and (v) (1997). 

12 C.F.R. §225.28(bX8)(ii)(B) (2003); See also, e.g., 2003 Federal Reserve “Order 
Approving Notice to Engage in Activities Complementary to a Financial Activity,” in response 
to a request by Citigroup, Inc., 89 Fed. Res. Bull. 508, 509 (12/2003) (hereinafter “Citigroup 
Order”), http://fi-aser.stlouisfed.org/docs/pubIications/FRB/2000s/frb_122003.pdfCitibank Order 
(containing the Federal Reserve’s summary of commodity related activities authorized by 
Regulation Y as of 2003). 

68 Fed. Reg. 39,807, 39,808 (7/3/2003); 12 C.F.R. §225.28(b)(8)(ii)(B)(3). 
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holding companies to trading commodities that had been approved by 
the CFTC for trading on an exchange.^'^ 

Over time, the expansion of permissible activities under 
Regulation Y enabled bank holding companies to engage in a wider 
range of commodity-related financial transactions, including, for the first 
time beginning in 2003, transactions that could result in their taking or 
making delivery of physical commodities. 

(2) Authorizing Commodity-Related 
“Complementary” Activities 

The Graham-Leach-Bliley Act also gave the Federal Reserve sole 
authority to permit financial holding companies to engage in any 
activity, or retain the shares of any company engaged in any activity that 
the Federal Reserve first determined was “complementary to a financial 
activity.”^''* The Federal Reserve has interpreted this statutory provision 
as allowing it to permit an activity that “appears to be commercial rather 
than financial in nature but that is meaningfully connected to a financial 
activity such that it complements the financial activity. 

During the legislative process leading to enactment of the Gramm- 
Leach-Bliley Act, this complementary provision was presented as a way 
to allow financial holding companies to engage in a limited amount of 
low risk activities that would support their banking operations, such as 
selling data processing services that took advantage of excess capacity in 
bank technology systems.^'^ The legislative record contains little or no 
mention of commodities. In addition, complementary activities were 
generally expected to be insignificant relative to the overall financial 
activities of the financial holding company and its affiliates.^'’ Since 
enactment, however, the complementary provision has been used almost 
exclusively to approve greater bank involvement with physical 


12 C.F.R. §225.28(b)t8)(iiXB)(4). 

12U.S.C. §1843(k). 

See, e.g., Citigroup Order, at 508, 509. 

See “Examining Financial Holding Companies: Should Banks Control Power Plants, 
Warehouses, and Oil Refineries?,” hearing before the U.S. Senate Committee on Banking, 
Housing, and Urban Affairs, S. Hrg. 1 13-67 (7/23/2013), at 5, written testimony of Saule T. 
Omarova, Professor of Law, (hereinafter “Omarova Testimony”) 

http://www.banking.senate.gov/public/index.cfm?FuseAction=FiIes.View&FileStore_id=6d49a5 
99-f7dc-4clf-9455~fa8d891fD4c6; “The Merchants of Wall Street: Banking, Commerce, and 
Commodities,” Professor Saule Omarova, 98 Minnesota Law Review 265, 288 (2012) 
(hereinafter “The Merchants of Wall Street”); See also 145 Cong, Rec. HI 1529 (1 1/4/1999) 
(House Banking Chairman Leach: “It is expected that complementary activities would not be 
significant relative to the overall financial activities of the organization.”). 

See, e.g., 145 Cong. Rec. HI 1 529 (daily ed. Nov. 4, 1999) (Statement of Chairman Leach) 
(“It is expected that complementary activities would not be significant relative to the overall 
financial activities of the organization.”). 
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commodities,^'* and revenues related to physical commodities activities 
have grown into billions of dollars. 

Prior Notice and Approval. What constitutes a “complementary” 
activity is not defined by the statute. Rather, the Gramm-Leach-Bliley 
Act established a process through which such activities could be 
authorized by the Federal Reserve on a case-by-case basis. A 
financial holding company seeking to rely on the Act’s complementary 
authority must first notify and obtain approval from the Federal Reserve 
of the proposed activities.^^® Under implementing regulations issued by 
the Federal Reserve, the financial holding company must file an 
application describing each proposed activity, its proposed size and 
scope, the financial activity to which it would be complementary, how 
the proposed activity would complement the financial activity, the 
attendant risks, and the “public benefits” that would be produced.^^' 

In their applications requesting permission to engage in 
“complementary” commodity activities, the financial holding companies 
gave several reasons. One commonly cited reason was that increased 
access to information about physical commodity activities would help 
the financial holding company in its commodity trading activities, such 
as in the futures and swaps markets. For example, in its 2005 
application for complementary authority, JPMorgan explained that 
engaging in physical commodities activities would: 

“position JPM Chase in the supply end of the commodities 
markets, which in turn will provide access to information regarding 
the full array of actual produce and end-user activity in those 
markets. The information gathered through this increased market 
participation will help improve projections of forward and 
financial activity and supply vital price and risk management 
information that JPM Chase can use to improve its financial 
commodities derivative offerings.” 

JPMorgan also stated that it “must have the ability to enter into 
physically settled transactions” in order to “compete effectively” in 
offering commodity-linked products to its customers,^^'' and that the 
authority would allow them to “hedge ... commodities derivatives 


The Federal Reserve told the Subcomniittee that all of the complementary orders it has issued, 
save one, approved commodities activities. 12/13/2013 Federal Reserve briefing of the 
Subcommittee, See also Omarova Testimony, at 5. 

12 U.S.C. §18430). 

12 U.S.C. §18430)(1); 12 C.F.R. §225.89(a). 

12C.F.R. §225.89(a), 

7/21/2005 “Notice to the Board of Governors of the Federal Reserve System by JPMorgan 
Chase & Co. Pursuant to Section 4(k)(l)(B)ofthe Bank Holding Company Act of 1956, as 
amended, and 12 C.F.R. §225,89,” PSI-FederalReserve-01-000004 - 028, at 016. 

“Ud, at015. 
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positions more effectively and cheaply All three reasons indicate 
that the primary motivating factor for entering into physical commodity 
activities was to complement the financial holding company’s financial 
activities, Including its participation in the commodity-related futures 
and swaps markets. 

Before approving a request for complementary authority, the 
Federal Reserve is legally required to make an explicit finding that the 
proposed activity meets the statutory requirements that it would “not 
pose a substantial risk to the safety or soundness of depositary 
institutions or the financial system generally and that it “can 
reasonably be expected to produce benefits to the public . . . that 
outweigh possible adverse effects.”^® The statutory list of possible 
public benefits includes “greater convenience, increased competition, or 
gains in efficiency,” while the list of possible adverse effects includes 
“undue concentration of resources, decreased or unfair competition, 
conflicts of interests, unsound banking practices, or risk to the stability 
of the United States banking or financial system. 

Complementary Orders. From 2003 to 2008, the Federal 
Reserve used its case-by-case approval process to issue a series of orders 
and letters authorizing financial holding companies to engage in a 
variety of physical commodity activities found to be “complementary” 
to their trading in commodity-related financial instruments.^^* 

Ultimately, thirteen financial holding companies were approved to 
engage in various categories of complementaiy activities, including 
purchasing and selling physical commodities in the spot markets, 
making and taking delivery of physical commodities to settle derivatives 
transactions,^^” entering into energy tolling agreements,^*' and providing 
energy management services.^*^ 

The first such order, granted in 2003, permitted Citigroup, through 
its then commodity trading subsidiary, Phibro, to buy and sell oil, 
natural gas, agricultural products, and other commodities in the physical 
spot markets, and to take and make delivery of physical commodities to 
settle commodity-linked derivative transactions.^** This was the first 


“Id. 

“ 12U.S.C. §1843(k)(l)(B). 

“ 12 U.S.C. §1843(j)(2)(A). See also 12 C.F.R. §225.89(b)(3). 

“ 12 U.S.C. §1843(j)(2)(A). 

See, e.g., Citigroup Order, at 508. 

“Id. 

““Id, 

See 201 1 “Work Plan for Commodity Activities at SIFIs,” presentation prepared by the 
Federal Reserve Bank of New York (hereinafter, “201 1 Work Plan”), FRB-PSI-200455 - 476, at 
458. 

“Id. 

See Citigroup Order. In 2009, Citigroup sold Phibro to Occidental Petroleum Corporation. 
10/9/2009 Citigroup Inc. press release, “Citi to Sell Phibro LLC ” 
http://www.citigroup.coni/citi/press/2009/091009a.htm. 
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time the Federal Reserve had allowed a bank holding company to buy 
and sell physical commodities in the physical spot markets. 

To reduce the risks associated with these new activities, the order 
required Citigroup to make a number of commitments to limit the size 
and scope of its physical commodity activities. Among other measures, 
the order stated: 

• That as a condition of the order, Citigroup must cap the market 
value of its commodities holdings resulting from trading 
activities at 5% of its consolidated Tier 1 capital; 

• Citigroup must also alert the Federal Reserve if the market 
value exceeded 4% of its Tier 1 capital; 

• Citigroup may make or take physical delivery of only those 
commodities which have been approved by the Commodity 
Futures Trading Commission (CFTC) for trading on U.S. 
futures exchanges, unless it separately obtained permission from 
the Federal Reserve; 

• Citigroup was not authorized to own, operate, or invest in 
facilities for the extraction, transportation, storage, or 
distribution of commodities; and 

• Citigroup was not authorized to process, refine, or otherwise 
alter commodities.^^'* 

Over the next five years, the Federal Reserve issued similar 
complementary orders or letters to eleven other major financial holding 
companies. Those orders or letters were issued to and 

Barclays^^® in 2004; JPMorgan in 2005;^^’ Deutsche Bank,^^* Societe 
Generale,^^’ Wachovia, and Fortis^'" in 2006; Bank of America, 


“^id. 

2004 Federal Reserve “Order Approving Notice to Engage in Activities Complementary to a 
Financial Activity,” in response to a request by UBS AG, 90 Fed. Res. Bull. 215 (Spring 2004), 
http://fraser.stlouisfed.Org/docs/pubiications/FRB/2000s/frb_q22004.pdf. 

2004 Federal Reserve “Order Approving Notice to Engage in Activities Complementary to a 
Financial Activity,” in response to a request by Barclays Bank PLC, 90 Fed. Res. Bull. 511 
(Autumn 2004), http://fraser.stlouisfed.org/docs/publications/FRB/2000s/frb_q42004.pdf . 

2006 Federal Reserve “Order Approving Notice to Engage in Activities Complementary to a 
Financial Activity,” in response to a request by JP Morgan Chase & Co., 92 Fed. Res. Bull. C57 
(2006)(hereinafter “JPMorgan Order”)(effective as of November 18, 2005), 
http://fraser.stlouisfed.Org/docs/publications/FRB/2000s/frb_2006comp_p2.pdf. JPMorgan has 
subsequently sought and received additional complementary authority. 

2006 Federal Reserve “Order Approving Notice to Engage in Activities Complementary to a 
Financial Activity,” in response to a request by Deutsche Bank AG, 92 Fed. Res. Bull. C54 
(2006), http://fraser.stlouisfed,org/docs/publications/FRB/2000s/frb_2006comp_p2.pdf 

2006 Federal Reserve “Order Approving Notice to Engage in Activities Complementary to a 
Financial Activity,” in response to a request by Societe Generale, 92 Fed. Res. Bull. Cl 13 
(2006), http://fraser.stlouisfed.Org/docs/pubIications/FRB/2000s/frb_2006comp_p2.pdf 

4/13/2006 Federal Reserve letter regarding Wachovia Corporation. PSI-FRB-20-000012-014. 

9/29/2006 Federal Reserve letter regarding Fortis S.A./N.A., PSI-FRB-19-000027-030; and 
later 94 Fed. Res. Bull. C20 (2008), 

http://fraser.stiouisfed.Org/docs/pubHcations/FRB/2000s/frb_2008comp.pdf. 
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Credit Suisse,^'^^ and BNP Paribas^'^ in 2007; and Wells Fargo in 
2008.^''^ Each permitted the named financial holding company, either 
directly or through one or more affiliates, to engage in the same types of 
physical commodity activities as Citigroup. In addition, each required 
the financial holding company to comply with specified safeguards such 
as size restrictions, risk management controls, and prohibitions against 
owning, operating or investing in “facilities for the extraction, 
transportation, storage, or distribution” of commodities, and against 
processing, refining or altering commodities.^''* 

In 2008, the Federal Reserve issued a complementary order for the 
Royal Bank of Scotland (RBS) in which it authorized the firm to engage 
in an even greater range of physical commodities activities.^''^ First, the 
RBS Order omitted a limitation in the prior orders that had restricted the 
banks to trading commodities that had been approved for trading by the 
CFTC on U.S. exchanges. Instead, after describing the relevant over- 
the-counter (OTC) markets as “sufficiently liquid,” the order authorized 
RBS to trade in nickel, butane, asphalt, kerosene, marine diesel, and 
other oil products that had not received CFTC approval for trading on 
U.S. exchanges.^"® 

Second, the order allowed RBS to contract with a third party to 
“refine, blend, or otherwise alter” its physical commodities, essentially 
authorizing RBS to sell crude oil to a refinery and buy back the refined 
oil products.^"’ In still another major expansion, the order allowed RBS 
to enter into long-term electricity supply contracts with large industrial 
and commercial customers, and to enter into “tolling agreements” and 


4/24/2007 Federal Reserve letter regarding Bank of America Corporation, PSI-FRB-20- 
000001-005. 

3/27/2007 Federal Reserve letter regarding Credit Suisse Group, PSI-FRB-20-000006-0 1 1 . 

8/31/2007 Federal Reserve letter regarding BNP Paribas, PSI-FRB-19-000012-017. 

4/10/2008 Federal Reserve letter regarding Wells Fargo & Company, PSI-FRB-19-000018- 
023. 

See 201 1 FRBNY Commodities Team Work Plan, FRB-PSI~200455, at 459. 

2008 Federal Reserve “Order Approving Notice to Engage in Activities Complementary to a 
Financial Activity,” in response to a request by Royal Bank of Scotland Group pic, 94 Fed. Res. 
Bull. C60 (2008) (hereinafter “RBS Order”X 

http://fraser.stlouisfed.Org/docs/publications/FRB/2000s/ffb_2008comp.pdf. The order applied 
to both the Royal Bank of Scotland and a joint venture called RBS Sempra Commodities that the 
Royal Bank of Scotland had formed with Sempra Energy, a U.S. energy company. 

Id. 

Id. See also The Merchants of Wall Street, at 304-05. Prior Federal Reserve complementary 
orders had prohibited holding companies from engaging in such activities. A few months later, 
the Federal Reserve provided the same authority to JPMorgan. See 11/25/2008 “Notice to the 
Board of Governors of the Federal Reserve System by JPMorgan Chase & Co. Pursuant to 
Section 4(k)(!)(B) of the Bank Holding Company Act of 1956, as amended, and 12 C.F.R. 
§225.89,” PSI-FederalReserve-01-000553 - 558, at 555 (requesting authority to refine, biend, or 
alter physical commodities); 4/20/2009 letter from Federal Reserve to JPMorgan, PSl-FRB-1 1 - 
000001 - 002 (granting JPMorgan’s request). JPMorgan used that authority to set up an 
arrangement in which it sold crude oil to a refinery in Philadelphia and bought 100% of the 
refined oil products. See, e.g., 1/24/2013 “Commodities Physical Operating Risk,” prepared by 
JPMorgan, FRB-PSI-301379 - 382, at 381 (Chart entitled, “Physical Operating Risk Review of 
Project Liberty”). 
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250 

“energy management” agreements with power generators. 

Collectively, these authorities gave RBS permission to engage in an 
unprecedented range of physical commodity activities. At the same 
time, as in prior orders, the Federal Reserve conditioned its approval of 
the new commodity activities on RBS’ meeting certain prudential 
requirements, such as adequate risk controls and size restrictions. After 
issuing the RBS order, the Federal Reserve granted similar authority to 
other financial holdings companies as well.^” 

In sum, since the first complementary order was issued less than a 
dozen years ago, the Federal Reserve has granted complementary 
authority for financial holding companies to: 

• buy and sell physical commodities like oil, natural gas, metal, 
and agricultural products in the physical spot markets; 

• take and make delivery of physical commodities to satisfy 
derivative trades without Regulation Y’s requirement of taking 
all reasonable steps to avoid physical delivery; 

• enter into tolling agreements and energy management contracts 
with power plants; 

• sell crude oil to refineries and buy back the refined oil products; 
and 

• enter into long term commodity supply contracts. 

Without the complementary orders and letters issued by the 
Federal Reserve, many of those physical commodity activities would not 
otherwise have been permissible “financial” activities under federal 
banking law.^” By issuing those complementary orders, the Federal 
Reserve directly facilitated the expansion of financial holding companies 
into new physical commodify activities. 


RBS Order, at C64. A tolling agreement typically allows the “toller” to make periodic 
payments to a power plant owner to cover the plant's operating costs plus a fixed profit margin 
in exchange for the right to all or part of the plant’s power output. As part of the agreement, the 
toller typically supplies or pays for the fuel used to run the plant. Id. at C64. An energy 
management agreement typically requires the “energy manager” to act as a financial 
intermediary for the power plant, substituting its own credit and liquidity for the power plant to 
facilitate the power plant’s business activities. The energy manager also typically supplies 
market information and advice to support the power plant’s efforts. Id. at C65. 

See also 4/10/2008 Federal Reserve “Order Approving Notice to Engage in Activities 
Complementary to a 

Financial Activity,” in response to a request by Wells Fargo & Co., 90 Fed. Res. Bull. 215 
(2008), http://fraser.stlouisfed.org/docs/pubUcations/FRB/2000s/frb_q22004.pdf. 

For example, the Federal Reserve later granted JPMorgan similar complementary authority to 
engage in refining and power plant activities. See 4^0/2009 letter from the Federal Reserve to 
JPMorgan, PSFFRB-1 1-000001 - 002 (on refining authority); 6/30/2010 letter from the Federal 
Reserve to JPMorgan, FRB-PSI-302571 - 580 (on power plant activities). 

Subcommittee briefing by the Federal Reserve (12/13^013). It is important to note, however, 
that neither Goldman nor Morgan Stanley has requested or received a complementary order; 
each relies instead on the Gramm-Leach-Bliley grandfather and merchant banking authorities to 
conduct much of their physical commodity activities, as explained in the following sections. 
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(3) Delaying Interpretation of the Grandfather Clause 

A third legal basis for financial holding companies engaging in 
physical commodity activities involves the Gramm-Leach-Bliley Act’s 
“grandfather” clause. This clause was enacted over fourteen years ago 
in 1999, yet its contours have yet to be delineated by the Federal 
Reserve in regulation, guidance, or order. Resolving questions about its 
scope and meaning gained urgency six years ago, in 2008, after 
Goldman Sachs and Morgan Stanley converted to bank holding 
companies and became the first financial institutions to invoke the 
clause as the legal basis for engaging in a wide range of physical 
commodity activities that would not otherwise be permitted under 
law.^^'* Despite Goldman’s and Morgan Stanley’s increasing reliance on 
the grandfather clause to conduct otherwise impermissible commodity 
activities, in six years, the Federal Reserve has taken no action to clarify 
its scope and proper interpretation. 

As explained earlier, the Gramm-Leach-Bliley grandfather clause, 
which appccirs in Section 4(o) of the Bank Flolding Company Act, 
provides that any company that becomes a financial holding company 
after November 1 2, 1 999, may “continue to engage in . . . activities 
related to the trading, sale, or investment in commodities and underlying 
physical properties,” provided that several conditions are met.^^^ Those 
conditions include that: 

• the company “lawfully was engaged, directly or indirectly, in 
any of such activities as of September 30, 1997, in the United 
States”; 

• the company’s non-authorized commodity assets do not exceed 
5% of the company’s total consolidated assets or any higher 
threshold set by the Federal Reserve; and 

• the company does not permit a subsidiary that is engaged in 
grandfathered commodities activities to cross-market its 
products and services to an affiliated bank.^^® 

Differing Interpretations. The grandfather clause states that a 
firm can “continue” its commodities activities provided that it was 
lawfully engaged in “any” of such activities in the United States as of 
September 30, 1997. This statutory language has resulted in at least two 
very different interpretations of the law, neither of which has been 
validated to date by the Federal Reserve. 


Goldman cited the clause in its original application to convert to a bank holding company as 
justification for continuing all of its then existing commodity activities. See 9/21/2008 Goldman 
application to the Board of Governors to the Federal Reserve System, FRB-PSl-303638 - 662, at 
648 - 649. 

12U.S.C. §1843(0). 

“Gd. 
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The first interpretation contends that the grandfather clause should 
be read narrowly, reasoning that its sole purpose was to protect firms 
from having to discontinue or disinvest their commodity activities or 
assets upon becoming a financial holding company. It views the 
grandfather clause as preserving only those specific commodity 
activities that originated prior to the trigger date in 1 997, and that were 
still ongoing in the United States on the date that the firm converted to a 
financial holding company. In contrast, the second interpretation 
contends that the grandfather clause should be read expansively, so that 
if a financial holding company’s subsidiaries, affiliates, or predecessor 
companies conducted any type of physical commodity activities in the 
United States to any degree prior to the trigger date in 1 997, then the 
financial holding company is entitled to engage in all types of physical 
commodity activities at ai^ time into the future, subject only to the 5% 
cap imposed by the law.^^ 

The first reading essentially focuses on the word, “continue,” while 
the second emphasizes the word, “any.” The Federal Reserve, which, 
again, has sole authority to interpret the grandfather clause, has yet to 
issue any guidance on the correct interpretation. 

Legislative History. Grandfather clauses, by their nature, 
typically safeguard existing activities, rather than authorize new or 
expanded activities.^’* The legislative history indicates that, in keeping 
with that approach, the Gramm-Leach-Bliley grandfather clause was 
presented as a way to avoid forcing a firm to discontinue or divest itself 
of existing commodity activities or assets in order to become a financial 
holding company. The Senate Banking Committee Chairman at the 
time. Senator Phil Gramm, who offered the amendment that formed the 
basis for Section 4(o), entitled it: “Gramm Amendment on 
Grandfathering Existing Commodities Activities.” The amendment also 
contained this short explanation of its purpose: 

“The above amendment assures that a securities firm currently 
engaged in a broad range of commodities activities as part of its 
traditional investment banking activities, is not required to divest 
certain aspects of its business in order to participate in the new 
authorities granted under the Financial Services Modernization 


See, e.g., 3/25/2009 letter from Morgan Stanley legal counsel to Federal Reserve, FRB-PSI- 
706298 - 304, at 299-300; Guynn Testimony, at 1 1. 

See, e.g., Pac. N.W. Venison Producers v, Smitch. 20 F.3d 1008, 1012-13 (9th Cir. 1994) 
(stating that the grandfather clause in a Washington State Department of Wildlife regulation 
banning import of exotic animals applied to new sales and imports but allowed the continued 
possession of animals legally held within the state prior to the passage of the regulation); see also 
“definition of ‘grandfather clause/” Fariex Financial Dictionary (10/8/2014), http.V/financial- 
dictionary.thefreedictionary.com/GrandfatfierfClause (defining the term grandfather clause as 
“[a] provision included in a new rule or regulation that exempts a business that is already 
conducting business in the area addressed by tfie regulation from penalty or restriction”). 
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Act. This provision ‘grandfathers’ existing commodities 
activities.” 

The author’s explanation of his amendment indicates it was 
intended to prevent divestitures of “existing” commodities activities. It 
makes no mention of any intent to authorize new commodities activities 
or “any” and all commodities activities. Accordingly, the explanation 
of the Gramm amendment suggests that the grandfather clause should be 
read as a preservation of activities then-existing when a company 
converted to a financial holding company status, and not as an 
authorization to conduct additional or new activities. This reading is 
also consistent with the use of the word “continue” in the statutory text. 

A second issue is what “existing commodities activities” were 
intended to be covered by the clause. With respect to this question, the 
Committee Report on the bill stated: 

“[AJctivitles relating to the trading, sale or investment in 
commodities and underlying physical properties shall be construed 
broadly and shall include owning and operating properties and 
facilities required to extract, process, store and transport 
commodities. 

This Committee Report language focuses on protecting from divestment 
any existing activity that fits within a broad interpretation of the terms 
“commodities” and “underlying physical properties.” Consistent with 
the explanation of the Gramm amendment, it does not express any 
intention to authorize new commodities activities not already underway 
as of the trigger date and the date of conversion to a financial holding 
company. 

Goldman and Morgan Stanley. From 2000 until 2008, no 
financial holding company relied on the grandfather clause to authorize 
its physical commodity activities.^^’ That changed when Goldman 
Sachs and Morgan Stanley converted to bank holding companies during 
the depths of the financial crisis in 2008. 

In its September 2008 application to become a bank holding 
company, Goldman explicitly cited the grandfather clause as authorizing 


™ Committee Amendment No. 9, “Gramm Amendment on Grandfathering Existing 
Commodities Activities,” offered by Senator Phil Gramm during committee markup of the 
Financial Modernization Act, (3/4/1999), 
http;//banking.senate.gov/docs/reports/fsmod99/gramm9.htm. 

Gramm-Leach-Bliley Act, H.R. Committee Report No. 104-127, pt. 1, at 97 (5/18/1995). 

Subcommittee briefing by the Federal Reserve (12/13/2013). The Federal Reserve told the 
Subcommittee that, to date, only two financial holding companies, Goldman and Morgan 
Stanley, have cited the grandfather clause as the legal basis for engaging in otherwise 
impermissible physical commodity activities. 
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it to continue to conduct its physical commodity activities.^'’^ Since 
then, both Goldman and Morgan Stanley have asserted that the 
grandfather clause provides legal authority for them to, not only 
continue physical commodity activities underway in 2008, but also 
renew past activities and engage in entirely new commodities activities. 

In its 2008 application to become a bank holding company, 
Goldman’s legal counsel wrote: 

“The Section 4(o) exemption does not require that a company 
have been engaged prior to September 30, 1997 in all the activities 
that it seeks to grandfather under Section 4(o) at the time the 
company becomes a BHC [Bank Holding Company], rather it 
only requires that the company have been engaged prior to that 
date in commodity-related activities that were not permissible for 
a BHC in the United States on that date.”^'’^ 

Similarly, in a 2009 letter to the Federal Reserve, Morgan Stanley’s 
legal counsel wrote: 

“[T]he plain language of Section 4(o) authorizes a qualifying 
financial holding company to continue to engage in any activities 
related to trading, selling, and investing in any type of 
commodities and related physical properties or facilities, if certain 
conditions are satisfied. Section 4(o) does not merely authorize the 
retention of investments in commodities or related physical 
properties or facilities made or held on a certain date. Instead, it 
expressly extends to the continuation of any activities related to 
the trading, selling, and investing in any type of commodities and 
related properties or facilities, if certain conditions are satisfied.”^^"' 

In internal documents, the Federal Reserve has taken note of the 
Goldman and Morgan Stanley interpretations of the grandfather clause, 
observing that the firms have asserted an expansive reading that allows 
them to engage in “trading, selling, and investing in any type of 
commodity and its related physical properties or facilities, including 
mining, processing, storage, transport, generation and refining, and any 
related activities.” 

To better understand the issues related to the grandfather clause, 
from 2009 to 201 1, a Federal Reserve team of examiners undertook an 
in-depth review of the two financial holding companies’ physical 


262 9/21/2008 “Confidential Application to the Board of Governors of the Federal Reserve 
System by The Goldman Sachs Group, Inc. and Goldman Sachs Bank USA Holdings LLC,” 
prepared by Goldman, FRB-PSI-303638 - 662, at 648 - 649, 661 . 

Id. at 649. 

264 3/25/2009 letter from Morgan Stanley legal counsel to Federal Reserve, FRB-PSI-706298 - 
304, at 298 - 300 (emphasis in original). 

201 1 Work Plan, FRB-PSI-200455, at 461 [sealed exhibit]. 
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commodity activities, including comparing their activities prior to the 
1997 trigger date and in 2010.“® During that review, a detailed status 
report was prepared indicating that both financial holding companies had 
greatly expanded their commodity activities and incurred numerous new 
risks, while claiming their new activities were permitted under the 
grandfather clause.^’ That internal Federal Reserve report’s findings 
included the following: 

“The scope and size of commodity based industrial activities and 
trading in physical and financial commodity markets at MS 
[Morgan Stanley] and GS [Goldman Sachs] has increased 
substantially since 1997. 

There are a large number of new commodities traded by these 
firms today which they did not trade in 1997 ... The new 
commodities traded today by MS number 37 and GS 35 (this is a 
representative sampling and represents a lower bound). Several of 
these commodity related activities involve substantially new types 
of risks emanating from newer deal and investment structures, 
expansion in new markets (e.g. uranium by GS, emission credits), 
and geographic regions .... 

Much of the new business conducted by MS and GS is in the form 
of industrial processes involving commodities. The expansion of 
these firms into power generation, shipping, storage, pipelines, 
mining and other industrial activities has created new and 
increased potential liability due to the catastrophic and 
environmental risks associated with the broader set of industrial 
activities. 

Below are examples of industrial processes which are new or 
greatly expanded today from 1997: 

• Leasing of ships and ownership of shipping companies at MS 
and GS 

• New ownership, and expanded leasing of oil storage facilities at 
MS 

• Ownership of companies owning oil refineries at MS 

• Ownership of coal mines and distribution at GS 

• New ownership of power plants at GS and expanded ownership 
at MS 

• Leasing of power generation at MS and GS 

• Ownership of retail gasoline outlets at MS 


See undated but likely early 201 1 “Comparison of Risks of Commodity Activities at Morgan 
Stanley and Goldman Sachs between 1997 to Present,” prepared by Federal Reserve, FRB-PSI- 
200428 [sealed exhibit]. 
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• Ownership of royalty interests from gold mining at MS 

• Ownership and development of solar panels at GS .... 

These types of industrial activities are of greater concern as they 
are held over longer holding periods than more purely financial 
activities and are more difficult to value and risk manage due to the 
absence of market liquidity. . . . 

More recently, these firms have expanded their investment activity 
in emerging markets ... [which] are more subject to liquidity risks 
and price shocks .... 

The expansion of these firms into power generation, shipping, 
storage, pipelines, mining and other industrial activities has created 
new and increased potential liability for firms with access to the 
federal safety net supporting the banking system for catastrophic 
event risk arising from industrial control failures - including 
environmental liability in particular - of a type that is difficult for 
bank supervisors to dimension. 

The severity of this risk is in proportion to the potential damage 
and associated liability of industrial accidents in handling different 
commodities. Some, like uranium, may be more severe than 
others. ... 

Furthermore, the scale of bank involvement in industrial 
commodity processes is not widely understood — even within the 
bank regulatory community. As a result, it is possible that losses 
within the banking sector arising from these activities will be 
surprising and further lead to questions regarding the integration of 
this industry within banking. 

Lastly, there appears to be differences between banks and 
industrial energy firms in income recognition practices, 
capitalization methods and risk management practices. It is 
possible that bank incentives to expand in this industry are affected 
by their use of mark-to-market valuation for activities that are 
otherwise accounted for as accrual income at energy firms - and 
rates of capitalization for these activities that are much less than 
those used by energy firms. . . . 

The commodities businesses at MS and GS are material drivers of 
firm profitability, capitalizing on economics in a wide breadth of 
commodity markets and activities. Risk exposures run the gamut 
from exchange traded futures to leases on power plants and oil 
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storage facilities to equity investments in coal mines and oil 
shipping operations.” 

The report also included the followin^^chart comparing the banks’ 
commodity activities in 1997 versus 2010. 


Id. at 428 -430. 
“’id. at 433. 
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The chart below is a comparison of the range of activities from 1997 to 2010, related to financial contract for the physical 
settlement and delivery of various commodity products. 
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SOURCE: Chart Prepared by the Federal Reserve, FRB-PSI-200428, at 433. 
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Goldman has cited the grandfather clause as its authority to own 
and trade uranium^^^ and own coal mines, two activities that it 
initiated for the first time after converting to a bank holding company. 
Similarly, Morgan Stanley has cited the grandfather clause as authority 
for its ownership of a global network of oil and natural gas storage 
facilities and pipelines; leasing over 100 oil tankers, LNG transport 
barges, and other ships; and recent plans to construct and operate 
compressed natural gas facilities in Texas and Georgia. Both cite the 
grandfather clause as legal authority for engaging in physical commodity 
activities which are significantly broader than otherwise permitted for 

273 

financial holding companies. 

Federal Reserve analyses have noted that the banks’ expansive 
interpretation of the grandfather clause has not only enabled them to 
conduct new, high risk physical commodity activities not otherwise 
permitted by law,^’'* but also created a competitive disparity between 
Goldman Sachs and Morgan Stanley, on the one hand, and financial 
holding companies on the other hand that cannot invoke the grandfather 
clause.^^^ In a 2012 internal analysis, the Federal Reserve staff wrote: 


™ See 2012 Firmwide Presentation, FRB-PSI-200984 - 1043, at 1000 (listing Nufcor as an asset 
acquired under Section 4(o)). 

See Report of Changes in Organizational Structure, FR-Y-10, Goldman Sachs Group, Inc. 
(4/14/2010), GSPSICOMMODS00046301 - 317 (indicating its coal mine investment was 
“permissible under [Bank Holding Company Act Section] 4(o), but investment complies with the 
Merchant Banking regulations”); 5/26/201 1 Response from Goldman Sachs to the Federal 
Reserve, FRB-PSI-200600 - 610, at 602. But see 2012 Firmwide Presentation, FRB-PSI-200984 
- 201043, at 1000 (indicating CNR, owner of one coal mine, as a merchant banking investment, 
rather than grandfathered asset). 

See, e.g., 9/1 8/20 1 2 “Morgan Stanley request for a third extension of time to divest or 
conform nonbanking activities pursuant to section 4(a)(2) of the BHC Act,” internal 
memorandum prepared by the Federal Reserve, FRB-PSI-304905 - 913, at 910 (Morgan Stanley 
“continues to engage in commodities-reiated activities and hold commodities-related investments 
that are generally not permissible under section 4 of the BHC Act, such as owning and managing 
power plants and owning storage facilities. MS has requested that the Board determine certain of 
these activities and investments are permissible under section 4(o)’s permanent grandfather 
authority. This request remains under consideration by the Legal Division.”)[footnote 
omitted][sealed exhibit]; 9/19/2011 “Morgan Stanley request for a second extension of time to 
divest or conform nonbanking activities pursuant to section 4(a)(2) of the BHC Act,” internal 
memorandum prepared by the Federal Reserve, at 7, FRB-PSI-304896 - 904 [sealed exhibit]; 
9/12/2014 letter from Morgan Stanley legal counsel to Subcommittee, PSI-MorganStanley-1 1- 
000001 -008, at 004, 006. 

See, e.g., 201 1 FRBNY Commodities Team Work Plan, FRB'PSI-200455, at 459 (stating that 
the complementary orders given to the banks would not have allowed them to “own, operate, or 
invest in facilities for the extraction, transportation, storage, or distribution” of commodities, nor 
could a financial holding company “process, refine, or otherwise alter” commodities) [sealed 
exhibit]. 

See undated but likely early 201 1 “Comparison of Risks of Commodity Activities at Morgan 
Stanley and Goldman Sachs between 1997 to Present,” prepared by Federal Reserve, FRB-PSI- 
200428 [sealed exhibit]. 

See 6/21/2011 “Section 4(o) of the Bank Holffing Company Act - Commodity-related 
Activities of Morgan Stanley and Goldman Sachs,” prepared by the Federal Reserve, FRB-PSI- 
200936 - 941, at 940 [sealed exhibit]. 



427 


79 

“[Goldman] continues to engage in commodities-related activities 
and hold commodities-related investments that are generally not 
permissible under section 4 of the BHC [Bank Holding Company] 
Act, such as owning and managing power plants and owning 
storage facilities. GS has requested that the Board determine 
certain of these activities and investments are permissible under 
section 4(o)’s permanent grandfather authority. This request 
remains under consideration by the Legal Division.” 

At the time the Federal Reserve wrote that analysis, questions about the 
proper scope of the grandfather clause with respect to Goldman and 
Morgan Stanley had already been pending for four years, without 
resolution. 

The Bank Holding Company Act of 1956 gives the Federal 
Reserve general authority to interpret and administer the Act, including 
Sec. 4(o). In particular, Section 5(b) of the Banking Holding Company 
Act grants the Federal Reserve broad authority to issue orders and 
regulations necessary to carry out the purposes of the Act and prevent 
evasions of it.^’’ That broad grant of authority provides ample legal 
foundation for the Federal Reserve to issue regulations or orders 
delineating the scope of the grandfather clause, including narrowing its 
interpretation to support the purposes of Act, which have been described 
as seeking to “limit the comingling of banking and commerce,” and 
“prevent situations where risk-taking by nonbanking affiliates erodes the 
stability of the bank’s core financial activities.”^^* Financial holding 
companies that disagreed with the Federal Reserve’s interpretation 
would have an opportunity to challenge it in court under the Chevron 
standard requiring deference to administrative determinations.^^^ 


9/19/2012 “Goldman Sachs’ request for a third extension of time to divest or conform 
nonbanking activities pursuant to section 4(a)(2) of the BHC Act,” internal memorandum 
prepared by the Federal Reserve, FRB-PSI-304868 - 875, at 872 [footnote omitted] [sealed 
exhibit]. See also 9/20/201 1 “Goldman Sachs’ request for a second extension of time to divest 
or conform nonbanking activities pursuant to section 4(a)(2) of the BHC Act,” internal 
memorandum prepared by the Federal Reserve, FRB-PSI-304860 - 867, at 866 [sealed exhibit]; 
7/25/2012 “Presentation to Firmwide Client and Business Standards Committee: Global 
Commodities,” (hereinafter “2012 Firmwide Presentation”), prepared by Goldman Commodities 
group, FRB-PSI-200984, at 1000 (listing Cogentrix and Nufcor as assets acquired under Section 
4 ( 0 )). 

Section 5(b) states: “The Board is authorized to issue such regulations and orders ... as may 
be necessary to enable it to administer and carry out the purposes of this Act and prevent 
evasions thereof.” Bank Holding Company Act of 1956, P.L. 84-511, codified at 12 U.S. Code 
§1844. 

“A Structural View of U.S. Bank Holding Companies,” Dafna Avraham, Patricia Selvaggi, 
and James Vickery of the Federal Reserve Bank of New York, FRBNY Economic Policy 
Review (7/2012), at 3; http://www.newyorkfed.org/research/epr/12vl8n2/1207avra.pdf 
[footnotes omitted]. 

Chevron U.S. A.. Inc, v. Natural Resources Defense Council. Inc. , 467 U.S. 837, 842 - 843 
(1984) (creating a two-part analysis for reviewing an agency interpretation of a statue: “First, 
always, is the question whether Congress has directly spoken to the precise question at issue. If 
the intent of Congress is clear, that is the end of the matter; for the court as well as the agency, 
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Despite the two banks’ growing investment in otherwise 
impermissible commodity activities and the growing disparity between 
them and other banks from 2008 to 2014, the Federal Reserve has 
repeatedly indicated that the permissibility of their activities under the 
grandfather clause remains an open and pending issue, while also 
permitting both financial institutions to continue and even expand the 
commodity activities in question?*** By failing to provide a timely 
interpretation delineating how the grandfather clause should be applied, 
the Federal Reserve effectively enabled both bank holding companies to 
deepen their involvement in otherwise unallowable physical commodity 
activities for more than six years. 

In addition, unlike the actions it took to implement the Gramm- 
Leach-Bliley provision on complementary authority, the Federal 
Reserve has failed to impose any regulatory safety and soundness-based 
limitations on the volume of activities that may be conducted under the 
grandfathering clause.^*’ Currently, the only limit on the amount of 
grandfathered activities is the statutory requirement that they not exceed 
5% of the financial holding company’s “total consolidated assets.”^*^ 
Given the size of Goldman and Morgan Stanley’s assets, that limit is set 
so high as to not function as a restriction at all. In contrast, activities 
authorized under the complementary authority may not exceed 5% of the 
firm’s Tier 1 capital, while the Volcker Rule limits investments to not 
more than 3% of a firm’s Tier 1 capital, restrictions which result in 
much lower dollar limits on the activities. Under the Federal Reserve’s 
current practice, a financial holding company could engage in physical 
commodity activities under the grandfather clause that could be orders 
of magnitude larger than those authorized under the complementary 
authority and could even exceed its total Tier 1 capital. 

In January 2014, the Federal Reserve solicited public comment on 
whether it should issue a rulemaking to impose “additional prudential 
requirements” on financial holding companies to ensure commodity 
activities conducted under the grandfather clause “do not pose undue 
risks” to the holding company, an insured bank, or U.S. financial 


must give effect to the unambiguously expressed intent of Congress. ... If, however, the Court 
determines Congress has not directly addressed the precise question at issue, the court does not 
simply impose its own construction of the statute. ... Rather, if the statute is silent or ambiguous 
with respect to the specific issue, the issue for the court is whether the agency’s answer is based 
on a permissible construction of the statute.”). 

See, e.g., 9/19/2012 “Goldman Sachs’ request for a third extension of time to divest or 
conform nonbanking activities pursuant to section 4(a)(2) of the BHC Act,” internal 
memorandum prepared by the Federal Reserve, at 5, FRB-PSI-304868 — 875, at 872 [sealed 
exhibit]; 9/18/2012 “Morgan Stanley request for a third extension of time to divest or conform 
nonbanking activities pursuant to section 4(a)(2) of the BHC Act,” internal memorandum 
prepared by the Federal Reserve, FRB-PSI-304905, at 910 [sealed exhibit]. 

For more information, see discussion of JPMorgan’s involvement with size limits, below. 

12 U.S.C. §1843(o)(2). 
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stability.^“ The Federal Reserve asked, in particular, for suggestions on 
appropriate “safety and soundness, capital, liquidity, reporting, or 
disclosure requirements” for grandfathered activities.^*'’ Despite passage 
of nearly a year, however, the Federal Reserve has taken no further 
action on this rulemaking effort to curb risks associated with 
grandfathered commodity activities not otherwise permitted by law. 

(4) Allowing Expansive Interpretations of Merchant 
Banking 

A fourth legal basis for financial holding companies engaging in 
physical commodity activities involves the Gramm-Leach-Bliley Act’s 
merchant banking authority. As with the grandfather authority, the 
Federal Reserve has allowed financial holding companies to engage in 
an increasing array of commodity-related merchant banking 
investments. 

As explained earlier, the Gramm-Leach-Bliley Act permitted 
financial holding companies to purchase up to a 1 00% ownership 
interest in non-fmancial commercial enterprises for a limited period of 
time, subject to certain limitations.^*^ In 2001, the Federal Reserve and 
Treasury adopted the “Merchant Banking Rule” to spell out some of the 
parameters of this authority To limit the risks associated with 
merchant banking investments, the Federal Reserve initially imposed a 
size limit on those investments, generally prohibiting merchant banking 
assets from exceeding 30% of the financial holding company’s Tier 1 
capital,^*’ but that size limit was removed in 2002.^** 

Qualifying Investments. Neither the Gramm-Leach-Bliley Act 
nor the Merchant Banking Rule explicitly defines the term “merchant 


^^^“Compiementary Activities, Merchant Banking Activities, and Other Activities of Financial 
Holding Companies Related to Physical Commodities,” 79 Fed. Reg. 13, 3329, 3336 and 
Question 23, (daily ed. Jan. 21, 2014). 

Gramm-Leach-Bliley Act, Section 4(k)(4)(H); 12 U.S.C. §1843(k)(4)(H). See also 
“Merchant Banking: Mixing Banking and Commerce Under the Gramm-Leach-Bliley Act,” 
Congressional Research Service, No. RS21 134 (10/22/2004), at 1 (“Before [the Gramm-Leach- 
Bliley Act], banking companies could use equity-investing authority only through Small 
Business Investment Companies (SBICs) and other limited powers. Bank holding companies 
could own [only] noncontrolling interests in nonfinancial companies: not more than 5% to 10% 
of voting securities. [The Gramm-Leach-Bliley Act] allows [financial holding companies] into 
the high-risk, high-reward private equity market.”). 

See Merchant Banking Rule, 66 Fed. Reg. 8466 (1/31/2001), codified at 12 C.F.R. Part 225, 
Subpart J, 225. 1 70 et seq. 

See 12 C.F.R. §225.174 (restricting merchant banking investments to no more than 30% of 
the financial holding company’s Tier 1 capital, or 20% of its Tier 1 capital after excluding 
private equity funds); “Capital; Leverage and Risk-Based Capital Guidelines; Capital Adequacy, 
Guidelines; Capital Maintenance: Nonfinancial Equity Investments,” 67 Fed. Reg. 3784 
(1/25/2002) (adopting a final rule that ended the size limit while imposing specific capital 
requirements for merchant banking investments). 

See 67 Federal Register 3786 (2002). The Federal Reserve terminated the size limit after 
imposing specific capital requirements for merchant banking investments. 
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banking.”^*^ Instead, both focus on “qualifying investments.” To 
qualify as a merchant banking investment under the law and the 
Merchant Banking Rule, an investment must meet a number of 
requirements, including the following: 

• the investment must not be made or held, directly or indirectly, 
by a U.S. depository institution;^’” 

• the investment must be “part of a bona fide . . . merchant or 
investment banking activity,” including investments made for 
the “purpose of appreciation and ultimate resale”; 

• the financial holding company must use a securities affiliate or 
an insurance affiliate with a registered investment adviser 

292 

affiliate to make the investment; 

• the investment must be held on a temporary basis, “only for a 
period of time to enable the sale or disposition thereof on a 
reasonable basis”^’^ and generally for no longer than ten 
years;^’'^ and 

• the financial holding company generally must not “routinely 
manage or operate” the company in which it has made the 
investment.^’^ 

Financial holding companies can make qualifying investments as 
the principal or on behalf of clients.^’” And, in contrast to the 
complementary powers provision, financial holding companies generally 
do not have to obtain prior approval by the Federal Reserve before 
making a merchant banking investment.^’’ 

Investment Gains Versus Operational Revenues. The Merchant 
Banking Rule does not expressly limit the scope of investments that 
meet the above criteria. The preamble to the Rule took the position, 
however, that the merchant banking authority was not intended to mix 


The Merchant Banking Rule simply stated that merchant banking activities were “those not 
otherwise authorized” under Section 4 of the Bank Holding Company Act. 12 C.F.R. §225.170. 
See also “Merchant Banking: Mixing Banking and Commerce Under the Gramm-Leach-Bliley 
Act,” Congressional Research Service, No. RS21 134 (10/22/2004), at 1 (“Merchant banking 
mixes banking with commerce. The term comes from European practices, in which hankers 
financed foreign trade and other high risk ventures undertaken by merchants such as ship owners 
and importers for a share of the profits, rather than receiving interest returns from lending. 
Taking a stake in a venture made it merchant banking.”)(emphasis in original). 

™ 12 U.S.C. §1843(k)(4)(H)(i); 12 C.F.R. §225.170(d). 

12 U.S.C. §1843(k)(4)(H)(ii); 12 C.F.R. §225.170(h). 

12 U.S.C. §1843(k)(4)(H)(ii); 12 C.F.R. §225.I70(f). A bank can also use a private equity 
fund that meets certain requirements to make the merchant banking investment. 12 C.F.R. 
§225.173. 

“ 12 U.S.C. §1843(k)(4)(H)(iii); 12 C.F.R. §225.172(a). 

12 C.F.R. §225.172(b)(l). 

12 U.S.C. §1843(k)(4)(H)(iv); 12 C.F.R. §225.171(a) and (b)(e). 

12 U.S.C. §1843(k)(4)(H); 12 C.F.R. §225.170(a). 

See 12 C.F.R. §225. 174(a). However, prior approval may be needed if the proposed 
investment would cause the aggregate carrying value of all of its merchant banking investments 
to exceed the 5% cap. 
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banking and commerce, but to allow financial holding companies to 
make purely financial investments. It states that, to “preserv[e] the 
financial nature” of the merchant banking investment and “maintai[n] 
the separation of banking and commerce,” the principal purpose of the 
investment must be to make a profit for the financial holding company 
from the resale or disposition of its ownership stake and not from the 
operational revenues derived from running the nonfinancial business. 

According to the Congressional Research Service, the Gramm- 
Leach-Bliley Act effectively “allows [financial holding companies] into 
the high-risk, high-reward private equity market. Another expert has 
described the Gramm-Leach-Bliley merchant banking authority as 
intended to enable banks to compete with securities firms and venture 
capital fiinds in investing in start-up companies.^°° 

Routine Management. One key set of issues affecting merchant 
banking activities under the Gramm-Leach-Bliley Act involves the 
extent to which a financial holding company may exercise control over a 
business acquired as a merchant banking investment. Those acquired 
businesses are referred to in the Merchant Banking Rule as “portfolio 
companies,” since they reside within the investment portfolio of the 
financial holding company. 

The Gramm-Leach-Bliley Act states that a financial holding 
company may not “routinely manage or operate” a portfolio company. 
Nevertheless, financial holding companies have long sought to exercise 
varied degrees of control over their portfolio companies. Examples 
include requiring the portfolio company to first seek the financial 
holding company’s approval before issuing securities, declaring 
dividends, or taking other actions deemed “outside the ordinary course 
of business.”^*” 

The extent of control that can be appropriately exercised by a 
financial holding company over a portfolio company remains unclear. 
Generally speaking, from 1999 to 2009, the Federal Reserve permitted 
financial holding companies to place a significant number of controls 
over a portfolio company related to the governance and frinding of the 
company, without running afoul of the limitation that the financial 
holding company may not “routinely manage or operate” that 


Merchant Banking Rule, 66 Fed. Reg. at 8469 (1/31/2001). 

“Merchant Banking: Mixing Banking and Commerce Under the Gramm-Leach-Bliley Act,” 
Congressional Research Service, No. RS21134 (10^2^004), at 1. 

See, e.g., Omarova Testimony, at 3; The Merchants of Wall Street, at 28 1 . 

See, e.g., 12/21/2001 letter from Federal Reserve to Credit Suisse First Boston, FRB-PSI- 
301593 - 601, at 599 [sealed exhibit] (outlining several types of covenants imposed by a 
financial holding company that restrict the financing or operations of a portfolio company). 
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company More recently, as explained below, the Federal Reserve has 
begun to take a more restrictive approach. 

Currently, the extent of control that a financial holding company 
may appropriately exercise over a portfolio company is not spelled out 
in a rule, but is instead set forth largely in a 2001 letter from the Federal 
Reserve’s then-General Counsel to Credit Suisse First Boston.^'*^ Some 
of guidance provided in that letter relates to the overall structure and 
funding of the portfolio company. For example, the letter indicated that 
a bank engaged in merchant banking may restrict the ability of a 
portfolio company to issue debt or equity securities,^”'’ redeem 
securities,””^ or amend the terms of securities.””” The letter also 
indicated the bank could require the portfolio company to obtain prior 
approval by the financial holding company before declaring dividends 
“outside the ordinary course of business.’’””” Other types of control 
delve more deeply into the portfolio company’s business operations. For 
example, the Federal Reserve letter indicated that a bank may place 
restrictions on a portfolio company’s ability to hire or fire executives,””* 
“[e]nte[r] into a contractual arrangement (including a property lease or 
consulting agreement) that imposes significant financial obligations on 
the portfolio company,’’””” sell significant assets,”'” adopt or modify a 
budget for compensation,”" “[c]reate, incur, assume, guarantee, 
refinance or prepay any indebtedness” outside the ordinary course of 
business,”'^ or “[m]ake, or commit to make, any capital expenditure” 
outside the ordinary course of business.”'” 

By allowing financial holding companies engaged in merchant 
banking to impose those types of restrictions on their portfolio 
companies, the Federal Reserve signaled that the financial holding 
companies could exercise significant control over their portfolio 
companies, so long as the controls related to activities “outside of the 
ordinary course of business.” More recently, the Federal Reserve has 
begun to reject financial holding company reliance on merchant banking 
authority to justify certain commodity activities when confronted by 
evidence that the activities were conducted by portfolio companies 


Id. 

Id. 

““ Id. at 596. 

Id. 

Id. at 597. 

Id. at 595. 

Id. at 598. 

™Id. 

3'“ Id. 

Id. 

I2/2I/200I letter from Federal Reserve to Credit Suisse First Boston, FRB-PSI-30I593 - 601, 
at 597 [sealed exhibit]. 

Id. 
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whose day-to-day operations were subject to the control of the financial 
holding company. 

One example involves JPMorgan which, as part of a larger 
acquisition in 2010, acquired ownership of Henry Bath & Sons, a 
company that owns a global network of metals warehouses. JPMorgan 
applied to operate the business as a complementary activity.^ The 
Federal Reserve denied the application.^'^ JPMorgan then sought to 
hold the asset under its merchant banking authority.^'® In 2013, the 
Federal Reserve informed the bank that its merchant banking authority 
did not cover the Henry Bath acquisition, and that the bank would have 
to divest the holding,^’’ which JPMorgan has since done.^'® Although it 
did not provide a written explanation of its reasoning for rejecting 
JPMorgan’s reliance on its merchant banking authority, the Federal 
Reserve told the Subcommittee^'^ that it had based its decision on two 
factors: (1) JPMorgan’s active integration of the warehouse services 
into its other commodity activities and routine advertisement of the 
warehouse services to its clients; and (2) JPMorgan’s dominant use of 
the warehouses, citing information provided by JPMorgan that about 
75% of the commodities stored in the Henry Bath warehouses belonged 
to JPMorgan or a JPMorgan client.^^® JPMorgan told the Subcommittee 
that in addition to those reasons, the Federal Reserve had communicated 
its view that the warehouses were “not a passive investment” being held 
by JPMorgan.^^' 

In another instance, the Federal Reserve has pressed JPMorgan to 
sell three power plants in which it owns 100% of the shares and is 
currently holding under its merchant banking authority JPMorgan 
originally acquired the power plants as part of larger acquisitions related 


See 6/8/201 1 “Notice to the Board of Governors of the Federal Reserve System by JPMorgan 
Chase & Co. Pursuant to Section 4(k)(l)(B) of the Bank Holding Company Act of 1 956,” 
(hereinafter “201 1 Notice to the Board”) FRB-PSI-300977 - 1052, at 1001 (JPMorgan 
application to hold Henry Bath metals storage facility as complementary activity). 

^^^See 10/3/2012 “Physical Commodity Activities at SIFIs,” prepared by Federal Reserve Bank 
of New York Commodities Team, (hereinafter “2012 Summary Report”), FRB-PSI-200477 - 
510, at 505 [sealed exhibit]; Subcommittee briefing by JPMorgan (4/23/20 14)(stating that the 
Federal Reserve rejected the complementary request related to Henry Bath during a telephone 
call and never provided a written explanation). 

See undated “Merchant Banking Investment in Henry Bath,” prepared by JPMorgan for the 
Federal Reserve, FRB-PSI-000580 - 582; Subcommittee briefing by the Federal Reserve 
(11/27/2013). 

2012 Summary Report, at 505; undated but likely 2013 “Commodities Focused Regulatory 
Work at JPM,” prepared by Federal Reserve, FRB-PSI-300299 - 302, at 300 [sealed exhibits], 

JPMorgan sold Henry Bath and its warehouses to the Mercuria Group, a commodities and 
energy company based in Switzerland in 2014. Subcommittee briefing by Mercuria (9/12/2014). 

Subcommittee briefing by the Federal Reserve (11/27/2013). 

See 201 1 Notice to the Board, FRB-PSI-300977 - 1052, at 1001 . 

Subcommittee briefing by JPMorgan (4/23/2014). 

For more information about the power plants, see discussion of JPMorgan’s involvement with 
electricity, below. 
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to Bear Steams in 2008 and RBS Sempra in 2010/^^ JPMorgan first 
approached the Federal Reserve about holding all three power plants 
under the Gramm-Leach-Bllley complementary authority.^^'* After the 
Federal Reserve staff indicated that complementary authority did not 
include direct ownership of power plants, the bank invoked its merchant 
banking authority to continue its ownership stake in the power plants.^^^ 
While the Federal Reserve continued to press the bank to sell the power 
plants, it did not explicitly disallow JPMorgan’s reliance on its merchant 
banking authority to own them. As of October 2014, JPMorgan was 
attempting to sell all three. 

These and other examples of commodity-related merchant banking 
activities discussed below indicate that financial holding companies still 
do not have clear guidance on when it is appropriate to rely on merchant 
banking authority to own commodity-related businesses, nor are they 
clear about what controls may be asserted over their portfolio 
companies. 

Still another issue raised in an internal Federal Reserve report is 
“the extent to which banks can engage in commerciai/physicai 
commodity activities breaches the separation of banking and commerce 
and places industrial activities within the federal safety net.” In other 
words, merchant banking losses incurred by banks and their holding 
companies are effectively being subsidized by the government and could 
end up being subsidized by taxpayers through Federal Reserve loans, 
FDIC insurance, or other types of federally-financed assistance. Despite 
identifying this problem, it is unclear what steps the Federal Reserve has 
taken to address it. 

Growth in Merchant Banking Activities. Since 2001, under the 
auspices of the Gramm-Leach-Bliley Act, the volume and nature of 
“merchant banking” activities at financial holding companies, including 
physical commodity activities, have continued to expand. 


See 5/26/201 1 “Summary of outstanding legal/commodities issues as of March 201 1,” 
prepared by JP Morgan, FRB-PSI-304601 - 604, at 602. For more information about these 
power plants, see discussion of JPMorgan’s involvement with electricity, below. 

See 3/3/2011 “Outstanding Issues,” prepared by Federal Reserve examiners, FRB-PSI- 
304602 - 604, at 602 [sealed exhibit]. 

Id. Three months later, energy traders at JPMorgan initiated a scheme to manipulate energy 
prices in California and the Midwest, using some of the power plants acquired from Bear 
Steams. The bank ultimately paid $410 million to settle charges by the Federal Energy 
Regulatory Commission (FERC) that it had gained $125 million in unjust profits at the expense 
of businesses and families who used power in those regions. 7/30/2013 FERC press release, “JP 
Morgan Unit Agree to $4 1 0 Million in Penalties, Disgorgement to Ratepayers,” 
http://vww.ferc.gOv/media/news-releases/2013/2013-3/07-30-13.asp#.VFlUkvnF9u0. 

For more information about the current status of these power plants, see discussion of 
JPMorgan’s involvement with electricity, below. 

2012 Summary Report, FRB~PSl-200477 - 510, at 482. 
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According to the Congressional Research Service (CRS), from 
2000 to 2013, financial holding companies have increased their 
merchant banking holdings from $9.5 billion to $46.2 billion, a fivefold 
increase.^^* The following charts, prepared with data gathered by CRS 
at the Subcommittee’s request, show a steady growth in merchant 
banking activities over the last ten years, with twice as many foreign 
banks as domestic banks participating in merchant banking activity. 


Number and Dollar Value of Merehant Banking Assets 
of Finaneial Holding Companies, 2000-2013 

Number of Financial Holding Companies 


Domestic 

Foreign 


Year 



Assets Reported 

( in U.S. billions) 

2000 

11 

9 

$9.5 

2001 

19 

10 

$8.3 

2002 

12 

14 

$9.1 

2003 

14 

15 

$10.7 

2004 

15 

18 

$12.0 

2005 

13 

20 

$15.50 

2006 

14 

23 

$19.90 

2007 

13 

24 

$27.10 

2008 

10 

27 

$22.60 

2009 

11 

25 

$34.00 

2010 

10 

25 

$54.00 

2011 

10 

24 

$48.50 

2012 

12 

23 

$49.40 

2013 

10 

23 

$46.20 

Source: Congressional Research Service 


Merchant Bank Holdings From 2000-2013 



Source: Congressional Research Service 


Because the Federal Reserve does not require financial holding 
companies to report with specificity on their merchant banking 


12/20/2013 “Merchant Banking Assets of Financial Holding Companies,” memorandum by 
CRS, at 5, Tables I and 2 (using data provided by the Federal Reserve). 
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activities, neither the Federal Reserve nor CRS was able to indicate what 
portion of the financial holding companies’ growing merchant banking 
assets was tied to commodities versus other types of businesses. It is 
also unclear the extent to which the reported data includes all merchant 
banking activities undertaken by financial holding companies. When the 
Subcommittee reviewed the annual reports that the Federal Reserve 
requires financial holding companies to file on their merchant banking 
activities, the reports contained only aggregate data on such matters as 
the acquisition costs, unrealized gains, carrying values, and publicly 
quoted values of the merchant banking investments, but no list of 
individual projects.”” The lack of specific information meant the 
Subcommittee could not determine whether the data included all of an 
institution’s commodities-related merchant banking activities. The lack 
of data also makes it difficult for regulators or others to monitor the 
extent to which financial holding companies are accurately disclosing 
their merchant banking investments and complying with the 
requirements for those activities. 

Case Studies. Each of the banks examined by the Subcommittee 
relied on their merchant banking authority to conduct at least some 
commodity activities that might otherwise be unallowable under the law. 
Goldman Sachs, for example, cited merchant banking authority as the 
legal basis for its ownership of Metro International’s global network of 
warehouses, as well as its acquisition of companies that own multiple 
coal mines and related infrastructure in Colombia.^^' As explained 
above, JPMorgan cited merchant banking authority for its ownership of 
three power plants and attempted to use that authority for the Henry 
Bath network of warehouses.^^^ Morgan Stanley cited reliance on 
merchant banking authority for its acquisition of Southern Star, a natural 
gas pipeline company, discussed further below. 


See 6/30/2014 “Consolidated Holding Company Report of Equity Investments in 
Nonfinancial Companies - FR Y-12,” submitted to the Federal Reserve by JPMorgan, FRB-PSI- 
800005 - 008; Morgan Stanley, FRB-PSI-800009 - 012; and Goldman, FRB-PSl-8000i3 - 016. 

See 2012 Firmwide Presentation, FRB-PSI-200984 - 1043, at 1000 (listing Metro and CNR as 
merchant banking investments). For more information about these merchant banking activities, 
see below. Goldman has also asserted that its investment in Colombian mines was authorized 
pursuant to the Gramm-Leach-Bliley “grandfather” authority. See Report of Changes in 
Organizational Structure, FR-Y-IO, Goldman Sachs Group, Inc. (4/14/2010), 
GSPSICOMMODS00046301 - 3 1 7 (indicating its coal mine investment was “permissible under 
[Bank Holding Company Act Section] 4(o), but investment complies with the Merchant Banking 
regulations”). 

^^^See 2012 Summary Report, FRB-PSI-200477-510, at 505; 3/3/201 1 “Outstanding Issues,” 
prepared by Federal Reserve examiners, FRB-PSI-304602 - 604, at 602 [sealed exhibit]. 

Subcommittee briefing by Morgan Stanley (9/8/2014); Morgan Stanley Investment 
Management portfolio list, Morgan Stanley website, 

http://www.morganstanley.com/institutional/invest_management/private_equity/portfolio.htmI 
(including Triana Energy, a natural gas exploration and production company; Trinity, a carbon 
dioxide pipeline company; and Sterling Energy, a natural gas gathering, processing and 
marketing company). 
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Each of the banks conducted their commodity-related merchant 
banking activities both within and outside of their commodities 
divisions. Morgan Stanley, for example, engaged in merchant banking 
investments involving natural gas, not only through its commodities 
division, but also through the Morgan Stanley Infrastructure Partnership 
and Morgan Stanley Global Private Equity Partnership, both of which 
operate through its Investment Division.”'* Goldman made merchant 
banking Investments through its commodities group as well as a 
“Merchant Banking Division” that was completely outside of the 
commodities group.”^ Similarly, JPMorgan made merchant banking 
investments through a “Global Real Assets” section of its Asset 
Management business segment.^^® The evidence indicated that 
commodities-related merchant banking investments were being made by 
multiple, unrelated units throughout each financial holding company. 

Ongoing merchant banking issues at the financial holding 
companies include whether their physical commodity activities qualify 
as merchant banking investments or improperly mix banking with 
commerce; and ensuring that financial holding companies’ merchant 
banking activities do not undermine the safety and soundness of the 
firms. 


(5) Narrowly Enforcing Prudential Limits 

Still another key regulatory issue has to do with enforcing the 
statutory, regulatory, and company-specific prudential limits created to 
restrict the overall size of a bank’s physical commodity activities and 
reduce the related risks. The Gramm-Leach-Bliley Act, its 
implementing regulations, and the grants of complementary authority 
issued by the Federal Reserve all contain prudential limits on the volume 
of a holding company’s physical commodity activities. However, those 
prudential limits, which generally seek to place a cap on the investments 
as a percentage of the firm’s assets or capital, have implementation and 
enforcement issues that have not been resolved. 

The only statutory limit is in the Gramm-Leach-Bliley Act’s 
grandfather clause which provides that the dollar value of the physical 
commodify activities engaged in by the financial holding company’s 
subsidiaries under the clause cannot exceed 5% of the subsidiaries’ 
“aggregate consolidated assets” or 5% of the financial holding company 


Subcommittee briefing by Morgan Stanley (9/8/2014); discussion of Morgan Stanley’s 
merchant banking activities in that financial holding company’s overview, below. 

See, e.g., undated organizational chart prepared by Goldman for the Subcommittee, PSI- 
Goldman-1 0-000001 - 002. 

See, e.g., 10/21/2014 letter from JPMorgan legal counsel to Subcommittee, PSl-JPMorgan- 
15-000001 -008, at 003 - 004. 
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parent’s “total consolidated assets,” unless the Federal Reserve increases 
the cap.^^’ 

The Gramm-Leach-Bliley Act does not place any statutory limit on 
activities that may be conducted under its complementary authority. 
Nevertheless, the Federal Reserve has conditioned its approval of 
complementary activities on a commitment by the relevant financial 
holding company that the dollar value of its physical commodity 
holdings will not exceed 5% of the financial holding company’s 
consolidated Tier 1 capital.^^* The Federal Reserve also initially 
restricted merchant banking investments to generally no more than 30% 
of financial holding company’s Tier 1 capital, but removed that cap in 
2002 .”® 

The two 5% limits on grandfathered and complementary activities 
apply to different attributes (assets versus capital) and are applied and 
enforced separately.^'’” Both limits raise multiple enforcement concerns. 
One issue is whether financial holding companies are excluding major 
categories of assets.^"” For example, a report prepared by the Federal 
Reserve staff found that financial holding companies included the dollar 
value of leases on power plants when calculating covered assets for 
purposes of the 5% Tier 1 capital cap, but excluded leases on 
infrastructure, such as oil and gas storage facilities.^'’^ Another tactic 
used by one financial holding company was to exclude the physical 
commodities held by its bank when calculating the financial holding 
company’s physical commodity assets subject to the Federal Reserve’s 
5% complementary limit. 

A second concern involves how the financial holding companies 
are valuing their physical commodity assets for purposes of calculating 
the limits. During its recent review of bank involvement with physical 
commodities, the Federal Reserve uncovered and disallowed several 
valuation practices, such as a dubious netting of income from tolling 
agreements.”'* 


See Section 103(a) of the Gramm-Leach-Bliley Act, P.L, 106-102, codified at 12 U.S.C. 
§1811. 

See, e.g., 1 1/1 8/2005 “Order Approving Notice to Engage in Activities Complementary to a 
Financial Activity,” prepared by Federal Reserve, 

http://www.federalreserve.gOv/boarddocs/press/orders/2005/2005 1 1 1 8/attachment.pdf 

See 12 C.F.R. §225.174 (restricting merchant banking investments to no more than 30% of 
the financial holding company’s Tier I capital, or 20% of its Tier 1 capital after excluding 
private equity funds); 1 0/22/2004 “Merchant Banking: Mixing Banking and Commerce Under the 
Gramm-Leach-Bliley Act,” prepared by the Congressional Research Service, at 4; 67 Federal 
Register 3786 (2002). The Federal Reserve terminated the size limit after imposing specific 
cimital requirements for merchant banking investments. 

Federal Reserve briefing of the Subcommittee (12/13/2013). 

See discussion of JPMorgan involvement witfi size limits, below. 

2012 Summary Report, FRB-PSI-200477 - 510, at 506. 

Id. For more information, see discussion of JPMorgan involvement with size limits, below. 
For more information, see discussion of JPMorgan involvement with size limits, below. 
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Still another issue is whether, given the enormous size of the 
financial holding companies involved with physical commodities, the 
5% limits provide sufficient protection from financial risk for both the 
firms and the commodities markets.^'*^ As of March 2014, the six largest 
bank holding companies reported aggregated assets of nearly $10 
trillion.”® The enormous value of their assets means that even a 
rigorous 5% Tier 1 capital limit - as opposed to the current porous one - 
would permit multi-billion-dollar physical commodity activities which, 
in the event of losses, could impact both the financial institutions and the 
markets. In addition, those limits fail to prevent massive inflows of 
capital into the relatively small commodities markets, under the control 
of a relatively small number of financial holding companies, raising 
concerns about undue economic concentration and market 

• • 347 

manipulation. 

Since enactment of the Gramm-Leach-Bliley Act in 1999, a 
handful of financial holding companies have significantly expanded 
their involvement with physical commodities. They have done so 
despite prudential limits designed to constrain that growth and the 
attendant risks. Loopholes and inappropriate interpretations have 
rendered the limits largely ineffective and in need of clarification and 
renewal. 


B. Reviewing Bank Involvement with Physical 
Commodities, 2009-2013 

After the financial crisis of 2008, the Federal Reserve, as well as 
other U.S. bank regulators, undertook new efforts to identify hidden or 
under-appreciated risks in the U.S. banking system. As part of that 
effort, the Federal Reserve identified financial holding company 
involvement with physical commodities as creating risks requiring a 
special review. The resulting special review, which spanned three years, 
not only surveyed the financial holding companies’ physical commodity 
activities, but also identified numerous risks associated with those 
activities, including operational risks, inadequate risk management, 
insufficient capital, and ineffective regulatory safeguards. It offered 
multiple recommendations to reduce financial holding company 
involvement with physical commodities and ameliorate the associated 
risks. 


See, e.g., Rosner Testimony, at 6. 

See “Holding Companies with Assets Greater Than $10 Billion,” (as of 6/30/2014), Federal 
Reserve System, National Information Center, 

http://www.fftec.gov/nicpubweb/nicweb/Top50Form.aspx_(reflecting the aggregated assets of 
the six largest U.S. banks at $9.8 trillion). 

In evaluating requests for complementary authority, the Federal Reserve is statutorily 
required to consider “undue concentration of resources.” 12 U.S.C. §1843(j)(2)(A). 
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(1) Initiating the Special Physical Commodities Review 

After the 2008 fmaneial crisis disclosed vulnerabilities in federal 
oversight of the largest banks, the Federal Reserve revamped its risk 
governance system. In 2009, the Federal Reserve replaced its Large 
Financial Institutions section with the Large Institution Supervision 
Coordinating Committee (LISCC), headed by senior Federal Reserve 
personnel.^'* 

The Inspector General for the Federal Reserve System has 
explained that LISCC was created to: 

“provide strategic and policy direction for supervisory activities 
across the Federal Reserve System, improve the consistency and 
quality of supervision, incorporate systemic risk considerations, 
and monitor the execution of the resulting supervisory 
program.”^''^ 

In addition to supervisory personnel, LISCC was staffed with 
economists, quantitative analysts, payment system specialists, and other 
experts to enable it to take a multidisciplinary approach to identifying 
and analyzing risks affecting systemically important financial 
institutions (SIFIs) and the global banking system. 


In 2009, LISCC established an Operating Committee composed of 
senior regulatory officials to develop prudential standards for and 
oversee the largest SIFIs within its jurisdiction, generally those whose 
assets exceeded $50 billion.^^’ To carry out its oversight obligations, the 
Operating Committee established several subgroups, including a Risk 
Secretariat charged with identifying key risks affecting the SIFIs, setting 
priorities for investigating those risks, and nroviding the resources 
needed to conduct the risk investigations.^ 


In 2009, after weighing investigative priorities and its limited 
resources, the Risk Secretariat identified bank involvement with physical 
commodities as a major emerging risk and approved a special review of 


™ 5/23/2012 Federal Reserve Office of Inspector General letter, at 3, http://oig.federa!reserve. 
gov/ reports/BOG_enhanced_prudential_standards_progress_May2012.pdf. 

Id. at 4. 

Subcommittee briefing by the Federal Reserve (12/13/2013). 

5/23/2012 Federal Reserve Office of Inspector General letter, at 3, 
http://oig.federalreserve.gOv/reports/BOG_enhaneed_pnidential_standards_progress_May20I2.p 
df In 2012, those SIFIs included eight domestic and four foreign-owned firms, the majority of 
which were financial holding companies of major banks. Id. 

Subcommittee briefing by the Federal Reserve (12/13/2013). Other subgroups created by the 
Operating Committee include the Capital Performance Secretariat, the Data Team, Products and 
Processes, the Tactical Action Group, and Vetting. 5/23/2012 Federal Reserve Office of 
Inspector General letter, at 4, http://oig.federalreserve.gov/reports/BOG_enhanced_ 
prudential_standards_progress_May20l2.pdf. 
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those activities.^^^ Dan Sullivan, then Assistant Vice President and 
Department Head of Market Risk at the Federal Reserve Bank of New 
York (FRBNY), submitted the proposal for a comprehensive review of 
physical commodity activities, explained why it should be approved on a 
priority basis, and agreed to “sponsor” the investigative effort, if 
approved.^^"* 

In early 2010, the Risk Secretariat agreed to provide sufficient 
resources for an in-depth, multi-firm, multi-year review of the physical 
commodity activities at financial holding companies. The special 
review was designed to accomplish the following objectives: 

• “Deepen our understanding of the scope of commodity trading 
at SIFIs and assess the inherent risks, the quality of risk 
reporting and controls, and capital methodologies with an 
emphasis on the physical industrial commodity activities. Lead 
efforts to develop a complete assessment of risk in commodity 
related industrial activities across risk disciplines. 

• Assess the broader implications of SIFIs in the commodity 
markets along with non-financial traditional firms and the 
impact on markets. 

• Provide product knowledge expertise and analysis in support for 
NY Banking Applications and the Legal divisions in NY and 
the Board on physical commodity applications (under 
complementary authority).”^^^ 

(2) Conducting the Special Review 

After approving the special review, LISCC’s Risk Secretariat 
directed formation of a Commodities Team to perform the work. To 
gather and analyze information, the Commodities Team drew from past 
and ongoing commodities examinations, and conducted its own 
investigative work. In October 2012, the team concluded the special 
review with a private presentation to Federal Reserve si^ervisors 
summarizing its overall findings and recommendations.^^ The 
Commodities Team then ceased its active investigation but continued in 


Subcommittee briefing by the Federal Reserve (12/13/2013). The Risk Secretariat has also 
approved other horizontal, multi-firm investigations including those related to capital stress 
testing and capital adequacy. See, e.g., “Implementing Wall Street Reform; Enhancing Bank 
Supervision and Reducing Systemic Risk,” hearing before the U.S. Senate Committee on 
Banking, Housing, and Urban Affairs, S. Hrg. 1 12-714 (6/6/2012), at 47, prepared statement of 
Daniel K. Tarullo, Federal Reserve Governor, http://www.gpo.gov/fdsys/pkg/CHRG- 
112shrg78813/html/CHRG-112shrg788i3.htm. 

Subcommittee briefing by the Federal Reserve (12/13^013). See also 2011 FRBNY 
Commodities Team Work Plan, FRB-PSI-200455, at 467 [sealed exhibit]. 

See 201 1 FRBNY Commodities Team Work Plan, FRB-PSI-200455, at 468. 

See 2012 Summary Report, FRB-PSI-200477 - 510 [sealed exhibit]. 
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existence for nearly a year, assisting Federal Reserve personnel with a 
variety of physical commodity issues until dissolving in 2013.^^^ 

Creating the Commodities Team. In the first quarter of 2010, 
the Risk Secretariat directed formation of the Commodities Team to 
conduct the special review.^^* To ensure that the team had the necessary 
expertise in physical commodities, risk management, capital planning, 
insurance, and related issues, personnel for the Commodities Team were 
drawn from Federal Reserve supervisory ranks and new hires from 
industry. The Commodities Team had about a half dozen members at 
any one time.^^^ From the team’s inception, the Project Manager was 
Wai Wong, a senior Federal Reserve regulator with expertise in capital 
markets risk.^*° 

The team was based in New York, and was housed and supported 
by the Federal Reserve Bank of New York (FRBNY). It also worked 
closely with and received assistance from the Federal Reserve 
examination teams assigned to the institutions being examined, as well 
as Federal Reserve personnel in Washington, D.C., Richmond, and New 
York,^®' From 2010 to 2012, the Commodities Team members spent the 
bulk of their time conducting the commodities review. 

Developing a Work Plan. To accomplish their work, the 
Commodities Team drew on a “discovery review” that had been 
conducted prior to the team’s formation to justify the larger 
investigation, as well as earlier targeted examinations.’^'* Those past 


Subcommittee briefing by the Federal Reserve (12/13/2013). 

’’*ld. 

Id. In addition to Mssrs. Sullivan and Wong, over time other team members and persons 
associated with the Commodities Team included Xiaobin Cai, Eric Caban, Philip Etherton, 
Nathan Fujiki, Irina Gvozd, David Gross, Lyon Hardgrave, Sarah Jackson, and Michael Nelson. 
See, e.g., 2012 Summary Report, at FRB-PSI-200477 [sealed exhibit]. 

Id. See also 201 1 FRBNY Commodities Team Work Plan, at FRB-PSI-200467. In May 
2013, shortly before the team’s dissolution, he was replaced by Nathan Fujiki, another 
Commodities Team member. Subcommittee briefing by the Federal Reserve (12/13/2013). 

Id. 

Id. 

See undated, but likely 2009 “Scope Discovery Review Memo[:] Goldman Sachs Group 
Commodities,” prepared by Federal Reserve Bank New York examiners, FRB-PSI-2005I I - 515 
[sealed exhibit]; 4/8/2010 “Discovery Review Product Memo[;] Goldman Sachs Global 
Commodities,” prepared by the Federal Reserve Commodities Team, FRB-PSl-303698 - 767 
[sealed exhibit]; 5/1 1/2010 “Goldman Sachs Commodities[:] Discovery Review Product Memo 
Vetting Presentation,” prepared by Federal Reserve Commodities Team, FRB-PSI-200586-599 
[sealed exhibit]. 

See, e.g., 5/1 1/2009 “Federal Reserve Bank of New York Product Memo Goldman Sachs 
Group (GS) Market Risk Amendment,” prepared by FRBNY examiners, FRB-PSI-304941 - 959, 
at 942 (identifying concerns with VAR modeling used for commodities) [sealed exhibit]; 
3/20/2009 letter from Federal Reserve to Morgan Stanley, FRB-PSI-3046 1 3 - 672, at 6 1 3 
(announcing “target review of Morgan Stanley’s commodities business for six weeks” at its 
offices in New York); 10/5/2009 letter from Federal Reserve to Morgan Stanley, FRB-PSI- 
304620 - 626, at 620 (announcing “target review of Morgan Stanley’s commodities business for 
approximately four weeks” at its offices in London); 10/19/2009 “Scope Memorandum[;] 
Morgan Stanley Euro Commodities, Control Validation T^get Exam,” prepared by FRBNY 
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efforts helped the team gain a greater understanding of the commodities, 
products, operations, and risks involved in the banks’ physical 
commodity activities. 

In 201 1, the Commodities Team drew up its own work plan.^'’^ 

One part of the 2011 Work Plan, entitled: “Why is this a priority,” gave 
five key reasons for the special review of financial holding company 
involvement with physical commodities: 

• “Key business targeted for expansion and growth 

• Size and complexity of the business 

• Weaknesses in Risk Management and Valuation 

• Raises issues regeading Commerce vs. Banking 

• Capital measures low relative to non-banking players”^®* 

On the first two points, the 201 1 Work Plan noted that “SIFIs 
exposures eae growing and cover a broad range of commodity physical 
industrial activities.”^ ’ It also observed that several large financial 
institutions: 

“continue to expand in the physical commodities markets, with an 
emphasis on leasing and owning assets such as power plants, oil 
and natural gas storage facilities, and transportation assets (e.g. oil 
tankers or product pipelines). MS has $13.1 billion in commodity 
assets, and Goldman Sachs as $26 billion.”^®* 

On the third point, the 201 1 Work Plan noted that “the 
Management framework used by banks for physical assets is the same 
framework used for financial derivatives products, and that “most 
risk measures such as [Value-at-Risk] do not capture many risk 
components to physical commodities.”^™ These concerns about risk 
management weaknesses built upon an earlier Federal Reserve 
memorandum finding significant “limitations with VaR calculations due 
to the large number of proxies used, unstable correlations and issues 
with seasonality and manual processes.”^’’ 


examiners, FRB-PSl-304665 - 672 [sealed exhibit]; 5/24/2010 letter from Federal Reserve to 
Morgan Stanley, “Global Oil Trading Review beginning June 22, 2010,” FRB-PSI-304673 - 677, 
at 673 (announcing “a control validation review of Morgan Stanley’s global oil trading desks for 
approximately six weeks” at its offices in New York). 

See 2011 Work Plan, FRB-PSI-200455, at 472; and 2012 Summary Report, FRB-PSI- 
200477, at 480. 

2011 Work Plan, at FRB-PSI-200471. 

Id. at 464. 

Id. at 465 (emphasis omitted). 

Id. at 466, 

™ Id. at 465. 

Undated “Update on Trading in Commodities,” memorandum prepared by the Federal 
Reserve, FRB-PSI-200419 - 423, at 419 [sealed exhibit]. 
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On the fourth point, the Commodities Team was concerned that, by 
buying, selling and maintaining ownership interests in physical 
commodities, banks appeared to be engaging in commercial activities in 
direct competition with non-banking firms, contrary to longstanding 
principles against mixing banking with commerce. ^ 

As to the fifth and final poinf, the Commodities Team was 
concerned that financial firms were inadequately prepared for possible 
losses associated with their physical commodity activities. In particular, 
preliminary research had shown that commercial firms engaged in the 
same activities retained capital in amounts several times greater than 
those of banks engaged in them, raising concerns that banks were not 
fully protected from financial loss in fhe case of an operational failure or 
catastrophic event.^’^ 

Conducting Examinations. Over the next two years, the 
Commodities Team conducted an extensive review of physical 
commodity activities at ten SIFIs.^^^* Goldman Sachs, JPMorgan, and 
Morgan Stanley received the most attention due to their having the most 
extensive commodity holdings and activities. The other seven firms, 
Bank of America, Barclays Capital, BNP Paribas, Citi, Credit Suisse, 
Deutsche Bank, and GE Capital, received relatively less scrutiny 
because they had less extensive physical commodity activities. 

To conduct the review, the Commodities Team used a mix of 
targeted and routine examinations and continuous monitoring reviews to 
collect and analyze needed information.^’^ The Team eventually 
conducted targeted examinations exploring specific commodities issues 
at four financial holding companies, JPMorgan, Morgan Stanley, Bank 
of America, and Barclays.”* It collected additional information about 
physical commodity activities at Goldman Sachs, Citigroup, GE Capital, 
and Deutsche Bank using routine examinations and ongoing, continuous 

. . . 377 

monitoring reviews. 

Issuing Reports. In connection with its work, the Commodities 
Team produced numerous interim examination reports, memoranda, and 
analyses documenting various aspects of financial holding company 
involvement with physical commodities. These internal reports were 
made available to Federal Reserve personnel, but not to the public. 

A number of the reports examined the banks selected as case 
studies for this Report. For example, a Commodities Team analysis of 


Subcommittee briefing by Federal Reserve (12/13/2013). 

™ld. 

Id.; 2012 Summary Report, at FRB-PSl-200480 [sealed exhibit], 
”=Id. 

™ld. 

Id. 
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JPMorgan reported that its “Global Commodities Group is a strategic 
priority for the firm, and includes financial and physical capabilities 
across oil, gas, power, metals, agriculturals, plastics, environmental 
markets, and weather.”^^® The Commodities Team wrote: “Since 2006 
the firm [JPMorgan] has significantly grown its physical activities, 
largely through acquisition, and has joined the top tier (along with 
[Morgan Stanley] and [Goldman Sachs]) among banks in commodities.” 
A 2009 analysis found that: 

“[Goldman Sachs] is one of the largest players in the commodities 
market and the business has been a material driver of revenue for 
the firm. . . . Goldman’s commodities business is active in the 
physical markets, in terms of trading, transporting, and storing 
physical commodities as well as owning power generation and 
other physical assets.”^’® 

A 201 1 targeted examination of Morgan Stanley focused on its 
power plant activities in Europe, the Middle East, and Africa (EMEA), 
and provided in-depth reviews of its insurance arrangements, operational 
risk management, regulatory compliance procedures, vendor 
management, and internal audit coverage.^*® Among other problems, the 
examination found that Morgan Stanley’s operational risk capital 
calculations improperly excluded key activities, and that Morgan Stanley 
had valuation issues, an incomplete database of operational and 
environmental incidents, poor vendor management, and insufficient 
insurance. 

Still another set of reports, prepared by the Commodities Team in 
connection with an analysis of the Gramm-Leach-Bliley grandfather 
clause, provided detailed information about the commodity activities at 
Goldman Sachs and Morgan Stanley prior to 1997 and more recently.^*' 

Ultimately, in October 2012, the Commodities Team produced a 
Summary Report highlighting key supervisory concerns and offering 
recommendations to reduce the attendant risks.^*^ This report was 


Undated but likely 2013 “Commodities Focused Regulatory Work at JPM,” prepared by 
FRBNY Commodities Team, FRB-PSI-300299 - 302, at 300 [sealed exhibit]. 

Undated but likely 2009 “Scope Discovery Review Memo[:] Goldman Sachs Group 
Commodities,” prepared by FRBNY examiners, FRB-PSI-20051 1 - 515 [sealed exhibit]. 

See 10/30/2011 “Supervisory Assessment — Multiple Exams Product Memo[:] Morgan 
Stanley Commodities,” prepared by FRBNY examiners, FRB-PSI-304747 - 797 [sealed exhibit]. 

See, e.g., undated but likely 201 1 “Comparison of Risks of Commodity Activities at Morgan 
Stanley and Goldman Sachs between 1997 to Present,” prepared by FRBNY, FRB-PSl-200428- 
454 [sealed exhibit]; 4/19/2011 “Commodities Activities at Goldman Sachs and Morgan 
Stanley[:] 4(o) permissibility analysis overlaid on GS and MS activities,” prepared by Federal 
Reserve, FRB-PSI-200944 - 959 [sealed exhibit]. 

2012 Summary Report, at FRB-PSl-200477 - 510. [sealed exhibit] 
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presented to Federal Reserve senior management, but not to any Federal 
Reserve Governors or the public.^*^ 

(3) Documenting Extensive, High Risk Commodity 
Activities 

The written materials produced by the Commodities Team painted 
a detailed picture of the rapidly expanding, complex physical 
commodity activities underway at major bank holding companies from 
the mid-2000s to 2012. The special review documented an 
unprecedented level of bank involvement in the energy, metal, and 
agricultural commodity markets, as well as a wide range of troubling 
risks and inadequate risk management practices. 

(a) Summarizing Banks’ Physical Commodities 
Activities 

In its 2012 report summarizing the special review, the 
Commodities Team concluded that the ten financial holding companies 
it had examined had “significant footprints in physical commodity 
activities.”^*'* To provide an overview of the physical commodity 
activities involved, the report provided a two-page list of representative 
bank activities in oil and gas storage and transport, electrical power 
generation, shipping, metal warehousing, and coal and uranium mining. 

Oil and Gas. The 2012 Summary Report found that Morgan 
Stanley then held “operating leases on over 1 00 oil storage tank field[s] 
with 58 million barrels of storage capacity globally and 18 natural gas 
storage facilities in US and Europe.”*®^ It reported that JPMorgan had a 
“significant global oil storage portfolio (25 [million barrel] capacity) ... 
along with 19 Natural Gas storage facilities on lease.”®*® And it noted 
that Bank of America had “23 oil storage facilities and 54 natural gas 
facilities . . . leased for storage.”®*^ 

Power Generation. The 2012 Summary Report found that 
JPMorgan had “14 tolling agreements (operating lease[s] on power 
plants) of which one is for a power plant that generates 6% of the 
maximum total output of the California Electricity grid, and potentially 
up to 12% of average electricity demand.”®** It indicated that JPMorgan 
had also bought and sold over $1 billion worth of power plants over the 
prior three years. In addition, the 2012 Summary Report found that 
Morgan Stanley owned 6 domestic and international power plants; Bank 


Subcommittee briefing by the Federal Reserve (10/8/2014). 
2012 Summary Report, at FRB-PSl-200485 [sealed exhibit]. 
Id. 

Id. 

Id. 

388 id^ 
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of America could make contingent power purchases from several 
nuclear power plants; and Goldman Sachs had four tolling agreements 
and a wholly-owned subsidiary, Cogentrix, withownership interests in 
over 30 power plants.^*^ 

Shipping. The 2012 Summary Report found that Morgan Stanley 
had “over 100 ships under time charters or voyages for movement of oil 
product, and was ranked O* globally in shipping oil distillates in 
2009.”^^“ It also noted that Morgan Stanley was “[c]urrently growing its 
ability to ship Liquefied Natural Gas.” In addition, the Summary Report 
observed that JPMorgan and Goldman Sachs had a “total of 20-25 ships 
under time charters or voyages transporting oil [and] Liquefied Natural 
Gas.”^'” 


Metals. The 2012 Summary Report found that Goldman Sachs 
owned “Metro Warehouse which controls 84 metal warehouse/storage 
facilities globally” and qualified as a London Metals Exchange storage 
provider.^^ It also reported that JPMorgan had acquired “Henry [B]ath 
metals warehouse (LME certified base metals warehousing/storage 
worldwide),” and that JPMorgan’s “total base metal inventory was as 
high as $8 [billion]” during the first quarter of 2012.^” 

Coal. The 2012 Summary Report found that all of the financial 
holding companies reviewed conducted “physical coal trading 
involv[ing the] shipment of coals.”^’"* It also noted that Goldman Sachs 
had acquired a Colombian coal mine valued at $204 million, which had 
also included associated rail transportation for the coal.^®^ 

Uranium. The 2012 Summary Report also found that Goldman 
Sachs had conducted “a uranium trading business that engages in the 
trading of the underlying commodity.”^ ® 

Altogether, the 2012 Summary Report showed how, in the space of 
one decade, large U.S. bank holding companies had developed and 
expanded multi-billion-dollar commodity activities involving energy, 
critical metals, and associated storage and transport functions vital to 
U.S. commerce and defense. 


Ud. 

Id. at 486. 


391 

392 , 


Id. 

Gd. 

Id. 

’’Gd. 

’’Gd. 

Id. While the assessment referred to trading “fiilly enriched uranium,” Goldman told the 
Subcommittee that it has not traded any enriched uranium. Subcommittee briefing by Goldman 
Sachs (9/5/2014). 
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(b) Identifying Multiple Risks 

In addition to describing the physical commodity activities 
underway at ten large financial holding companies, the special review 
conducted by the Commodities Team catalogued, investigated, and 
analyzed numerous risks and related issues of concern associated with 
those activities. Problems Included multiple operational risks, 
weaknesses in risk management, weak valuation practices, market 
manipulation concerns, reputational risks, insufficient capital, and 
ineffective limits. 

The Commodities Team observed that one of the central 
challenges facing financial holding companies engaging in physical 
commodities activities is that the risk management techniques applicable 
to the financial world may not translate well to the physical world. 
Mining coal, producing electric power, transporting and storing oil and 
gas, storing uranium, operating a natural gas compression facility, and 
owning gasoline stations are all complex businesses with multiple risks 
varying from the commonplace to unexpected disasters. Customers can 
dry up. Labor can go on strike. Equipment can break down. 

Inventories can be too high or too low. Vendors can cause problems. 
Prices may spike or fall. Regulations can change. Transportation can 
become difficult. There can be an environmental, health, or safety 
event. Some of these commercial operational risks may be small, while 
others may be catastrophic. 

Rather than survey all of these types of operational risks, the 
Federal Reserve’s review focused on the direct risks associated with the 
storage, transport, production, and supply of physical commodities. 

They included the risks associated with a catastrophic event, including 
costs not covered by insurance; market and valuation risks including 
valuation problems leading to insufficient capital or insurance; and 
reputational risks such as allegations of price manipulation or pressures 
to pay unanticipated costs associated with an affiliate. 

Catastrophic Event Risks. One of the greatest challenges in the 
commodities business is dealing with the risk of a catastrophic event, 
such as an oil spill or gas explosion. Identifying and quantifying those 
event risks are difficult tasks. In particular, a lack of data on 
infrequent events makes it extraordinarily difficult to predict with any 
accuracy whether, when, and to what degree they may occur.^’* 


See “Complementary Activities, Merchant Banking Activities, and Other Activities of 
Financial Holding Companies Related to Physical Commodities,” prepared by Federal Reserve, 
79 Fed. Reg. 13, 3329 (daily ed. Jan. 21, 2014). 

These prediction challenges are not isolated to the financial world. For example, in the 
aftermath of the Challenger shuttle disaster, Nobel Laureate Richard Feynman famously 
challenged NASA’s probability of total failure of a space shuttle mission, which was purportedly 
1 in 100,000. While challenging the mathematical rigor of that determination, he noted that 
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The 2012 Summary Report found that building risk models for 
“very infrequent, but high impact events is very much an art,”^’’ and that 
financial holding companies had very different approaches to 
quantifying those risks.''”” According to the special review, for example, 
both Morgan Stanley and JPMorgan assumed that the maximum dollar 
loss for a power plant that experienced a catastrophic event was simply 
the value of the facility itself, without adding in costs reflecting such 
factors as loss of life, property damage, or legal expenses.'*”' The special 
review determined that Goldman Sachs had developed a power plant 
destruction loss model, but it, too, had an upper bound limited to the 
current value of its most valuable power plant. The special review noted 
that Bank of America had no total loss model for its commodity 
activities at all.'*”^ 

In addition to upper bounds that were set too low, the special 
review found that financial holding company model assumptions tended 
to be “aggressive” and resulted in “lower capital levels than would be 
for a stand alone entity.”'*”^ For example, the review found that 
JPMorgan had determined that an oil spill into water would cause the 
largest potential single loss to the firm of all of its physical commodities 
businesses, and estimated that the maximum oil spill loss would be $497 
million.'*”'* According to the special review, JPMorgan then applied 
“diversification benefits” and other assumptions to reduce its estimated 
capital exposure from $497 million to about $50 million.'*”^ The final 
capital calculation was, thus, one tenth of the original loss estimate. In 
another case involving Bank of America, the special review found that 
its stand alone capital for its commodity activities was approximately 
$208 million, with no capital at all allocated for a catastrophic loss.'*”” 

The 2012 Summary Report summarized the problems with 
managing catastrophic risks as follows: 

“Modeling for the tail risk or maximum loss for a broad range of 
physical commodities activities such as power generation, 
transportation and refining are difficult to measure and potentially 


some engineers had numbers suggesting failure rates more along the lines of 1 in 200. “Personal 
observations on the reliability of the shuttle,” Richard Feynman, (6/6/1986), 
http://science.ksc.nasa.gov/shuttie/missions/51-l/docs/rogers-commissionyAppendix-F.txt. 

2012 Summary Report, FRB-PSI-200493 [sealed exhibit]. 

400 

401 

402 Id 

Id.. 

Id. at 494. 

Id. at 493. This $50 million figure stands in sharp contrast to the over $40 billion in losses 
suffered by BP as a result of the Deepwater Horizon oil spill. See 2013 “Annual Report and 
Form 20-F 2013,” prepared by BP, BP website, 

http://www.bp.eom/content/dam/bp/pdf/mvestors/BP_Annuai_Report_and_Form_20F_2013.pdf 


2012 Summary Report, at FRB-PSI-200493 [sealed exhibit]. 
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inadequately capitalized under current framework. Practices for 
measuring stress loss are highly disparate [ajcross firms. Use of 
traditional BHC [Bank Holding Company] financial risk measure 
processes and techniques do not appear to be appropriate for 
Physical Commodity Activities.”'' 


In short, the report found that financial holding companies were not 
Identifying or quantifying catastrophic event risks in a standard or 
appropriate way, and most were clearly underappreciating such risks. 

Market and Valuation Risks. The Commodities Team found 
similar problems with how financial holding companies valued their 
physical commodities and associated facilities for purposes of 
calculating their market risk. Market risk is the “risk due to factors that 
affect the overall performance of the financial markets.”'*®* It depends 
upon accurate asset valuations, which are central to caleulating 
appropriate levels of insurance and capital. The 2012 Summary Report 
determined that the financial holding companies were using a variety of 
valuation methods, many of which contained significant flaws. 


The 2012 Summary Report found, for example, that the financial 
holding companies were using different valuation methods in different 
settings for the same physical commodity assets, leading to the use of 
one valuation method for the company’s internal metrics, another for 
their capital calculations, and perhaps another for their public reporting. 
The report determined that the different valuation methods could lead to 
profit and loss figures that varied significantly from revenues reported to 
the public under Generally Accepted Accounting Principles (GAAP).‘'°® 
The 2012 Summary Report found that, in some cases, this variance 
exceeded $1 billion.'"® 


The 2012 Summary Report provided an example involving oil 
cargoes. It found that, for its internal performance metrics, Morgan 
Stanley valued its oil cargos at the highest price available at any port in 
the world minus the transportation cost of getting it to its final 
destination.'"' By contrast, the report found that, under GAAP, the bank 
was required to value its oil cargos using spot market prices.'"^ The 
Summary Report noted that JPMorgan took a more conservative 
approach, valuing its oil cargos at the lowest observed destination price 
for its internal performance metrics, and using the lower of cost or 
market prices for its financial reporting under GAAP.'"^ These different 

at 481. 

2014 “Market Risk,” Investopedia website, 
http://www.mvestopedia.eom/terms/m/marketrisk.asp. 

2012 Summary Report, FRB-PSI-200501 - 502 [sealed exhibit]. 

Id. at 495. 

Id. 
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approaches led to very different cargo values for purposes of calculating 
capital and market risk, with lower cargo values resulting in less capital. 

Similarly, when looking at how the banks valued oil when held in 
storage, the 2012 Summary Report found very different approaches. It 
determined that Morgan Stanley used a basket of calendar spread 
options to calculate the value of its stored oil; JPMorgan used a model 
based on the intrinsic value of the highest calendar spread for the oil; 
and Bank of America used a Monte Carlo simulation of an option.^*’^* 
Again, the three approaches produced different dollar values, with 
different consequences for capital and market risk management 
calculations. 

In a third analysis, the 2012 Summary Report found that the 
financial holding companies varied somewhat in how they valued 
physical equipment, such as power plants. It determined that most held 
the plants on their books as an investment at cost, and used tolling 
agreements to capture the ongoing economic value. Tolling agreements 
typically capture the value of the spread between a plant’s output 
(electricity) and its fuel inputs (coal or gas). The 2012 Summary Report 
determined that, while this approach provided a liquid derivative 
representation of an illiquid, hard-to-value asset, this method of 
valuation also had weaknesses that would not be reflected in stress 
tests. For example, depending upon how a tolling agreement is 
worded, a bank may have to make payments to buy output from a power 
plant that isn’t producing any power, or have to buy all of the production 
of a facility whose output is no longer valuable. In addition, the 
derivatives-based valuation models might not accurately reflect the 
nature of the market risks and price variability associated with specific 
physical commodity activities. 

Placing accurate values on power plants, tolling agreements, and 
lease arrangements are critical to financial holding companies setting 
adequate insurance and capital levels. The 2012 Summary Report 
warned, however, that the valuation techniques being used by financial 
holding companies for their physical commodity activities were not 
consistent, comprehensive, or reliable. 

Reputational Risk. In addition to catastrophic, market, and 
valuation risks, the Commodities Team examined reputational risks 
associated with physical commodity activities. The 20 1 2 Summary 
Report identified two types of reputational risks associated with physical 
commodities activities, those associated with allegations of price 
manipulation and those associated with being pressured to pay for an 
affiliate’s losses. 


‘"“id. at 496. 

Id. at 493, 496. 
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The first type of reputation risk involved the risk of being accused 
of misusing physical commodity activities to engage in price 
manipulation; 

“Having access to physical markets gives the firms access to 
supply/demand information that is reportedly vital to running a 
profitable global commodities business. Many of these physical 
activities involve warehousing and storing commodity products, 
and therefore the control of the supply of certain commodities in 
specific geographic regions, which raises the potential for price 
manipulation issues.”'"® 

The report stated: “In the past few years, all the banks involved in these 
markets have been accused and/or charged of manipulating markets.” 

The report’s analysis indicated that financial holding companies 
conducting physical commodity activities opened themselves up to 
charges of being engaged in market or price manipulation. Banks that 
avoided physical commodity activities were less vulnerable to those 
types of allegations. The analysis also identified two different aspects of 
price manipulation allegations, accusations regarding misusing inside 
information to make profitable trades, and accusations regarding the 
improper manipulation of supplies to affect commodity prices. 

Suspicions related to misuse of non-public information arise from 
the fact that financial holding companies conducting commodity trades 
are simultaneously privy to commodity decisions being made by 
numerous clients, some of which may be important market participants. 
In addition, financial holding companies operating warehouses, 
pipelines, or shipping businesses gain access to non-public information 
that can be used to make profitable trading decisions. While commodity 
laws traditionally have not barred the use of non-public information in 
the same way as securities laws, concerns about unfair trading 
advantages deepen when the trader is a large financial institution with 
access to non-public information about numerous clients as well as its 
own extensive commodity activities. 

A related concern is when financial holding companies operate 
businesses that can directly affect market supplies at the same time they 
are trading commodity-related financial instruments on exchanges or 
over the counter. Cancelling warrants that lengthen a warehouse queue, 
causing congestion in electricity markets, or supplying copper to an 


"“id. at 492. 
"‘Hd. 
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exchange traded fund are actions that can and have elicited charges of 
market manipulation.'”* 

In recent years, banks and their holding companies have settled 
allegations of price manipulation by paying substantial fines and legal 
fees. For example, in July 2013, JPMorgan paid $410 million to settle 
charges by the Federal Energy Regulatory Commission (FERC) that the 
bank had manipulated electricity markets in California and the Midwest, 
as further described below.'^** In January 2013, Deutsche Bank paid 
$1.6 million to settle FERC price manipulation charges that, in 2010, it 
had “engag[ed] in a scheme in which [the bank] entered into physical 
transactions to benefit its financial position,” including by making 
physical electricity trades to offset losses in electricity-related financial 
instruments held by the bank.'*^® Also in 2013, Barclays Bank contested 
charges by FERC imposing a $453 million civil penalty on the bank for 
“manipulating electric energy prices in California and other western 
markets between November 2006 and December 2008.”'*^’ Banks have 
also been accused by regulators'*^^ and plaintiffs'*^^ of rigging metals 
markets as well. 

The 2012 Summary Report warned: “Reputational risks can be 
significant with frequent occurrences and accusations of pricing 
manipulation.”'*^'* What the Summary Report failed also to acknowledge 
is that price manipulation is not just a matter of reputational risk, but an 
increasing area of actual misconduct by bank holding companies leading 
to civil and criminal proceedings, violations of law, substantial fines, 
and enormous legal fees. The Summary Report contained little analysis 
and no recommendations on how regulators should oversee or manage 
the conflicts of interest inherent in a financial holding company that 


See, e.g., In re Deutsche Bank Energy Trading. LLC . FERC Case No. IN12-4-000, Order 
Approving Stipulation and Consent Agreement, (li^2/2013 ), 142 FERC at H 61,056, 
http://www.ferc, go v/EventCaIendar/Files/20 1301221 249 1 0-IN 1 2-4-000. pdf ; Superior Extrusion 
V. Goldman Sachs . (USDC ED Mich.), Complaint, (8/1/2013), at TlTj 3, 6, 1 1. 

7/30/2013 FERC press release, '"‘JP Morgan Unit Agree to $410 Million in Penalties, 
Disgorgement to Ratepayers,” http://www.ferc.gov/media/news-reIeases/2013/2013-3/07-30- 
i3.asp#.VDVXWKPD9aQ. 

1/22/2013 FERC press release, “FERC Approves Market Manipulation Settlement with 
Deutsche Bank,” http://www.ferc.gov/media/news-releases/20 1 3/20 13-1/01 -22- 1 3 .asp : In re 
Deutsche Bank Ener 2 V Trading. LLC . FERC Case No. 1N12-4-000, Order Approving Stipulation 
and Consent Agreement, (1/22/2013 ), 142 FERC atT161,056, 
http://www.ferc. go v/EventCalendar/Files/20 1301221 249 1 0-IN 1 2-4-000. pdf . 

7/16/2013 FERC press release, “FERC Orders $453 Million in Penalties for Western Power 
Market Manipulation,” http;//www.ferc.gov/media/news-releases/201 3/2013-3/07-16- 
1 3 .asp#.VDFvefldVuO. 

See, e.g., “Metals, Currency Rigging Is Worse Than Libor, Bafm Says,” Bloomberg, Karin 
Matussek and Oliver Suess, (1/17/2014), http://wvinv.bloomberg.eom/news/2014-01-16/metals- 
currency-rigging-worse-than-libor-bafin-s-koenig-says.html. (quoting Elke Koenig, the top 
financial regulator in Germany). 

See, e.g., Nicholson v. The Bank of Nova Scotia et al. Case No. 14cv05682 (USDC SD NY), 
Report, FRB-PSl-200477-510, at 482 [sealed exhibit]. 
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engages simultaneously in commodities trading and physical commodity 
activities like storing, transporting, or supplying commodities. 

The 2012 Summary Report identified a second, very different type 
of reputational risk that arises when a financial holding company comes 
under pressure, for reputational reasons, to provide financial support for 
an affiliate or other party that has suffered significant losses or is 
suspected of misconduct. The 2012 Summary Report highlighted as an 
example BP’s decision to pay damages associated with the Deepwater 
Horizon oil spill.'*^^ The same risk was evident in the financial crisis 
when, for reputational reasons, firms like Bear Steams and State Street 
Bank assumed significant financial obligations incurred by hedge funds 
with which they were associated but had no direct legal responsibility. 

The 2012 Summary Report expressed the opinion that financial 
holding companies did not adequately appreciate the reputational risks 
arising from their involvement with physical commodity activities. 

(c) Evaluating Risk Management and Mitigation 
Practices 

After identifying multiple risks associated with physical 
commodity activities, the 2012 Summary Report discussed ways in 
which some financial holding companies attempted to manage and 
mitigate those risks. The analysis focused in particular on legal 
structures, use of third-party vendors, insurance, and capital buffers. 

Legal Structures. The 2012 Summary Report found that one of 
the primary ways that financial holding companies sought to limit their 
risk for physical commodity activities was by creating separate legal 
structures to conduct the activities.^^* For example, the report found that 
Goldman Sachs typically purchased companies that engaged in power 
generation, rather than purchased the physical power generation assets 
directly, in part to shield itself from liability for activities at the power 
plant.'*^^ Similarly, the report found that Goldman Sachs avoided “overt 
control of its coal mine business,” by using a subsidiary as the direct 

Id. at 482, 492. 

See 1/201 1 “Crisis Inquiry Report: Final Report of the National Commission on the Causes 
of the Financial and Economic Crisis in the United Stales,” prepared by the Financial Crisis 
Inquiry Commission, at 286, 

http://cybercemetery.unt,edu/archive/fcic/201 103 10173 545/http://c01 82732. cdnl.cloudflles.rack 
spacecloud.coni/fcic_final_report_fuil.pdf (explaining how the failure of two Bear Stearns funds 
led to the government bailout of the firm itsel:0- See also “Test Case on the Charles,” Raj Date, 
Cambridge Winter Center for Financial Institutions Policy (6/12/2010), 
http://www.cambridgewinler.org/Cambridge_Winter/Archives/Ent 

ries/2010/6/12_TEST_CASE_ON_THE_CHARLES_files/state%20street%20volcker%20061 
210.pdf (explaining how State Street bailed out funds that it managed, but then itself needed aid 
via several taxpayer-backed programs). 

2012 Summary Report, at FRB-P SI-200492. 

Id. at 488. 

Id. at 489. 
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owner and by not hedging its underlying coal exposures, in an attempt to 
demonstrate the legal distinction between the financial holding company 
and its affiliate."*^® 

The 2012 Summary Report raised a number of questions about the 
effectiveness of this approach. It stated: 

“There is no available historical precedent to support ... the 
effectiveness of the ‘legal structure’ mitigation strategy, rather 
there have been cases where a company using third part[y] vendors 
was itself held liable for environmental damage. 

There have been cases where firms, due for example to action of 
their employees which damaged legal protections, have been held 
legally liable for fines and damages (e.g. the firm Total was held 
responsible for the spill of oil on a ship it did not own due to not 
following internal policies). . . . 

The integrity of legal structures cannot be guaranteed as firms 
could be compelled for reputational or other reasons to cover 
damages from an event such as in the Deepwater Horizon incident 
when BP incurred losses even though they were not the 
operator.”*^' 

In addition, financial holding companies using subsidiaries to 
conduct physical commodity activities are exposed to a “Catch-22” legal 
problem.'*^^ On the one hand, if the firm seeks to actively mitigate the 
risks associated with the physical commodity activities by exerting 
control over the subsidiary’s management or operations, its actions will 
increase the connections between the parent and the subsidiary and 
increase the likelihood that any future liability incurred by the subsidiary 
will be imputed to the parent, facilitating the piercing of the legal 
distinctions between the two corporate entities. On the other hand, if the 
firm does not exert control over the subsidiary’s management or 
operations, then its subsidiary may incur greater risk, which may or may 
not ultimately flow back as liabilities to the parent.''” 


™id. 

Id. 

“Catch -22,” Merriam-Webster Online Dictionary, http://www.meiTiani- 
webster.com/dictionary/catch-22, (defines “catch-22” as “a problematic situation for which the 
only solution is denied by a circumstance inherent in the problem or by a rule”). The term was 
first introduced in a book entitled, Catch-22, written by Joseph Heller. 

As the Federal Reserve’s recent rulemaking action examining bank involvement with physical 
commodity activities put it: “[CJurrent management techniques designed to mitigate risks, such 
as frequent monitoring of risk, requirements to restrict the age of transport vessels, and review of 
disaster plans of third-party transporters, may have the unintended effect of increasing the 
potential that the [financial holding company] may become enmeshed in or liable to some degree 
from a catastrophic event.” “Complementary Activities, Merchant Banking Activities, and Other 
Activities of Financial Holding Companies Related to Physical Commodities,” 79 Fed. Reg. 13, 
3329, 3332, prepared by the Federal Reserve, (daily ed. Jan. 21, 2014). 
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This tension may be further exacerbated if the subsidiary is held as 
a merchant banking investment, whieh bars the financial company from 
routinely managing the portfolio eompany.'*^'* 

While creating separate legal structures may help minimize some 
of the risks that could flow back to a financial holding company or its 
other affiliates, the 2012 Summary Report found that strategy did not 
ensure financial holding companies would be protected from risk."*^^ 

Third Party Operators. A related mitigation strategy used by 
some financial holding companies to avoid potential liabilities involved 
outsourcing key functions in physical commodities activities to 
unrelated third parties. This strategy included, for example, hiring a 
third party contractor to run a power plant or operate an oil tanker. The 
2012 Summary Report raised questions about the efficacy of this 
strategy, noting that “there have been cases where a company using third 
part[y] vendors was itself held liable for environmental damage.”"*^® The 
report also observed that BP was found responsible for the Deepwater 
Horizon oil spill despite the fact that BP was not the legal operator of the 
oil rig and had hired a third party to run it.'*” The report further noted 
that some financial holding companies exercised ongoing oversight of 
their third party vendors, raising the same concerns associated with a 
subsidiary - that extensive oversight could also lead to greater liability 
in the event of a disaster or misconduct. 

The 2012 Summary Report concluded: “Vendor Management 
practices for physical commodities needO to be improved.”'*^ After 
describing several problems, the Summary Report noted: “Current 
corporate policies do not readily address the unique relationship^ and 
dependency of physical commodities activities with vendors.”'* ’ 

Insurance. Another mitigation strategy examined by the 2012 
Summary Report was the use of different types and levels of insurance 
by the financial holding companies. The 2012 Summary Report 
questioned the usefulness of this mitigation strategy, after its research 
determined that “[ijnsurance companies reportedly will not insure the 
full event loss due to their inability to measure the maximum potential 
loss.”''" 


Merchant Banking Rule, 66 Fed. Reg. 8466 (1/31/2001), codified at 12 C.F.R. Part 225, 
Subpart J. 

2012 Summary Report, at FRB-PSl-200489 [sealed exhibit]. See also “Complementary 
Activities, Merchant Banking Activities, and Other Activities of Financial Holding Companies 
Related to Physical Commodities,” prepared by Federal Reserve, 79 Fed. Reg. 13, 3329 (daily 
ed. Jan. 21, 2014). 

2012 Summary Report, at FRB-PSI-200489 [sealed exhibit]. 
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Id. at 490. 

"’Id. 

Id. at 481. 
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The 2012 Summary Report found that all financial companies 
retained some form of insurance for their physical commodity activities 
and that “[ijnsurance practices [we]re generally similar among firms.”''''^ 
At the same time, of the institutions whose insurance was reviewed, 

Bank of America, Barclays, Goldman Sachs, JPMorgan, and Morgan 
Stanley, the Summary Report found significant variations in the levels of 
Insurance coverage obtained for commodity-related activities.'*'*^ 

In addition, the 2012 Summary Report found that the Insurance 
coverage at the financial holding companies examined appeared to be 
insufficient. It noted that “[pjhysical commodities is a notoriously fat- 
tailed business with [the] insurer only covering limited losses for some 
rlsks.”'*'*^ The 2012 Summary Report found that “[i]n all cases ... 
insurance for . . . catastrophic events is capped at a certain level 
(typically US $1 billion) and firms cannot cover any amount beyond the 
cap through insurance.”'*'*'* It also noted that the financial holding 
companies used “aggressive assumptions” to minimize estimated losses 
from a catastrophic event,'*'*^ and found that, when comparing capital and 
Insurance reserves against estimated costs associated with “extreme loss 
scenarios,” “the potential loss exceeds capital and insurance” by billions 
of dollars.'*'*^ 


The 2012 Summary Report concluded that, in the event of a multi- 
billion-dollar catastrophe such as a major oil spill, insurance would not 
protect a financial holding company from significant costs. 

Capital. A final mitigation strategy examined by the 2012 
Summary Report was the extent to which financial holding companies 
conducting physical commodity activities held additional capital to 
cover potential losses stemming from those activities. The Summary 
Report noted that capital can provide significant loss absorption capacity 
and is a critical component in risk mitigation and bank regulation, but 
also concluded that “current levels of capital appear insufficient to 
protect against a maximum loss potential.”'*'*’ 


Federal regulations establish several methods for financial holding 
companies to calculate the amount of capital they need, with the amount 
based in part on the value and riskiness of the activities it undertakes.'*'** 


“"Id. at 491. 


Id. at 509. See also id. at 500 (noting that insurance companies “do not have comfortable 
ways to assess the rail risk and thus avoid insuring the tails” for catastrophic events, such as 
multi-billion dollar oil spills). 

Id. at 491. 

Id. at 493 - 494. 

Id. at 498, 509. The 2012 Summary Report also noted that commercial firms engaged in oil 
and gas businesses had a capital ratio of 42%, wdiile bank holding company subsidiaries had a 
cajpital ratio of, on average, 8% to 10%. Id. at 499. 

Id. at 481. 

See, e.g., 77 Fed. Reg. 53059 (2012). 
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The 2012 Summary Report raised concerns about how assets were being 
valued for capital calculation purposes, whether some assets were being 
excluded, and how the capital rules were being applied. The report 
noted, for example, that “applying capital allocation methods that are 
based on financial mark-to-market methodologies to physical activities 
leads to considerably lower capital rations than methods used by non- 
financial firms engaged in the same businesses.”'*'*^ The Commodities 
Team also noted that non-financial firms engaged in similar physical 
commodity activities were funded with a capital ratio of about 42%, 
whereas the subsidiaries of financial holding companies engaged in 
those activities had a capital ratio of roughly 8-10%.'*^“ This wide 
disparity was found to exist across multiple physical commodity 
activities including liquid pipelines, natural gas facilities, and electrical 
power operations.^^' 

The 2012 Summary Report also highlighted weaknesses in the 
capital allocations for certain physical commodities activities. After 
examining how oil and gas were valued during storage and 
transportation, as well as how transportation, storage, and power 
generation facilities themselves were valued, the Commodities Team 
found inappropriate valuation methods and significant gaps in capital 
charges. For example, the report noted that, while commodity-related 
hedges may show up in Value-at-Risk measures, underlying leases or 
tolling agreements may incur no capital charge at all.'*^^ 

The 2012 Summary Report concluded: “Current levels of capital 
appear insufficient to protect against a maximum loss potential - on a 
stand alone basis.”'*” In addition, it found that four major financial 
holding companies. Bank of America, Goldman Sachs, JPMorgan, and 
Morgan Stanley, had insufficient capital, even when enhanced with 
insurance, to cover losses associated with an extreme loss scenario, such 
as the Exxon Valdez oil spill, the Environmental Protection Agency’s 
Oil Spill Loss Model, or the Deepwater Horizon oil spill event.'*^'* Put 
another way, the report determined that the financial holding companies 
could incur significant net losses far in excess of their insurance and 
capital loss absorption capabilities in the event of a catastrophic event. 

Prudential Limits. One mitigation strategy discussed in the 
Summary Report involves financial holding company compliance with 
the prudential limits put in place by regulators to restrict the size of their 
physical commodity activities. As discussed earlier, the Federal Reserve 
granted complementary authority to financial holding companies 


2012 Summary Report, at FRB-PSl-200499. 
Id. at 499, 507. 

Id. at 499. 

Id. at 501 - 502. 

Id. at 481. 

Id. at 498. 



459 


111 

conditioned upon their limiting the resulting physical commodity 
activities to less than 5% of their Tier 1 capital. The Gramm-Leach- 
Bliley Act imposed a cap on grandfathered activities, using a much 
higher limit equal to 5 % of the financial holding company’s 
consolidated assets. Separately, the Office of the Comptroller of the 
Currency imposed caps on the amount of certain physical commodities 
that can be held in a national bank. 

As more fully explained below, those limits have been subject to 
various interpretations that have undermined their collective ability to 
ensure the safety and soundness of the banks and holding companies 
engaged in the physical commodity activities. One key problem is that 
the limits have not been considered, applied, or enforced in an integrated 
fashion.'*^^ In addition, some financial holding companies have excluded 
major categories of commodity-related assets or used dubious valuation 
methods when calculating compliance with some of the limits.'*^^ The 
2012 Summary Report noted, for example, that JPMorgan had booked 
“significant amounts of base metals in the national bank entity,” and did 
not include those holdings when calculating the financial holding 
company’s compliance with the 5% limit on its complementary 
activities, noting that, in September 2012, the financial holding company 
hit “an all time high in physical holdings.”''” 

In response, the 2012 Summary Report indicated that work was 
being done to develop a standard approach for valuing assets and called 
for better disclosures by financial holding companies to track 
compliance with the size limits.''^* At the same time, the Summary 
Report failed to discuss better integration or enforcement of existing size 
limits, or whether the limits themselves needed to be improved. 

(d) Recommendations 

In addition to identifying key risks and evaluating mitigation 
strategies, the 2012 Summary Report offered a number of 
recommendations to strengthen Federal Reserve oversight of financial 
holding company involvement with physical commodities. Those 
recommendations were as follows; 

“-While action on the 4o authority is still open, BHCs [bank 

holding companies] will be able to conduct physical commodity 


See 4/16/2014 comment letter from Subcommittee Chairman Carl Levin to Federal Reserve, 
“Advanced Notice of Proposed Rulemaking Related to Physical Commodities Docket No. 1479 
and RIN 7100 AE-10,” (hereinafter “Senator Levin Comment Letter”), 
http://www.federalreserve.gOv/SECRS/2014/April/20140417/R-1479/R- 
1479_^041614_124566„48190I422162J.pdf. 

See discussion of JPMorgan involvement with size limits, below. 

2012 Summary Report, at FRB-PSI-200506. 

Id. at 484. 
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activities under the 4k permissibility/authority and Merchant 
Banking. 

-Action points include closer monitoring, strengthen the 4k 
through the applications process, higher capital. 

-Commodity businesses should be looked at in a stand-alone 
capacity, capital levels should be aligned to cover maximum 
potential loss with a buffer. 

-If it was not part of the BHC what amount of capital would be 
needed as a viable entity. . . . 

-Firms are utilizing operating leases to extract economic value 
with minimal capital charge - propose a way to capitalize these 
leasing arrangement[s] as would be if treated under capital 
leasing[.] 

-Increase capital requirement for physical commodities activity - 
which could include[:] 

0 Eliminate the diversification benefit for ops risk capital and 
assign a loss probability equal to the term of the lease and not 
a one year period or longer. 

0 Add a specific risk charge - account for the unique nature of 
these assets[.] 

0 Treat operating leases as capital lease[s] and back ‘on the 
balance sheet[.]’ 

-Improve corporate risk governance on physical commodities 
activities and strengthen stress testing practices[.] 

-Require formal reporting of physical commodities exposures such 
as 9YC, !$A and 14Q and 5% tier 1 capital limit[.] 

-Greater definition of regulatory permissibility.”'*^® 

The Federal Reserve told the Subcommittee that these 
recommendations were reviewed by senior Federal Reserve managers, 
but were not submitted directly to any member of the Federal Reserve 
Board of Governors.**® According to Federal Reserve representatives, 
the recommendations were “integral” to the Federal Reserve Board’s 
decision to reconsider its position on financial holding company 
involvement with physical commodities and one of many factors that led 
to its decision to request public comment on whether new regulations 


Id. at 483 - 484. 

Subcommittee briefing by the Federal Reserve (10/8/2014). 
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should be issued/^' Two years after the recommendations were made, 
however, the Federal Reserve declined to identify for the Subcommittee 
any that had actually been implemented.''*^ 

C. Taking Steps to Limit Physical Commodity Activities, 
2009-Present 

Since 2008, instead of allowing financial holding companies to 
continue to expand their involvement with physical commodities, the 
Federal Reserve has begun to take steps to curb high risk physical 
commodity activities at financial holding companies, including by 
halting previously permitted activities, denying or delaying requests for 
expanded activities, and adopting changes to capital rules that increase 
protections against commodities-related risks. In addition, earlier this 
year, the Federal Reserve sought public comment on whether it should 
propose new regulatory limits on banks’ physical commodities 

• • • 463 

activities. 

(1) Denying Applications 

After ten years of granting financial holding company applications 
to engage in an increasingly broad range of physical commodity 
activities, beginning in 2010, the Federal Reserve began to deny some 
requests for expanded commodity activities. 

Illiquid Oil Products. One of the first examples of this shift 
involved the Federal Reserve’s denial of a request by JPMorgan to trade 
certain oil-based products knovm as asphalt, Canadian or CAD 
condensate, cutter stock, straight run fuel oil, and marine diesel. 

These oil products, which are distillated from crude oil at refineries, are 
traded in relatively small volumes in less liquid markets, compared to 
crude oil.'"’^ JPMorgan had acquired small stocks of them when, in 
2010, it acquired physical commodity assets from RBS Sempra, a joint 
venture between the Royal Bank of Scotland (RBS) and a U.S. company 
known as Sempra Energy.''** At the request of RBS, the Federal 
Reserve had issued a 2008 complementary order allowing RBS and RBS 
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See “Complementary Activities, Merchant Banking Activities, and Other Activities of 
Financial Holding Companies Related to Physical Commodities,” prepared by Federal Reserve, 
79 Fed. Reg. 13, 3329 (daily ed. Jan. 21, 2014). 

2012 Summary Report, at FRB-PSI-200505. 

See 4/18/201 1 memorandum by the Federal Reserve Commodities Team, “JPMC Asphalt, 
Cutter Stock, Fuel [0]il, Marine Diesel and CAD Condensate Trading Approval Application,” 
FRB-PSI-300323 ~ 325, at 324. 

See 7/1/2010 JPMorgan press release, “J.P. Morgan completes commodities acquisition from 
RBS Sempra,” 

https ://\vww.jpmorgan.com/cm/cs?pagename==JPM_redesign/JPM__Content_C/Generic_Detail_P 
age_Template&cid“l 277505237241. 
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Sempra Commodities to buy and sell those oil products, even though 
they were not approved by the CFTC for trading on an exchange. 

In August 2010, JPMorgan filed an application with the Federal 
Reserve for permission to trade the same oil products as RBS Sempra 
Commodities.''^* To support its request, JPMorgan stated in its filing 
that it “incorporate[d] herein by reference the considerations that the 
Board cited in the RBS Order with respect to the Proposed 
Commodities.”''^^ In October 2010, the Federal Reserve asked 
JPMorgan to provide additional information demonstrating that the oil 
products retained the “attributes of price transparency, fiingibility, and 
liquidity” that they possessed in 2008, including information about 
where and how the commodities were traded.''^” JPMorgan responded 
ten days later.'*’’ In April 2011, the Federal Reserve Commodities Team 
conducting the special review of financial holding company involvement 
with physical commodities provided an analysis indicating that only one 
of the oil products, CAD condensate, had “all of the necessary 
characteristics for permissibility.”"”^ It recommended against approving 
the trading of the other oil products, due to their illiquidity and lack of a 
futures market, and recommended maintaining the same limit on CAD 
condensate trading that already applied to JPMorgan’s affiliate JPMC 
Energy Ventures.”^ After that analysis, the Federal Reserve sought and 
received additional information from JPMorgan regarding each of the oil 
products.'”'' In August 2012, after it had become clear that the Federal 
Reserve would deny the request, JPMorgan withdrew its application to 
trade the oil products.'*’^ 

The decision of the Federal Reserve not to approve JPMorgan’s 
trading request, which took two years to finalize, is one of the first 
instances of the Federal Reserve reversing an earlier grant of authority to 
engage in an otherwise impermissible commodity activity. 


RBS Order, at C60. 

8/1 8/20 1 0 “Notice to the Board of Governors of the Federal Reserve System by JPMorgan 
Chase & Co. Pursuant to Section 4(k)(l)(B) of the Bank Holding Company Act of 1956, as 
amended, and 12 C.F.R. §225.89,” FRB-PSI-30164I - 644, at 641. 

Id. at 643. 

10/18/2010 letter from the Federal Reserve Bank of New York to JPMorgan, FRB-PSI- 
301650- 651 [sealed exhibit]. 

10/28/2010 letter from JPMorgan to the Federal Reserve Bank of New York, “JPM Chase 
Request for Additional Information,” FRB-PSI-30I653 - 663. 

4/18/201 1 memorandum by the Federal Reserve Commodities Team, “JPMC Asphalt, Cutter 
Stock, Fuel [0]il, Marine Diesel and CAD Condensate Trading Approval Application,” FRB- 
PSI-300323 - 325. 

Id. at 325. 

See, e.g., 12/2/2011 email from JPMorgan to the Federal Reserve, with attachment, 
“Additional Commodities,” FRB-PSI-301666 - 670; undated submission from JPMorgan to the 
Federal Reserve, “Responses to Requests for Additional Information,” FRB-PSI-300311 - 313. 

8/7/2012 letter from JPMorgan to the Federal Reserve Bank of New York, “Notice Regarding 
Application for Relief in Coimection with Complementary Authority,” FRB-PSI-301056; 
8/9/2012 letter from the Federal Reserve Bank of New York to JPMorgan, FRB-PSI-301676; 
Subcommittee briefing by the Federal Reserve (12/13^013). 
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Warehouse Business. A second example of the Federal Reserve’s 
shift to a more restrictive interpretation of permissible commodities 
activities involves the Federal Reserve’s review of JPMorgan’s request 
to own and operate Flenry Bath & Son Ltd. Henry Bath is a U.K. 
company that operates a global network of warehouses that store 
commodities traded on the London Metal Exchange (LME), including 
copper, aluminum, nickel, tin, lead, zinc and steel billet.''^* Its 
operations include warehouse services for commodities traded on the 
LME, NYSE Liffe or ICE Futures US,'’’^ as well as off- warrant 
stocks.''^® 

As explained earlier, on July 1, 2010, as part of a larger acquisition 
from RBS Sempra, JPMorgan acquired Henry Bath. Under the Bank 
Holding Company Act, JPMorgan then had a two-year grace period to; 
(1) divest its ownership, (2) obtain a “complementary” order, or (3) 
conform the investment to comply with merchant banking restrictions.'’^^ 
At first, JPMorgan sought a complementary order to own and operate 
the Henry Bath warehouses,'’*® but in 201 1, the Federal Reserve 
indicated it would deny the request,'**' and JPMorgan withdrew it.'’*^ On 
June 29, 2012, the day before its grace period lapsed, the bank sought a 
one-year extension from the Federal Reserve so that it could bring the 
investment into compliance with its merchant banking authority.'’ ^ 
Several months later, the Federal Reserve indicated that JPMorgan could 
not hold Henry Bath as a merchant banking investment,'**'* and gave 
JPMorgan a one-year extension to July 2013, on the understanding that 
JPMorgan would use the time to sell the company. ‘’*^ In May 2013, 


9/10/2013 letter from JPMorgan legal counsel to the Subcommittee, “JPMorgan Chase & 

Co’s Sixth Response to January 1 1, 2013 Questionnaire,” PSl-JPMorganChase-06-000001 - 013, 
at 005. 

Id. 

Id. 

See undated “Merchant Banking Investment in Henry Bath,” prepared by JPMorgan for the 
Federal Reserve, FRB-PSI-000580 - 582, at 580. 

6/8/201 1 letter from JPMorgan legal counsel to Federal Reserve Bank of New York, FRB- 
PSI-300977 - 1052. 

See 2012 Summary Report, at FRB-PSI-200505 (stating the Federal Reserve “[rjejected” the 
JPMorgan application “to hold Henry Bath metals storage facility as 4(k) complimentary 
activity”); Subcommittee briefing by JPMorgan (4/23/2014). 

10/26/201 1 letter from JPMorgan legal counsel to Federal Reserve Bank of New York, 
“Notice Regarding LME Metals Warehousing,” FRB-PSI-30i636 - 637 (withdrawing request). 

6/29/2012 letter from JPMorgan to Federal Reserve Bank of New York, FRB“PSI-30106i- 
062. In August, JPMorgan replaced that request with one for a three-year extension. 8/16/2012 
letter from JPMorgan to Federal Reserve Bank of New York, FRB-PSI-300358 - 359. See also 
undated “Merchant Banking Investment in Henry Bath,” prepared by JPMorgan for the Federal 
Reserve, FRB-PSI-000580 - 582. 

See 10/3/2012 Summary Report, at FRB-PSI-200505 (stating the Federal Reserve had 
“[rjejected” the JPMorgan application to hold Henry Bath metals storage facility “under 
Merchant Banking Authority”); Subcommittee briefing by Federal Reserve (1 1/27/2013). 

1 1/16/2012 letter from Federal Reserve to JPMorgan, FRB-PSI-300338 - 340 (granting 
extension to 7/1/2013); 10/31/2012 Federal Reserve memorandum, “Request by JPMorgan 
Chase & Company for an extension of time to divest or conform nonbanking activities,” FRB- 
PSI-30i525 - 531. 
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JPMorgan made a request for yet another year, and based upon its good 
faith efforts to sell the company, the Federal Reserve gave JPMorgan 
another year to divest the holding."**® In March 2014, JPMorgan reached 
an agreement to sell certain physical commodities assets, including 
Henry Bath, to the Swiss-based commodities and energy firm, 
Mercuria.'**^ That acquisition was finalized in October 2014."*** 

Other Requests. The Federal Reserve’s new reluctance to 
approve expanded physical commodities activities was not confined to 
JPMorgan. It also rejected applications by Goldman Sachs and Morgan 
Stanley to trade physical iron ore."**’ It also denied an a^|)lication by 
Goldman Sachs for a joint venture sugar plant in Brazil. 

In addition, the Federal Reserve delayed making a decision on 
applications requesting approval of new physical commodity activities 
as complementary activities. Bank of America, for example, has had a 
complementary application pending since 201 0."*” In 2012, Toronto 
Dominion Bank submitted an application for complementary authority 
to engage in certain physical commodity activities involving natural gas, 
but withdrew it in 20 14."*’^ 

More broadly, in July 2013, the Federal Reserve issued a public 
statement that it was reconsidering its previously permissive view of 
“complementary” orders: “The Federal Reserve regularly monitors the 
commodity activities of supervised firms and is reviewing the 2003 
determination that certain commodity activities are complementary to 
financial activities and thus permissible for bank holding companies.”"*’^ 
That announcement, now over a year old, has not yet resulted in a 


486 7/11/2013 letter from the Federal Reserve to JPMorgan, FRB-PSI-301069 - 071. 

Subcommittee briefing by Mercuria (9/12/2014). See also “JPMorgan sells physical 
commodities unit to Mercuria for $3.5 billion ” Reuters, Dmitry Zhdannikov and Chris Peters 
(3/1 9/20 1 4), http ://www.reuters .com/article/20 1 4/03/ 1 9/us-jpmorgan-mercuria- 
idUSBREA2I0LG20 1 403 1 9. 

See 10/3/2014 JPMorgan press release, “J.P. Morgan Completes Sales of Physical 
Commodities Assets ” 

http://investor.shareholder.com/jpmorganchase/reieasedetail.cfm?ReleaselD=874514. 

2012 Summary Report, at FRB-PSI-200505. 

5/4/2010 letter from Bank of America legal counsel to Federal Reserve, “Section 4(k)(i)(B) 
Notification by Bank of America Corporation of Its Intention to Continue to Engage in Certain 
Physically-Settled Commodity Trading Activities and Related Activities, Engage in Energy 
Tolling Activities and Continue to Provide Certain Asset and Energy Management Services, 
through Certain Affiliates,” FRB-PSI-500001 -218 (providing notice of the bank’s intent to 
engage in an expanded set of physical commodity activities as a result of its acquisition of 
Merrill Lynch); Subcommittee briefing by Federal Reserve (12/13/2013); 11/17/2014 email from 
Federal Reserve to Subcommittee, PSI-FRB-21-000001 - 002, at 001. 

10/2/2012 letter from Toronto Dominion Bank legal counsel to Federal Reserve, “Notice by 
The Toronto-Dominion Bank to Engage in Commodity Trading Activities,” FRB-PSl-500219 - 
231; Subcommittee briefing by Federal Reserve (12/13/2013); 1 1/17/2014 email from Federal 
Reserve to Subcommittee, PSI-FRB-21-000001 - 002, at 001. 

Federal Reserve statement to the New York Times (7/19/20013), copy provided by the 
Federal Reserve to the Subcommittee. 
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broader policy statement or regulatory proposals on how the Federal 
Reserve intends to interpret the Gramm-Leach-Bliley complementary 
authority. 


(2) Using Other Means to Reconsider Physical 
Commodity Activities 

In addition to taking a more restrictive approach to applications for 
expanded physical commodity activities, the Federal Reserve has 
signaled its intention to reeonsider financial holding company 
involvement with physieal eommodities using other meehanisms to 
restrain physical commodity activities or reduce their attendant risks to 
the financial system, ineluding through an ongoing study and regulatory 
actions. 

Section 620 Study. In 2010, Congress enacted the Dodd-Frank 
Wall Street Reform and Consumer Protection Act. Section 620 of that 
Act, which was added to the legislation in an amendment sponsored by 
Senators Jeff Merkley and Carl Levin, requires federal banking 
regulators to conduct a review and prepare a report on “the activities that 
a banking entity may engage in under Federal and State law, ineluding 
activities authorized by statute and by order, interpretation and 
guidance.”'*^'* That study, which is ongoing, offers another mechanism 
to reconsider financial holding company involvement with physical 
commodities. 

The sponsors of the Section 620 study have explained that it was 
intended to “address the risks to the banking system arising from . . . 
longer-term instruments and related trading.”'* ^ Specifically, Section 
620: 


“directs Federal banking regulators to sift through the assets, 
trading strategies, and other investments of banking entities to 
identify assets or activities that pose unacceptable risks to banks, 
even when held in longer-term accounts. Regulators are expected 
to apply the lessons of that analysis to tighten the range of 
investments and activities permissible for banking entities, whether 
they are at the insured depository institution or at an affiliate or 
subsidiary, and whether they are short or long term in nature.”'*^^ 

It also directs the banking regulators to focus on “any financial, 

operational, managerial, or reputation risks assoeiated with or presented 


™ Section 620(a), Dodd-Frank Wall Street Reform and Consumer Protection Act, P.L. 1 1 1-203, 
codified at 12 U.S.C. §5301. 

156 Congressional Record S5870, S5895 (daily ed. July 15, 2010) (statement of Sen. 
Merkley). 

«‘ld. 
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as a result of the banking entity engaged in the activity or making the 

• 9^497 

investment. 

The 2012 Summary Report explicitly points to the Section 620 
report as a possible mechanism for clarifying appropriate commodity- 
related activities for banks and financial holding companies.'*®* Other 
federal banking regulators have also indicated that physical commodities 
activities would be an appropriate topic for the Section 620 study and 
report. The report could be used by the Federal Reserve and OCC, for 
example, to coordinate their interpretations of permissible physical 
commodity activities, as well as appropriate safeguards to reduce risks, 
including their respective 5% limits on the size of physical commodity 
holdings. However, the report is nearly 3 years overdue,'*®® and there is 
no sign of when it may be completed. 

(3) Changing the Rules 

In addition to reconsidering financial holding company 
involvement with physical commodities by reconsidering its 
complementary orders and using the ongoing Section 620 study, the 
Federal Reserve is also making use of its regulatory authority. Recently, 
together with other federal regulators, the Federal Reserve issued new 
capital rules that, in part, addressed commodity-related concerns. In 
early 2014, the Federal Reserve also issued an advanced notice of 
proposed rulemaking soliciting public comment on whether it should 
take regulatory action to address a number of commodity-related issues. 

Revising the Capital Rules. In December 2010, the Basel 
Committee on Banking Supervision proposed significant revisions to the 
international framework for regulating bank capital, often referred to as 
the Basel III proposal.^®® The Basel III framework revised many of the 
mechanisms and criteria used to determine appropriate levels of capital 
for financial holding companies, including their commodities 
activities.^®' On July 2, 2013, the Federal Reserve adopted rules to 
implement the Basel III framework, and on July 9, 2013, the Office of 


Section 620(a)(2)(B), Dodd-Frank Wall Street Reform and Consumer Protection Act, P.L. 

1 1 1-203, codified at 12 U.S.C. §5301, 

See 2012 Summary Report, at FRB-PSI-200506. 

See Section 620(a)(1) of the Dodd-Frank Wall Street Reform and Consumer Protection Act, 
P.L. 111-203, codified at 12 U.S.C. 5301 (indicating study was to be finished in December 
2011 ). 

See 12/2010 Basel Committee on Banking Supervision report “Basel III: International 
framework for liquidity risk measurement, standards and monitoring,” 
http://www.bis.org/publ/bcbsl88.pdf. 

See 12/2010 (revised 6/2011) Basel Committee on Banking Supervision report “Basel III: A 
global regulatory framework for more resilient banks and banking systems”, at 15, 
http://www.bis.org/publ/bcbsI89.pdf 
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the Comptroller of the Currency (OCC) and the Federal Deposit 
Insurance Corporation (FDIC) followed suit/®^ 

The new capital rules directly affect how financial holding 
companies must account for their physical commodity activities. First, 
the Basel III framework made a number of changes to the risk 
weightings and capital calculations for assets held in a trading book. 
These changes, which were implemented in the new federal capital 
rules, generally can be viewed as marginally increasing capital 
requirements for both financial and physical commodity positions held 
as trading assets.^*'^ 

The Basel III framework, and the corresponding U.S. 
implementing regulations, also require financial holding companies to 
maintain added capital to absorb the risk of counterparty defaults on a 
portfolio of OTC derivatives by requiring financial holding companies to 
make a credit valuation adjustment on a portfolio basis when calculating 
their capital requirements.^®"* This additional capital requirement may 
reduce the extent to which financial holding companies use OTC 
derivatives in their commodity activities. 

In addition, the Basel III framework increased the risk weights for 
merchant banking equity exposures, imposing risk weights of 300%, 
400%, or 600% on those holdings, depending in part upon whether the 
acquired equity was publicly traded and whether the portfolio company 
qualifies as an “investment firm.”^®* The capital charges focus on the 
fact that the financial holding company’s direct investment is an equity; 
it does not take into account any risks related to the portfolio company’s 
underlying activities. The result is that the merchant banking capital 
charge for acquiring a company engaged in trading uranium versus a 
company operating a small grocery may be the same, despite the likely 
significant variance in the risks between those two investments. In the 
view of the capital rule, it is the equity holding of the bank that counts, 
not the activities of the portfolio company. While the new merchant 
banking capital rules do not reflect the risks associated with the 
underlying portfolio companies, the increased capital charge for equity 
investments may lead to reduced merchant banking positions held by 


“Regulatory Capital Rules; Regulatory Capital, Implementation of Basel III, Capital 
Adequacy, Transition Provisions, Prompt Corrective Action, Standardized Approach for Risk- 
weighted Assets, Market Discipline and Disclosure Requirements, Advanced Approaches Risk- 
Based Capital Rule, and Market Risk Capital Rule; Final Rule”, 78 Fed. Reg., 62018, 62021- 
62022 (daily ed. Oct. 11,2013, http://www.gpo.gov/fdsys/pkg/FR-20I3-10-H/pdf72013- 


21653.pdf. 

See, e.g., 77 Fed. Reg. 53059 (2012). 

504 Id 

1/1/2014 “Summary of Capital Requirements Applicable to Merchant Banking Investments, 
Commodities, and Related Items under the Federal Reserve’s Regulations as of January 1, 
2014,” memorandum prepared by the Federal Reserve, FRB-PSI-708382-385, at 384 [sealed 
exhibit]. 
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financial holding companies, including merchant banking investments 
involving physical commodity activities. 

Collectively, these changes in how banks calculate capital to 
insulate against financial risks have put some downward pressure on 
banks’ commodity-related activities,^”® including their physical 
commodity activities. Although the new capital rules have yet to fully 
take effect, some banks have already initiated compliance, resulting in 
Increased capital. Critics note that, while the new rules have increased 
capital requirements for commodity-related assets and merchant banking 
investments, the new rules still fail to fully protect against the potential 
monetary risks associated with physical commodity activities, including 
the risks associated with catastrophic events, market valuation problems, 
and other operational and reputational issues.®”’ 

Proposing New Rules for Physical Commodity Activities. On 
January 21, 2014, the Federal Reserve issued a notice which outlined the 
current regulatory landscape governing financial holding company 
involvement with physical commodities activities, identified potential 
risks and regulatory weaknesses, and requested public comment on 
whether new regulatory limits were needed. The notice requested public 
comment: 


“on all aspects of physical commodities activities of BHCs [Bank 
Holding Companies] and banks and invites comments on the risks 
and benefits of allowing . . . these activities as well as ways in 
which risks to the safety and soundness of a FHC [Financial 
Holding Company] and ... to the financial system can be contained 
or limited.”®” 


In its wide-ranging advanced notice of proposed rulemaking, the 
Federal Reserve noted the significant increase in physical commodity 
activities by financial holding companies since 2007, and suggested a 
fundamental re-thinking of the Federal Reserve’s previously expansive 
interpretations of the laws allowing those activities. The notice invited 
public comment on twenty-four separate questions.®”” 

Assessing Risks and Risk Mitigation. In the notice, the Federal 
Reserve highlighted the potential danger posed to banks by “tail risks,” 
such as environmental disasters or other catastrophic events that affect 


See, e.g., “Basel III part of ‘double whammy’ hitting bank commodity trade,” Independent 
Chemical Information Service, Seth Freedman, (1/1/2012), 

http://www.icis.eom/resources/news/2012/01/I0/9522349/basel-iii-part-of-doubIe-whammy- 

hitting-bank-commodity-trade/. 

Subcommittee briefing by the FDIC (9/3/2014). 

“Complementary Activities, Merchant Banking Activities, and Other Activities of Financial 
Holding Companies Related to Physical Commodities,” 79 Fed. Reg. 3329 (daily ed. Jan. 21, 
2014). 

^°^ld. 
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physical commodity activities. The notice discussed, for example, such 
recent catastrophic events as the Deepwater Horizon oil spill in the Gulf 
of Mexico (which killed 1 1 people and has cost BP over $42 billion in 
losses); a natural gas pipeline rupture in San Bruno, California (which 
killed 8 people and will likely cost billions of dollars in damages); a 
natural gas power plant explosion in Middletown, Connecticut (which 
killed 6 people); the Fukushima Daiichi nuclear power plant meltdown 
in Tohuku, Japan; and the crash and explosion of a crude oil-laden 
railway train in Quebec, Canada (which killed 47 people), as evidence 
that the “risks of catastrophic events continue.”^’*’ The notice stated that 
these “recent catastrophes suggest that the cost of preventing accidents 
are high and the costs and liability related to physical commodity 
activities can be difficult to limit and higher than expected.”^” 

The notice connected these catastrophic event risks to the recent 
financial crisis, which exposed the negative consequences of 
underappreciated tail risks combined with contagion.^'^ It explained that 
if a financial holding company owned “physical commodities that are 
part of a catastrophic event[,] it could suddenly and severely undermine 
public confidence in the [financial holding company] or its insured 
depository institution and undermine their access to funding markets.”^ 
The notice raised the concern that, in the case of a large financial 
institution denied access to funding markets, the resulting financial 
problems, if severe enough, could spread beyond the institution to 
damage its counterparties and even the broader U.S, financial system. 

The Federal Reserve also observed that “current risk management 
techniques designed to mitigate risks, such as frequent monitoring of 
risk, requirements to restrict the age of transport vessels, and review of 
disaster plans of third-party transporters, may [have] the unintended 
effect of increasing the potential that the [finaneial holding eompany] 
may become enmeshed in or liable to some degree from a catastrophic 
event.”^'"* 

While the notice focused on risks associated with catastrophic 
environmental disasters, it did not discuss in detail other risks that also 
affect many physical commodity businesses. For example, it did not 
address the risk of changing regulations or technologies which may 
render a physical commodity operation significantly more or less 
valuable over a short period of time. In the United States, for example, a 
combination of market forces and emissions rules has dramatically 
altered the fuel source for power generation. While coal used to provide 
more than half of U.S. power generation, it is now down to just over 

Id. at 3331 
’"id. at 3329, 3331. 

’"Id. 

’"id. at 3329, 3332. 

’"Id. 
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one-third, with natural gas largely filling the void.^'^ This dramatic shift 
has altered world-wide demand for coal and the value of coal-related 
commodity activities. Similarly, the Fukushima Diachii nuclear disaster 
in Japan had a dramatic chilling effect on the nuclear power industry, 
lowering the value of uranium-related commodity activities.^'® The 
notice similarly did not examine other types of risks that may materially 
impact a commodity-related business, such as labor unrest or political 
upheaval.®'^ Instead, the notice solicited public comment on the nature 
rmd types of risks posed by physical commodity activities, how they 
were addressed by financial holding companies, and how the Federal 
Reserve could enhance protections by further mitigating such risks or 
limiting activities. 

Assessing Authority. The notice also posed questions regarding 
the appropriate application of the Gramm-Leach-Bliley complementary, 
merchant banking, and grandfather authorities in the context of physical 
commodities. The proposal sought comment on whether complementary 
commodities activities should be subjected to: (i) increased insurance 
requirements, (ii) enhanced capital requirements; or (iii) “absolute dollar 
limits and caps based on a percentage of the [financial holding 
company’s] regulatory capital or revenue.”®' With respect to merchant 
banking authority, it questioned whether merchant banking investments 
should be subject to: (i) increased eapital requirements; (ii) caps on the 
total dollar amount of such investments; or (iii) enhanced restrictions on 
the routine management of merchant banking portfolio companies.®'^ 
With respect to the grandfather clause, the notice asked about its 
necessity 15 years after enactment of the law, as well as whether any 
additional requirements or limits should be imposed, and how it might 
be reconciled with the other authorities for competitiveness reasons, 
since most financial holding companies cannot invoke the grandfather 
clause to authorize additional physical commodity activities.®^" 

Current Status. The initial comment period for the notice ended 
April 16, 2014, with over 17,000 comments having been filed with the 
Federal Reserve.®^' Comments came from small business owners, 


See, e.g., “Natural Gas Dethrones King Coal As Power Companies Look To Future,” 

National Public Radio, Christopher Joyce (3/1/2013), 

http://www.npr.org/2013/03/01/173258342/natural-gas-dethrones-king-coal-as-power- 

companies-look-to-future. 

See, e.g., “Fukushima, 3 Years Later: Disaster Still Lingers,” Maskable, Andrew Freedman 
(3/1 1/2014), http://mashabie.coni/2014/03/ll/three-years-after-fukushima/ ; “The impact of 
Fukushima Daiichi Nuclear Accident on People's Attitudes Toward Nuclear Energy Policy: 

Silent Movement,” XVIII ISA World Congress of Sociology, Noriko Iwai and Kuniaki Shishido 
(7/19/2014), https://isaconf,confex,com/isaconf'wc20I4/webprogram/Paper53522.htmI. 

See, e.g., discussion of how these issues affected Goldman’s involvement with coal, below. 
^'®79 Fed. Reg. at 3333 -334. 

^^^Id.at 3334- 335. 

^^•^Idat 3335 - 336. 

See 2/24/2012 “Complementary Activities, Merchant Banking Activities, and Other Activities 
of Financial Holding Companies related to Physical Commodities [R-1479],” Federal Reserve 
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commodity markets participants, public interest groups, financial 
holding companies, members of Congress, legal experts, and concerned 
members of the public.^^^ The vast majority were letters submitted by 
members of the public expressing support for increased restrictions on 
financial holding company involvement with commodity activities. 
Other letters generally supported some or all of the activities of financial 
holding companies in the commodity markets, including their roles as 
financiers of physical inventories for producers or consumers. Still 
others expressed concerns with the risks posed by physical commodity 
activities to the financial holding companies, U.S. markets, and U.S. 
economy, and urged additional restrictions on the financial holding 
companies conducting those activities.^^”* While the Federal Reserve has 
not yet taken further action based on the notice, its issuance of the notice 
indicates the regulator is considering taking regulatory action to restrict 
financial company involvement with physical commodities and reduce 
the attendant risks. 

D. Analysis 

Federal law gives the Federal Reserve key authority to determine 
financial holding company involvement with physical commodities. For 
nine years, from 2000 to 2008, the Federal Reserve used that authority 
generally to facilitate financial holding company expansion into physical 
commodity activities. In response, large financial holding companies 
like Goldman, Morgan Stanley, and JPMorgan expanded their 
commodity activities and asserted control over vast physical commodity 
holdings and operations involving the storage, transport, production, 
refinement, and trading of oil, natural gas, aluminum, copper, coal, 
electricity, and other commodities. 

After the financial crisis and a special review conducted by the 
Federal Reserve raised concerns about the operational, catastrophic 
event, valuation, reputational, and systemic risks posed by physical 
commodity activities, the Federal Reserve began to reconsider its role. 


website, http://www.federalreserve.gov/apps/foiaA'iewAllComments.aspx?doc_id=R- 
1479&doc ver=l. 

See, e.g., 4/16/2014 letter from Securities Industry and Financial Markets Association, 
American Bankers Association, et ai to the Federal Reserve, “Comment Letter on the Advance 
Notice of Proposed Rulemaking on Complementary Activities, Merchant Banking Activities, and 
Other Activities of Financial Holding Companies Related to Physical Commodities (Docket No. 
R-1479; RIN 7100 AE-10),” Federal Reserve website, http://www.federalreserve.gov/ 
SECRS/2014/April/20140424/R-1479/R-1479_041614_124557_481903450084__l.pdf. 

Id. See also, e.g., 4/16/2014 comment letter from Subcommittee Chairman Levin, Federal 
Reserve website, http://www.federalreserve.gov/SECRS/20 14/ApriI/20 1 404 1 7/R- 1 479/R- 
1479_04l614_124566_481901422162_l.pdf; 4/16/2014 comment letter from Senators Sherrod 
Brown and Elizabeth Warren, Federal Reserve website, http://www.federaireserve.gov/ 
SECRS/2014/ApriV20140417/R-1479/R-1479_04l614_124552_376253020070„l.pdf; 

4/16/2014 comment letter from Americans for Financial Reform, Federal Reserve website, 
http://www.federalreserve.gov/SECRS/ 2014/April/20140417/R-1479/R" 

1 479_04 1 6 1 4_1 24629_505 85 6748 926_1 .pdf. 
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Beginning in 2010, the Federal Reserve took some initial steps to restrict 
and reduce financial holding company involvement with physical 
commodities. At the same time, the Federal Reserve failed to resolve 
ongoing, basic questions about the scope of the Gramm-Leach-Blilcy 
complementaiy, grandfather, and merchant banking authorities, thereby 
enabling large financial holding companies to continue to deepen their 
involvement with physical commodities. In early 2014, the Federal 
Reserve aimounced it was considering issuing new regulations on 
financial holding company involvement with physical commodity 
activities, but nearly a year later has yet to propose new rules. The 
Federal Reserve’s failure to resolve key issues related to bank 
involvement with physical commodities has weakened longstanding 
American barriers against the mixing of banking and commerce as well 
as longstanding safeguards protecting the U.S. financial system and 
economy against undue risk. The following chapters illustrate some of 
the consequences. 
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IV. GOLDMAN SACHS 

The Goldman Sachs Group, Inc., a financial holding company 
since 2008, has described commodities as one of its core businesses. It 
currently conducts billions of dollars in physical commodity activities 
involving energy, metals, and related businesses, and has expressed a 
commitment to continuing in the physical commodities field. This case 
study examines just three examples of its physical commodities 
activities, involving the trading of physical uranium, the operation of 
coal mines in Colombia, and possession of a global metals warehousing 
business. 

A. Overview of Goldman Sachs 

The Goldman Sachs Group, Inc. is a global financial services firm 
incorporated under Delaware law and headquartered in New York 
City.^^^ It is listed on the New York Stock Exchange (NYSE) under the 
ticker symbol “GS.”’^® In addition to being one of the largest financial 
holding companies in the United States, Goldman Sachs conducts 
operations in more than 30 countries, has over 32,000 employees, has a 
market capitalization of $77 billion, and manages assets of more than 
$938 billion.®^^ In 2013, it reported total consolidated assets of $912 
billion,®^* net revenues of $34.2 billion, and net earnings of $8 billion. 

Goldman Leadership. The Chairman of the Board and Chief 
Executive Officer of Goldman Sachs Group, Inc. is Lloyd Blankfein, 
who has held that post since 2006.®^® The President and Chief Operating 
Officer is Gary Cohn, and the Chief Financial Officer is Harvey 
Schwartz. All three executives started their careers in the firm at its J. 


7/16/2013 Form 8-K, The Goldman Sachs Group, Inc., at cover page [hereinafter 7/16/2013 
Goldman Form 8-K], http://wvvw.goldmansachs.com/investor- 

relations/f!nancials/archived/8k/pdf-attachments/8k-7-16-I3.pdf ; see also “Top Fifty Holding 
Companies (HC) as of 6/30/2013,” Federal Reserve System, National Information Center, 
http://www.ffiec.gov/nicpubweb/nicweb/Top50Form.aspx, 

Undated “Stock Chart,” Goldman website, http://www.goldmansachs.com/investor- 
relations/stock-chart/index.html. 

See undated “Governance at Goldman Sachs[:]Key Facts,” Goldman website, 

http://www.goldmansachs.com/investor-relations/corporate-governance/corporate-govemance- 

documents/key-facts.pdf; 9/27/2013 “The Goldman Sachs Group, Inc. Global Resolution Plan,” 
at 3, http://www.federalreserve.gov/bankinforeg/resoluiion-pians/goIdman-sachs-I g- 
2013I00I.pdf; 2/28/2013 Form 10-K, The Goldman Sachs Group, Inc., at 70 (hereinafter, 
“2/28/2013 Goldman Form 10-K”), http://www.goldmansachs.com/investor- 
relations/financiais/archived/10k/docs/2012-10-K.pdf; “Top Fifty Holding Companies (HC) as of 
6/30/2013,” Federal Reserve System, National Information Center, 
http://www.ffiec.gov/nicpubweb/nicweb/Top50Fomi.aspx. 

See 12/31/2013 “Consolidated Financial Statements for Holding Companies,” Form FR Y- 
9C, filed by Goldman Sachs with the Federal Reserve. 

Undated “Governance at Goldman Sachs: Key Facts,” Goldman website, 
http://www.goidmansachs.com/investor-relations/corporate-govemance/corporate-govemance- 
documents/key-facts.pdf. 

Undated Goldman biography of Lloyd Blankfein, Goldman website, 
http://www.goldmansachs.com/who-we-are/leadership/executive-officers/lloyd-c-blankfein.html. 



474 


126 

Aron & Co. commodities subsidiary, described below.^^' The Global 
Head of Commodities, from 2007 to 2012, was Isabelle Ealet.^^^ The 
current Global Co-Heads of Commodities are Greg Agran and Guy 
Saidenberg.^^^ The head of Global Commodities Principal Investments 
is Jacques Gabillon.*^'* The head of J. Aron & Co. is Ashok 
Varadhan.^^^ 

(1) Background 

Goldman Sachs was formed by Marcus Goldman in 1 869, as a 
small commercial paper company.^ * It eventually turned to investment 
banking, specializing in underwriting Initial Public Offerings for 
corporations offering stock to the public.^^^ After the company lost 
heavily in the stock market crash of 1929, it slowly rebuilt its business 
as a securities firm, providing investment advice to corporate clients, 
arranging and executing mergers and acquisitions, and arranging 
financing for clients through stock and bond offerings. In 1979, 
Goldman obtained a license to trade commodities and, in 1981, launched 
a major expansion of its commodity activities.^^^ In 1 999, Goldman 
converted from a private partnership to a publicly traded corporation.^'*” 

Bank Holding Company. In September 2008, in the midst of the 
financial crisis, Goldman submitted,^'" and the Federal Reserve 
approved on the same day,^'*^ an application for it to become a bank 


See, e.g., “The J. Aron Takeover of Goldman Sachs,” New York Times. Susanne Craig 
(10/1/2012), http://deaibook.nytimes.eom/2012/I0/01/the-j-aron-takeover-of-goldman- 
sachs/?_php=true&_type=blogs&_r=0. 

Undated Goldman biography of Isabelle Eaiet, Goldman website, 
http://www.goldmansachs.com/who-we-are/leadership/management-committee/isabelle- 
ealet.html; “Commodities trading loses its Goldman queen,” Financial Times. Javier Bias 
(1/12/2012), http://www.ft.coni/intl/cms/s/0/ec8af7fD-3d02-l lel-ae07- 
00144feabdc0.html#axzz3FUdL9Mxe. In 2012, Ms. Eaiet was appointed Co-Head of the 
Securities Division at Goldman. 

Subcommittee interview of Greg Agran (10/10/2014). 

”Md. 

10/8/2014 letter from Goldman legal counsel to Subcommittee, “Follow-Up Requests,” PSI- 
GoldmanSachs- 19-000001 - 009, at 008. 

“A Brief History of Goldman Sachs,” WSJ.com, 
http://online.wsj.eom/article/SB1000142405274870 4671904575193780425970078.html. 

See Goldman Sachs & Co. FCM information. National Futures Association (NFA) 
Background Affiliation Status Information Center (BASIC) website, 
http://www.nfa.futures.org/basicnet/Details.aspx?entityid=uZSsBZcBKLE%3d&m=Y. 

“Undated “Governance at Goldman Sachs[:] Key Facts,” Goldman website, 
http://www.goldmansachs.eom/investor-relations/corporate-govemance/corporate-govemance- 
documents/key-faets.pdf. 

See 9/21/2008 “Confidential Application to the Board of Governors of the Federal Reserve 
System by The Goldman Sachs Group, Inc. and Goldman Sachs Bank USA Holdings LLC,” 
FRB-PSI-303638 - 662 (applying to become banking holding companies). 

See 9/21/2008 “Order Approving Formation of Bank Holding Companies,” prepared by the 
Federal Reserve, http://www.federaireserve.gov/newsevents/press/orders/orders20080922al .pdf; 
9/21/2008 Goldman Sachs press release, “Goldman Sachs to Become Fourth Largest Bank 
Holding Company,” http://www.goIdmansachs.com/media-relations/press- 
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holding company with access to Federal Reserve lending programs. At 
the same time, Goldman converted an industrial bank it held in Utah into 
a state-chartered bank.^"*^ Goldman also elected to become a financial 
holding company.^'’'' Goldman has one U.S. depository and lending 
bank, Goldman Sachs Bank USA, which is chartered in New York and 
insured by the FDIC.^'*^ One business unit of the bank is called “GS 
Private Bank,” which serves high-net worth individuals and families.^'*'’ 
The bank is also a registered swap dealer.^"*’ Goldman also owns several 
banks outside of the United States, including Goldman Sachs 
International Bank of the United Kingdom.^'** As of December 31, 

2013, Goldman Sachs Bank USA and Goldman Sachs International 
Bank reported a total of about $70 billion in savings, demand, and time 

549 

deposits. 

Key Subsidiaries. In addition to its banks, other key U.S. 
subsidiaries of The Goldman Sachs Group, Inc. include Goldman Sachs 
& Co., which is registered as a U.S. broker-dealer, futures commission 
merchant, and swap dealer; Goldman Sachs Asset Management LP, a 
U.S. investment advisor; and J. Aron & Co., a swap dealer and 
authorized electrical power marketer.^’® Two key U.K. subsidiaries are 
Goldman Sachs International, a U.K. broker-dealer and swaps dealer; 
and Goldman Sachs Asset Management International, a U.K. investment 
advisor.^^* 


releases/archived/2008/bank-holding-co.html. See also “Shift for Goldman and Morgan Marks 
the End of an Era,” New York Times . Andrew Ross Sorkin and Vikas Bajaj (9/21/2008), 
http://www.nytimes.coni/2008/09/22/business/22bank.html. 

See 9/21/2008 “Order Approving Formation of Bank Holding Companies,” prepared by the 
Federal Reserve, http://www.federalreserve.gov/newsevents/press/orders/orders20080922al .pdf. 
The name of the Ut^ bank was Goldman Sachs Bank USA. Id. 

See undated “Financial Holding Companies,” Federal Reserve, 
http://www.federalreserve.gov/bankinforeg/fhc.htm. 

See undated “Banking,” Goldman website, http://www.goldmansachs.com/what-we- 
do/investing-and-Iending/banking/. Goldman also has a U.K. bank, Goldman Sachs International 
Bank, and an Irish bank, GS Bank Europe. See 6/27/2014 “The Goldman Sachs Group, Inc. 
Global Resolution Plan,” at 2, http;//www.federalreserve.gov/bankinforeg/resolution- 
plans/goldman-sachs- 1 g-20 1 40701 .pdf 

See undated “Private Wealth Management Services — ^United States ” Goldman website, 

http://www.goIdmansachs.com/what-we-do/investment-management/private-wealth- 

management/services/united-states.html. 

See 6/27/2014 “The Goldman Sachs Group, Inc. Global Resolution Plan,” at 22, 
http://www.federaIreserve.gov/bankinforeg/resolution-plans/goldman-sachs- 1 g-20 1 40701 .pdf; 
undated “Banking,” Goldman website, http://www.goldmansachs.com/what-we-do/investing- 
and-lending/banking/. 

See 6/27/2014 “The Goldman Sachs Group, Inc. Global Resolution Plan,” at 2, 
http://www.federalreserve.gOv/bankinforeg/resolution-pians/goldman-sachs-lg-2014070I.pdf 

Id. at 15; undated “Banking,” Goldman website, http://www.goldmansachs.com/what-we- 
do/investing-and-Iending/banking/; undated “Private Wealth Management Services — United 
States,” Goldman website, http;//www.goldmansachs.coin/what-we-do/investment- 
management/private-wealth-management/services/united-states.html. 

See 6/27/2014 “The Goldman Sachs Groi^, Inc. Global Resolution Plan,” at 2, 22, 
http://www.federalreserve.gOv/bankinforeg/resolution-plans/goIdman-sachs-lg-20140701.pdf. 

Id. 
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Major Business Lines. According to Goldman, it has four key 
business segments; (1) Investment Banking, which includes work related 
to mergers and acquisitions, restructurings and spin-offs, debt and equity 
underwriting, and derivatives transactions; (2) Institutional Client 
Services, which facilitates client transactions primarily for corporations, 
financial institutions, investment funds, and governments in fixed 
income, equity, currency and commodity products; provides financing, 
securities lending, and other prime brokerage services; and makes 
markets and clears client transactions on major stock, options and 
futures exchanges worldwide; (3) Investing & Lending, which invests in 
and originates loans to clients; and (4) Investment Management, which 
provides investment management and brokerage services, investment 
products, and wealth advisory services to high net worth individuals. 

Commodities. The Institutional Client Services business segment 
includes Global Commodities, also referred to by Goldman as “GS 
Commodities,” which is Goldman’s leading commodities-related 
business unit. In 2013, GS Commodities had a total of about 235 
employees.^” According to Goldman, GS Commodities “provides 
financial and physical risk management solutions to a wide range of 
global clients, including utilities, producers, industrial users, sovereigns, 
state owned entities, and financial institutions.”^^'' In addition, “GS 
Commodities invests in commodity-related businesses to generate 
returns and to create synergies within the franchise. The following 
chart shows how GS Commodities fits within the holding company’s 
organizational structure and its own three main subdivisions: 


Undated “At a Glance,” Goldman website, http://www.goIdmansachs.com/who-we-are/at-a- 
glance/index.html; 6/27/2014 “The Goldman Sachs Group, Inc. Global Resolution Plan,” at 3, 
http://www.federalreserve.gov/bankinforeg/resolution-plans/goldman-sachs-lg-20140701.pdf. 

9/2013 “Global Commodities & Global Special Situations Group[:] Presentation to the Board 
of Directors of the The Goldman Sachs Group, Inc.,” prepared by Goldman, FRB-PSI-400077 - 
098, at 078. 

”“10/28/2011 “Global Commodities[:] Presentation to the Board of Directors of The Goldman 
Sachs Group, Inc.,” prepared by Goldman, FRB-PSI-70001i - 030, at 015. 

Id. 
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Source: Organizational chart prepared by Goldman Sachs, PSI-Goldmiin-1 0-000002. 

One of the subdivisions within GS Commodities is Global 
Commodities Principal Investing (GCPI) which “invests as principal in 
companies/assets linked to the global commodities trade.”^^^ Goldman 
has described GCPI to its Board of Directors as an entity that “seeks 
attractive risk-adjusted returns ... [and] focuse[s] on private companies / 
assets which are then held under the Merchant Banking Exemption.”'”’^^ 
GCPI has sponsored a number of investment funds which appear to be 
financed solely by Goldman, with no inclusion of funds from third party 
Investors. According to Goldman, GCPI investment professionals “do 
not operate the businesses in the Group’s portfolio but rather employ 
experienced management teams for portfolio companies and supervis[e] 
investments at [the] board level. In 2010, GCPl’s portfolio of 
investments included 16 projects.^^’ 

According to Goldman, GCPI’s key investments over the years 
have included an Australian coal mine, an oil and gas exploration 
company, a natural gas production company in the former Soviet Union, 


** 3/2010 “Global Commodities Principal lnvestments[:l Commodities Private Equity 
Presentation to the Federal Reserve,” prepared by Goldman, FRB-PSI-602243 - 274, at 246. Sec 
also 9/2013 “Global Commodities & Global Special Situations Group Presentation to the Board 
of Directors of The Goldman Sachs Group, inc.,” prepared by Goldman, FRB-PSI400077 - 098, 
at 087. 

9/2013 “Global Commodities & Global Special Situations Group[:] Presentation to the Board 
ofDirectors of The Goldman Sachs Group, Inc.,” prepared by Goldman, FRB-PSI400077 - 098, 
at 087. In addition, at times, Goldman also asserted grandfather authority, discussed below, as 
another potential basis for holding some of the GCPI investments. See, e.g., 4/14/2010 “Report 
of Changes in Organizational Structure,” Form FR Y-10 filed by The Goldman Sachs Group, 

Inc. with the Federal Reserve, GSPSICOMMODS00046301 - 317, at 303 (stating that the 
investment was “pemiissible under ][Bank Holding Company Act Section] 4(o), but investment 
complies with the Merchant Banking regulations.”). 

3/2010 “Global Commodities Principal Investments[:] Commodities Private Equity 
Presentation to the Federal Resen'e,” prepared by Goldman, FRB-PSI-602243 - 274, at 246. 

Id. at 265 - 272. 
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a sugar-based ethanol production company in Brazil, and two bulk 
carrier shipping joint ventures.^*’*' Additional key GCPl Investments 
include the Colombian coal mines and Metro warehousing business, 
discussed below.^*’ GCPI also contributed analysis to Goldman’s 
purchase of Nufcor’s uranium trading business, also discussed below. 

The key legal entity executing the majority of Goldman’s 
commodity activities is J. Aron & Co., a commodities trading firm 
purchased by Goldman in 1981.^“ GS Commodities books, for 
example, the majority of its commodity-related trades, including futures, 
swaps, options, and forward transactions, through J. Aron & Co. J. 
Aron & Co. also acts as “the primary, but not exclusive, legal entity that 
engages in market making in commodities and commodity derivative 
products” for GS Commodities.^®" In addition, J. Aron & Co. performs 
some physical commodity activities, such as selling coal produced by 
Goldman’s coal mines.^®^ J. Aron & Co. is authorized to act as a swap 
dealer and electrical power marketer.®®® It currently has about 33 
employees who work out of various Goldman offices; J. Aron & Co. has 
no separate offices of its own.®®’ 

Commodities-Related Merchant Banking. Goldman also 
engages in commodity-related activities through eertain investment 
funds maintained by its Merchant Banking Division, depicted on the 
chart above. Goldman describes the Merchant Banking Division as “the 
primary center for Goldman Sachs’ long term principal investing activity 
. . . across corporate, real estate and infrastructure strategies.”®®* The 
Merchant Banking Division houses, for example, GS Infrastructure 


Id. at 247; 9/2013 “Global Commodities & Global Special Situations Group[:] Presentation to 
the Board of Directors of The Goldman Sachs Group, Inc.,” prepared by Goldman, FRB- 
PSI400077 - 098, at 087. See also 3/31/2013 “Commodity, Energy, E&P, Renewable Energy 
Equity Investments,” chart prepared by Goldman, FRB-PSI-400065 - 070. 

^^^See 3/2010 “Global Commodities Principal Investments[;] Commodities Private Equity 
Presentation to the Federal Reserve,” prepared by Goldman, FRB-PSI-602243 - 274, at 265; 
9/2013 “Global Commodities & Global Special Situations Group[:] Presentation to the Board of 
Directors of The Goldman Sachs Group, Inc.,” prepared by Goldman, FRB-PSI400077 - 098, at 
087. 

10/8/2014 letter from Goldman legal counsel to Subcommittee, “Follow-Up Requests,” PSI- 
GoldmanSachs-19-000001 - 009, at 008; 10/28/201 1 “Global Commodities[:j Presentation to the 
Board of Directors of The Goldman Sachs Group, Inc.,” prepared by Goldman, FRB-PSl-70001 1 
-030, at 013. 

10/8/2014 letter from Goldman legal counsel to Subcommittee, “Follow-Up Requests,” PSI- 
GoldmanSachs-19-000001 - 009, at 008. 

8/8/2014 letter from Goldman legal counsel to Subcommittee, "Follow-Up Requests,” PSI- 
Goldman-1 1-000001 -01 i, at 002. 

See discussion, below, on Goldman’s involvement with coal. 

See 6/27/2014 “The Goldman Sachs Group, Inc. Global Resolution Plan,” at 2, 22, 
http://www.federalreserve.gov/bankinforeg/resolution-plans/goldman-sachs-lg-20140701.pdf 

10/8/2014 letter from Goldman legal counsel to Subcommittee, “Follow-Up Requests,” PSI- 
GoldmanSachs-19-OOOOOi - 009, at 008; Subcommittee briefing by Goldman legal counsel 

‘Direct Private Investing,” Goldmtei website, http://www.goldmansachs.com/what- 
we-do/investing-and-lending/direct-private-investing/index.html. 


(10/7/2014). 
Undated ' 
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Partners, a subsidiary which Goldman established in 2006, to sponsor a 
private equity fund focused on infrastructure projects, including ventures 
involving electricity, natural gas, and power generation.^*^ GS 
Infrastructure Partners sponsored a $6.5 billion fund in 2006; and a 
second $3.1 billion fund in 2010.™ Its projects have included, for 
example, a 20 1 4 investment of more than $ 1 billion to acquire an 1 8% 
stake in Dong Energy, the largest utility in Denmark, which explores for 
energy and constructs and operates power plants;”’ an investment in an 
electricity distribution network in Finland, Elenia Oy;^^^ solar and wind 
generation projects in Japan;^’^ and 100% ownership of a natural gas 
transmission and distribution company in Spain, Endesa Gas. The 
Merchant Banking Division also houses GS Capital Partners, a much 
larger private equity fund used by Goldman to invest in such 
commodity-related ventures as the $22 billion buyout of Kinder Morgan 
Inc., a pipeline company.”^ 

Still another business unit with commodity-related merchant 
banking Investments, also depicted in the above chart, is the Special 
Situations Group. Goldman described this group to its Board of 
Directors as “specializ[ing] in lending to and investing in middle market 
companies on a risk-adjusted return basis. Equity investments are held 
under the merchant banking exemption.”^^* As of September 2013, the 
Global Special Situations Group held “19 investments in commodities 
assets totaling a current book value of $683 [million] vs. a $13 [billion] 
total portfolio.””’ They included a U.S. geothermal energy provider, a 
wind power company, a solar power plant, a company involved with 


See “Direct Private Investing Equity - GS Infrastructure Partners,” Goldman website, 
http://www.goldmansachs,coni/what-we-do/investing-and-lending/direct-private- 
investing/equity-folder/gs-infrastructure-partners.htnil. 

Goldman’s investment in the largely state-owned utility, when announced to the public, 
sparked widespread opposition in Denmark, but was nevertheless completed. See, e.g., “A 
closer look at a Goldman Sachs deal many in Denmark find rotten,” Financial Times . Richard 
Milne {1/31/2014), http://vvww.ft.eom/intl/cms/s/0/92816e68-8a6e-l Ie3-9c29- 
00144feab7de.html#axzz3EdqIlSm5; “Goldman Deal Threatens Danish Government,” New 
York Times. Danny Hakim (1/30/2014), http://dealbook.nytimes,com/2014/01/30/goidman-deal- 
threatens-danish-govemment/. 

See, e.g., 3/31/2013 “Commodity, Energy, E&P, Renewable Energy Equity Investments,” 
chart prepared by Goldman, FRB-PSI-400065 - 070, at 065. 

Id. at 066. 

See, e.g., “Goldman Sachs Infrastructure funds acquire remaining 20 % stake in Endesa Gas,” 
InfraPPP (1 1/8/2013), http://infrapppworld.com/2013A l/goldman-sachs-infrastructure-funds- 
acquire-remaining-20-stake-in-endesa-gas.html. 

See “Direct Private Investing Equity-GS Capital Partners,” Goldman 
website, ”http://www.goldmans achs.com/what-we-do/investing-and-lending/direct-private- 
investing/equity-folder/gs-capital-partners.html. See also “Kinder Morgan Accepts $ 1 5 Billion 
Buyout Offer,” New York Times. Jad Mouawad (8/28/2006), 
http://www.nytimes.comy2006/08/28/business/29kindercnd.htmI?_r=l&. 

9/2013 “Global Commodities & Global Special Situations Group[:] Presentation to the Board 
of Directors of The Goldman Sachs Group, Inc.,” prepared by Goldman, FRB-PSI-400077 - 098, 
at 093. 

'’’Id. 
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residential rooftop solar systems, oil and gas exploration and drilling 
companies, and coal facilities/^* 

In June 2014, Goldman reported to the Federal Reserve that it held 
merchant banking investments with a total value of about $15 billion, 
but it is unclear how many of those were commodity related. It is also 
unclear whether the total included all of Goldman’s various commodity- 
related merchant banking investments, including those made through the 
Global Commodities Principal Investing unit. Merchant Banking 
Division, and Special Situations Group.’’’ 

Commodities Trading. At the same time it conducts a wide range 
of physical commodity activities, Goldman trades commodities-related 
financial instruments, including futures, swaps, and options, involving 
billions of dollars each day. Goldman is among the ten largest financial 
institutions in the United States trading financial commodity 
instruments, according to Coalition Ltd., a company that collects 
commodity trading statistics.’*® Data compiled by the Office of the 
Comptroller of the Currency (OCC), which applies to national banks and 
does not include their holding companies, indicates Goldman is one of 
the four largest banks trading commodity-related derivatives.’*' 

Commodity Revenues. In a 201 1 presentation prepared for its 
Board of Directors, Goldman stated: “Over the last 5 years, GS 
Commodities has generated more than $10 [billion] of pre-tax earnings, 
with an average margin of ~60%.”’*^ The presentation also noted: “In 
the last 2 years, margins and market share have declined dramatically as 
a result of increased competition from both financial and non financial 
institutions.”’*’ A 2013 presentation to the Board of Directors included 
a chart tracing Goldman’s commodity-related revenues over 30 years. 
The chart showed that commodity revenues were generally under $500 
million from 1981 until 2000, and then began to climb, producing four 
years of relatively high revenues, from 2006 until 2009, before they once 
more began to decline. The chart included the following figures: 


Id. at 093 - 094. 

See 6/30/2014 “Consolidated Holding Company Report of Equity Investments in 
Nonfinanciai Companies - FR Y-12,” filed by Goldman, FRB-PSI-800013 - 016. 

See 3/2014 “Global & Regional Investment Bank League Tables - FY2013”, Coalition, Ltd., 
PSLCoalition-01-000018, at 14, 16. 

2013 “OCC Quarterly Report on Bank Trading and Derivatives Activity Fourth Quarter 
2013,” at Tables 1 and 2, http://'vvww.occ.gov/topics/capitai-markets/financiai- 
markets/tradmg/derivatives/dq4 1 3.pdf. 

1 0/28/20 1 1 “Global Commodities[;] Presentation to the Board of Directors of The Goldman 
Sachs Group, Inc,,” prepared by Goldman, FRB-PSI-7000 1 1 - 030, at 013. 

Id. Goldman identified its key financial competitors as Morgan Stanley, JPMorgan, Barclays, 
and Deutsche Bank, while its non-fmancial competitors were Glencore, Vitol, Mercuria, BP, 
certain large utilities, and certain private equity fimds. Id. at 016. 
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Global Commodities Revenues 
Including Franchise and Principal Investments 



FY 

2005 

FY 

2006 

FY 

2007 

FY 

2008 

FY 

2009 

FY 

2010 

FY 

2011 

FY 

2012 

FY 

2013 

Revenues 

$1.4 

billion 

$3.1 

billion 

$2.9 

billion 

$3.3 

billion 

$3.4 

billion 

$2.2 

billion 

$2.0 

billion 

$1.0 

billion 

$1.3 

billion* 


*Partiai year amount. 

Source: 9/2013 “Global Commodities & Global Special Situations Group Presentation to the 
Board of Directors of The Goldman Sachs Group, Inc.,” prepared by Goldman, FRB-PSI400077 
-098, at 078. 


The 2011 presentation stated that as of October 28, 2011: 

“Physical business now accounts for approximately 1 5-20% of total 
Franchise Revenues and is expected to increase.”^®'* The 2013 
presentation stated: “Physical activity represents 6 - 17% of our 2012 
global franchise revenues.”^*^ 

(2) Historical Overview of Involvement with 
Commodities 

Goldman first became involved with commodities when, in 1979, 
it registered with the CFTC as a “Futures Commission Merchant” 

(FCM) and received authorization to buy and sell futures and options on 
regulated exchanges.^*^ Two years later, in 1981, it purchased J. Aron & 
Co., a commodities trading company that then specialized in precious 
metals and coffee, but soon began trading interest rate, foreign currency, 
and crude oil futures and options.^*’ In 1991, Goldman Sachs launched 
the Goldman Sachs Commodity Index (GSCI), a mathematical construct 
that reflects the dollar value of a diversified basket of commodity 


584 9/2013 presentation, “Globa! Commodities & Global Special Situations Group,” prepared by 
Goldman Sachs, FRB-PSI-624274 - 295, at 279. 

9/2013 “Global Commodities & Global Special Situations Group[:] Presentation to the Board 
of Directors of The Goldman Sachs Group, Inc.,” prepared by Goldman, FRB-PSI400077 - 098, 
at 082. 

See Goldman Sachs & Co. FCM information. National Futures Association (NFA) 
Background Affiliation Status Information Center (BASIC) website, 
http://www,nfa.futures.org/basicnet/DetaiIs.a5px?entilyid=uZSsBZcBKLE%3d&m=Y. For 
more information on Futures Commission Merchants, see NFA “Glossary,” 
http://www.nfa.futures.org/basicnet/glossary.aspx?tenn=futures+commission+merchant 
(defining FCM as “[a]n individual or organization which solicits or accepts orders to buy or sell 
futures or options contracts and accepts money or other assets from customers in connection with 
such orders. Must be registered with the Commodity Futures Trading Commission.”). The OCC 
authorized banks to become commodity exchange members as early as 1975, according to an 
unpublished letter cited in OCC Interpretative Letter No. 380 (12/29/1986), reprinted in Banking 
L. Rep. CCH Tj 85, 604, PSI-OCC-0 1-000046-061. See also 4/12/2010 Permissible Securities 
Activities of Commercial Banks Under the Glass-Steagall Act (GSA) and the Gramm-Leach- 
Bliley Act (GLBA),” prepared by Congressional Research Service, at 10-1 1, footnote 54, 
http://assets,opencrs.coin/rpts/R41 1 8 1_201 00412.pdf. 

^®^See alsolO/28/201 1 “Global Commodities[:] Presentation to the Board of Directors of The 
Goldman Sachs Group, Inc.,” prepared by Goldm^ FRB-PSI“70001 1 - 030, at 013. See also 
6/18/2009 “Goldman Sachs Permissibility Study FoIIow-Up-Commodities,” FRB-PSl-200961- 
979, at 962 (explaining that J. Aron &. Co. is registered with FERC to sell power at market based 
rates). 
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futures, and allows investors to invest in commodities by buying and 
selling financial instruments whose values are linked to the index. 

The Goldman Sachs Commodity Index led to an explosion in 
commodity index trading as well as increased futures trading. 

According to Goldman, by 1997, operating as a securities and 
commodities firm and not as a bank, it was trading in physically settled 
contracts in base metals, such as aluminum, lead, nickel, and zinc. 
Goldman reported to the Federal Reserve that it was doing the same for 
contracts involving energy commodities, including crude oil, natural gas, 
gasoline, heating oil, and jet fiiel;^’' and for agricultural products, 
including wheat, com, coffee, cocoa, soybeans, and sugar.^’^ In 
addition, Goldman indicated that it was engaging in physically settled 
trades in “power” through a “joint venture with Constellation 
Energy. Goldman also told the Federal Reserve that, by 1997, it had 
owned or operated an oil refinery with related pipeline and storage 
infrastmcture, an oil and gas marketing and distribution company, an 
upstream oil and gas producer, and a fertilizer producer.^’'* 

Cogentrix Acquisition. In 2003, Goldman purchased Cogentrix 
Energy, a company which developed and operated power plants and had 
ownership interests in 24 different power related facilities. That 
acquisition represented one of Goldman’s earliest forays into electrical 
power generation.^^^ By 201 1, Goldman had sold 80% of the Cogentrix 
portfolio for a gain of more than $1.6 billion.^’’ But it still retained two 
coal fired power plants in Florida and Virginia; and a natural gas 
burning plant in San Diego.^^* In addition, it had diversified into 
renewable energy, taking ownership interests in eight hydroelectric and 
two wind generation facilities in Turkey, a solar power plant in 
California, and a photovoltaic solar power facility under construction in 
Colorado.^’^ 


See, e.g., “A Brief History Of Commodities Indexes,” ETF.com, Adam Dunsby and Kurt 
Nelson (4/12/2010), http://www.etf.com/publications/joumaIofindexes/joi-articles/7451-a-brief- 
history-of-commodities-indexes-html. 

In 2007, Goldman sold the index to Standard & Poors, and it is now known as the S&P GSCI. 
See, e.g., “Goldman Sachs selling popular commodity index,” Market Watch, (2/6/2007), 
http://www.marketwatch,com/story/goidman-sachs-seUing-popular-commodity-index-to-sp. 

5/26/201 1 “Questions from the Federal Reserve on 4(o) Commodities Activities,” prepared 
by Goldman, at FRB-PSl-200600 - 610. 

Id. at 600. 

Id. at 601. 

Id. 

^^^Id. 

10/20/2003 Goldman Sachs press release, “Goldman Sachs to Purchase 100% of Cogentrix,” 
http://www.goldmansachs.eom/media-relations/press-releases/archived/2003/2003-10-20.html. 

Subcommittee briefing by Goldman (9/5/2014). 

1 0/28/20 1 1 “Global Commodities[:] Presentation to the Board of Directors of The Goldman 
Sachs Group, Inc.,” prepared by Goldman, FRB-PSI-70001 1 - 030, at 029. 

Id. 



483 


135 

By 2008, Goldman had expanded its commodities activities still 
further. In a list prepared for the Federal Reserve, Goldman indicated 
that, in 2008, it owned or operated a carbon aggregator, bio-diesel 
refinery, ethanol producer, and liquefied natural gas develojier,®'^'^ It had 
also become engaged in shipping vessels and mining coal.”“‘ In 
addition, Goldman be^an trading aluminum alloy, steel, coal, and 
liquefied natural gas.^"^ 

Bank Holding Company Status. As indicated earlier, in 
September 2008, in the midst of the financial crisis, Goldman became a 
bank holding company. In its expedited application filed with the 
Federal Reserve, Goldman explicitly invoked Section 4(o) of the 
Gramm-Leach-Bliley Act as legal authority to “grandfather” its existing 
commodities activities, that otherwise would not be permitted for a 
financial holding company.®” 

Constellation Acquisition. After its conversion to a bank holding 
company, Goldman continued to expand its physical commodity 
activities.®®'* In 2009, according to a Goldman presentation to the 
Federal Reserve, Goldman purchased over 3,000 trading assets 
involving U.K,, French, and German power and U.K. natural gas; as 
well as about 60 coal contracts, 20 time and voyage freight agreements, 
and 900,000 pounds of uranium ore from Constellation Energy, a U.S. 
utility and trading business.®®® Included in that acquisition was Nufcor 
International, a uranium trading company which stored and traded 
uranium ore in various stages of enrichment, as further described below. 
A later Federal Reserve examination report noted that, by the end of 
2009, Goldman’s physical commodity inventories included $258 million 


^®°5/26/20U “Questions from the Federal Reserve on 4(o) Commodities Activities,” prepared by 

Goldman, at FRB-PSI-200600 - 610, at 601. 

601 

Id. at 600. 

9/21/2008 “Confidential Application to the Board of Governors of tlie Federal Reserve 
System by The Goldman Sachs Group, Inc. and Goldman Sachs Bank USA Holdings LLC,” 
FRB-PSI-303638 - 662, at 649, 661. Goldman wrote: “{A]fter becoming an FHC [financial 
holding company], Goldman will continue to operate its existing commodity trading business 
pursuant to the grandfather exception in Section 4{o) — Goldman Sachs understands Section 
4(o) to permit it to retain all its existing commodity-related businesses and activities because 
Goldman Sachs was engaged, prior to September 30, 1997, in the trading, sale, and investment in 
commodities and underlying physical properties that were not permissible for BHCs [bank 
holding companies] on Oiat date. The Section 4(o) exemption does not require that a company 
have been engaged prior to September 30, 1997 in all the activities that it seeks to grandfather 
under Section 4(o) at the time the company becomes an FHC; rather, it only requires that the 
company have been engaged prior to that date in commodity-related activities that were not 
permissible for a BHC in the United States on that date. Goldman meets this test, as well as the 
5% of total consolidated assets test in Section 4(o)(2).” Id. at 648 - 649. 

See 3/2010 “Global Commodities Principal Investments[:] Commodities Principal 
Investments,” FRB-PSI-602243 - 274. 

See 2/2010 “Federal Reserve Bank of New York Discovery Review: Global Commodities” 
prepared by Goldman, FRB-PSI-601685 - 713, at 698. 
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in oil products, $207 million in natural gas, $140 million in coal, and $3 
billion in metals.*®* 

As the Federal Reserve began to consider whether it should take a 
closer look at financial holding company involvement with physical 
commodities, an initial analysis contained this depiction of Goldman: 

“[Goldman Sachs] is one of the largest players in the commodities 
market and the business has been a material driver of revenue for 
the firm. . . . Goldman’s commodities business is active in the 
physical markets, in terms of trading, transporting, and storing 
physical commodities as well as owning power generation and 
other physical assets.”*®^ 

Additional Acquisitions. Goldman continued to expand its 
physical commodity activities throughout 2010. One of its acquisitions 
was Metro International Trade Services, the global metals warehousing 
business discussed further below.*®* Another was its purchase of a 
natural gas trading book from Nexen Inc., a Canadian natural gas 
business that reportedly bought and sold about 6 billion cubic feet of gas 
per day and managed more than 50 billion cubic feet of gas storage 
capacity.*®’ A third acquisition was taking ownership of a coal mine and 
related assets in Colombia, as discussed in more detail below.**® 

Goldman disclosed to the Federal Reserve that, by 2010, 
Goldman’s holdings included crude oil and natural gas exploration and 
production efforts in the North Sea, Central Asia, and North Africa; bulk 
carrier shipping through a joint-venture headquartered in Europe and 
another in Japan; and a coal mine in Australia.**' According to 
Goldman, by then it was also trading physical palm oil, rubber, and 
asphalt.*'^ 


4/8/2010 “Global Commodities Discovery Review,” FRB-PSI-200516-585, at 523. 

Undated but likely 2010 “Scope Discovery Review Memo[:] Goldman Sachs Group 
Commodities,” prepared by FRBNY examiners, FRB-PSI-2005 1 1 - 515, at 511 [sealed exhibit]. 

See 1 0/28/20 1 1 “Global Commodities[:] Presentation to the Board of Directors of The 
Goldman Sachs Group, Inc.,” prepared by Goldman, FRB-PSI-70001 1 - 030, at 014, 027. 

Id. at 014, 022. See also, e.g., “Goldman expands in commods with Nexen unit buy,” 

Reuters, Joe Silha and Jeff Jones (5/14/2010), http://www.reuters.eom/article/2010/05/I4/us- 
goldman-nexen-naturaIgas-idUSTRE64D53 1 20 1 005 1 4. 

See 10/28/201 1 “Global Commodities[:] Presentation to the Board of Directors of The 
Goldman Sachs Group, Inc.,” prepared by Goldman, FRB-PSI-70001 1 - 030, at 028. 

3/2010 “Global Commodities Principal Investments[;] Commodities Private Equity 
Presentation to the Federal Reserve,” prepared by Goldman, FRB-PSI-602243 - 274, at 247. See 
also “A Shuffle of Aluminum, but to Banks, Pure Gold,” New York Times . David Kocieniewski 
(7/20/2013), http://www.nytimes.eom/2013/07/21/business/a-shuffle-of-aluminum-but-to-banks- 
pure-gold.htmi?reF=business; 07/23/2013 Goldman Sachs press release, “Goldman Sachs on 
Aluminum and Physical Commodities,” http://www.goldmansachs.com/media-relations/in-the- 
news/archive/goldman-sachs-physica!-commodities-7-23-13.html. 

5/26/2011 “Questions from the Federal Reserve on 4(o) Commodities Activities,” FRB-PSI- 
200600 -610, at 600. 



485 


137 

A 201 1 presentation by Goldman to its Board of Directors 
provided these “[e]xamples of physical client activity”: supplying jet 
fuel to Delta and Qatar airlines; supplying crude oil feedstock to 
Independent Refiner Alon and then purchasing the refined products; and 
supplying coal to Utility Drax.®*^ It also stated; “We expect a larger 
increase in Physical activity in Growth Markets relative to Developed 
Markets.”®''* The last page of the presentation stated that Goldman 
would be able to attribute a high valuation to GS Commodities “if the 
business was able to grow physical activities, unconstrained by 
regulation and integrated with the financial activities.”®'® 

In 201 1, Goldman also reported to the Federal Reserve that it 
provided risk management services to clients involving various types of 
commodities, including crude oil and refined products, power and 
natural gas, coal, freight, emissions and iron ore, base and precious 
metals, index products, and agricultural products.®'® Goldman indicated 
that, in November 201 1, it had over 1,000 active clients in its 
commodities business.®'’ Those clients included producers, consumers, 
industrial users, central banks, pension funds, wealth managers, and 
other financial institutions,®'* with corporate clients accounting for about 
45% of its global commodities clients.®'^ In 201 1, the Federal Reserve 
estimated that Goldman had physical commodity assets worth $26 
billion.®^® 


(3) Current Status 

When the Federal Reserve initiated its special review of financial 
holding company involvement with physical commodities in 2010, 
Goldman was one of the ten banks it examined in detail. Goldman was 
also featured in the internal Summary Report prepared by the Federal 
Reserve’s Commodities Team summarizing the findings of the special 
review.®’' 

The nonpublic 2012 Summary Report described Goldman’s wide- 
ranging physical commodity activities. They included Goldman’s 
acquisition of Cogentrix, with its ownership interests in over 30 power 
plants;®” direct ownership of four tolling agreements with other power 

10/28/201 1 “Global Commodities[:] Presentation to the Board of Directors of The Goldman 
Sachs Group, Inc.,” prepared by Goldman, FRB-PSI-70001 1 - 030, at 019. 

‘'“id., at 021. 

Id, at 030. 

1 1/2011 “Global Commodities Business Overview,” FRB~PSI-201 176 - 189, at 177. 

‘'Ud. 

‘“Id. 

Id. at 862. 

620 201 1 “Work Plan for Commodity Activities at SIFIs,” prepared by FRBNY Commodities 
Team, FRB-PSI-200465 - 476, at 465 [sealed exhibit]. 

See 10/3/2012 “Physical Commodity Activities at SIFIs,” prepared by FRBNY Commodities 
Team (hereinafter, “2012 Summary Report”), FRB-PSI-200477 - 510 [sealed exhibit]. 

Id. at 485. 
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plants;**^^ direct ownership of Metro, with 84 metal warehouses around 
the world;*^'* the Colombian coal mines and related assets;'’^^ as well as 
the uranium trading business.*^® The 2012 Summary Report also noted 
that Goldman and JPMorgan together had a “total of 20-25 ships under 
time charters or voyages transporting oil [and] Liquefied Natural 
Gas.”*^^’ 


In addition to surveying the extent of Goldman’s physical 
commodity activities, the 2012 Summary Report by the Federal Reserve 
Commodities Team identified multiple concerns with those activities. 
One concern was that Goldman had insufficient capital and insurance to 
cover potential losses from a catastrophic event. The report noted at one 
point that Goldman’s catastrophic risk valuation methodology for its 
power plants was to use “simply the current value of its most valuable 
power plant,” with no provision for potential expenses stemming from 
loss of life, worker disability, facility replacement, or a “failure to 
deliver electricity under contract.”*^* At another point, the 2012 
Summary Report compared the level of Goldman’s capital and insurance 
reserves against estimated costs associated with “extreme loss 
scenarios,” and found that “the potential loss exceeds capital and 
insurance” by $1 to $15 billion.®’ If Goldman were to incur losses from 
its physical commodity activities while maintaining insufficient capital 
and Insurance protections, the Federal Reserve, and ultimately U.S. 
taxpayers, could be asked to rescue the firm. 

In 2013, when the Subcommittee asked Goldman about its physical 
commodity activities, the financial holding company provided 
information that, consistent with the Summary Report, illustrated its far- 
reaching commodity operations. Goldman reported trading in the 
physical commodities of aluminum, copper, gold, lead, nickel, 
palladium, platinum, silver, tin, zinc, coal, crude oil, heating oil, 
gasoline, jet kerosene, and natural gas.®’ Goldman also reported 
maintaining substantial inventories of many physical commodities. At 
the end of 201 1 (the latest year in which complete data was provided to 
the Subcommittee), those inventories included approximately 231,000 
metric tons of aluminum, 37,000 metric tons of copper, 3,000 metric 
tons of nickel, 2.2 million barrels of crude oil, 245,000 barrels of heating 
oil, 2 million barrels of jet kerosene, and 106.5 million BTUs of natural 


Id. 

““id, at 486. 

Id. 

‘“Id. 

‘^Nd. 

Id. at 494, 

Id, at 498, 509, The 2012 Summary Report also noted that commercial firms engaged in oil 
and gas businesses had a capital ratio of 42%, while bank holding company subsidiaries had a 
capital ratio of, on average, 8% to 10%. Id. at 499. 

“‘2/12/2013 Goldman Response to Subcommittee Questionnaire, GSPSICOMMODSOOOOOOOl- 
R-003-R. 
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gas In addition, Goldman has continued to own and operate coal 
mines in Colombia, supply uranium to power plants, and operate a 
global metals warehouse business.®^^ 

Continuing Physical Commodities. Although several other bank 
holding companies have begun to exit their physical commodity 
activities, Goldman executives have indicated that Goldman remains 
committed to commodities as a core business.®” In September 2013, 
Goldman CEO Lloyd Blankfein described commodities as a “core, 
strategic business” for the bank.®^"^ In an October 2013 earnings 
conference call, in response to questions from analysts, Goldman’s Chief 
Financial Officer Harvey Schwartz described commodities as an 
“essential business for our clients,” and stated: “We have no intention of 
selling our [commodities] business.”®^® 

Despite those public statements, in the last two years, Goldman has 
sold or attempted to sell certain commodity assets. In 2012, it sold 
Cogentrix Energy and essentially exited the business of operating power 
plants.®®® In 2013, it signaled that Metro International and its 
warehouses were up for sale, although it has yet to conclude a 
transaction.®®^ In 2014, Goldman announced that Nufcor and its 
uranium trading business were for sale.®®* Goldman told the 
Subcommittee that it has yet to receive an acceptable bid for Nufcor and 
has decided instead to wind down the business which, due to long-term 
uranium supply contracts, will require Goldman to continue supplying 
uranium to one power plant until 2018.®®’ Goldman told the 


See 2/12/2013 Goldman Response to Subcommittee Questionnaire, 
GSPSICOMMODSOOOOOOOl-R - 003-R, at 003-R. 

See discussion below. 

See “Goldman Sachs Stands Firm as Banks Exit Commodity Trading,” Bloomberg, 
Ambereen Choudhury (4/22/2014), http://www.bioomberg.eom/news/2014-04-22/goldman- 
sachs-stands-firm-as-banks-exit-commodity-trading.html. 

“As rivals fade, Goldman Sachs stands firm on commodities,” Reuters, Jonathan Leff and 
Dmitry Zhdannikov, (12/6/2013), http://www.reuters.eom/article/2013/12/06/us-banks- 
commodities-idUSBRE9B50S720131206. See also “Goldman Serves Crucial Physical 
Commodities Role, Blankfein Says,” Bloomberg, Michael J. Moore (9/1 8/2013), 
http://www.bloomberg.eom/news/2013-09-18/goldman-serves-cruciai-physical-commodities- 
role-blankfein-says.html. 

“Goldman Q3 commodity revenue down ‘significantly’ on Q2” (10/17/2013), Reuters, 
http://www.reuters.cora/article/2013/10/17/goldman-results-commodities- 
idUSLlN0I70OD20131017. 

9/6/2012 Carlyle Group press release, “The Carlyle Group to Acquire Cogentrix Energy 
Assets and Power Project Development and Acquisition Platform,” 

http://www.carlyle.com/news-room/news-release-archive/carlyle-group-acquire-cogentrix- 

energy-assets-and-power-project-devel. 

Subcommittee briefing by Goldman (7/17/2014); “Goldman explores sale of Metro metals 
warehouse business,” Reuters, Josephine Mason and David Sheppard (4/1 1/2013), 
http://www.reuters.com/article/201 3/04/1 1/us-go!dman-metro-!dUSBRE93A0lO201 3041 1 . 

“Goldman puts ‘for sale’ sign on Iran’s old uranium supplier,” Reuters, David Sheppard 
(2/1 1/2014), http://www.reuters.eom/article/2014/02/l 1/us-goIdman-uranium-insight- 
idUSBREAlA0RX20140211. 

Subcommittee briefing by Goldman (9/5/2014). 
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Subcommittee it is also considering selling its Colombian coal mines.'’'"’ 
Despite those statements and actions to sell or shut down certain aspects 
of its physical commodity activities, Goldman informed the 
Subcommittee that it intended to remain active in the commodities 
business and will seek to continue its physical commodity activities. 


640 

Id. 
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B. Goldman Involvement with Uranium 

For the past five years, Goldman Sachs has owned, marketed, and 
traded physical uranium and related financial instruments. Goldman 
Initiated its physical and financial trading of uranium in 2009, a year 
after it became a bank holding company, by acquiring a longtime 
industry leader in the uranium markets, Nufcor International Ltd. 
Goldman claimed that it had legal authority to engage in uranium trading 
under the Gramm-Leach-Bliley “grandfather” clause. Since no Nufcor 
employees came to Goldman as part of the sale, Goldman employees ran 
the business. Within three years of purchase, Goldman increased the 
volume of Nufcor’s uranium trading tenfold, from an annualized amount 
of about 1 .3 million pounds to 1 3 million pounds, and increased its long- 
term uranium supply contracts from two to nine utilities with nuclear 
power plants. Goldman stored its physical uranium in at least six 
storage facilities in the United States and abroad, owned by unrelated 
parties. 

Goldman’s uranium-related activities, which are expected to 
continue until at least 20 1 8, raise multiple concerns, including 
insufficient capital and insurance to protect against a catastrophic event, 
unfair competition, and conflicts of interest arising from controlling 
physical uranium supplies while trading uranium financial instruments. 

(1) Background on Uranium 

Uranium (U) is a dense, weakly radioactive, naturally occurring 
metal^'*^ that is most commonly used for power generation and nuclear 
weapons. It is found in rocks and ores that make up approximately three 
percent of the earth’s crust, and so is not considered a rare metal.®^^ 

In its natural form, uranium is found in three different isotopes: 
Uranium-238, Uranium-235, and Uranium-234, with U-235, the isotope 
used for nuclear enrichment, comprising only about 0.7 percent of 
natural uranium.^'*'* To be useful for power generation or military 
purposes, the percentage of U-235 in a given sample needs to be 
increased significantly. Power plants need uranium to contain about 5% 


10/1/2012 “Radiation Protection[:] Uranium,” U.S. Environmental Protection Agency 
website, http://www.epa.gov/radiation/radionucUdes/uranium.html. 

12/2008 “New Product Memorandum [:] Uranium Trading,” prepared by Goldman, FRB-PSI- 
400039 - 052, at 049 (hereinafter “12/2008 Goldman New Product Memorandum on Uranium 
Trading”); Being Nuclear: Africans and the Globad Uranium Trade . (The MIT Press, 2012) 
(hereinafter, “ Being Nuclear ”). Gabrielle Hecht, at 51 (“[U]ranium wasn’t confined to particular 
geological formations or geographical locations. Tlie stuff was everywhere.”). 

10/1/2012 “Radiation Protection[:] Uranium,” U.S. Environmental Protection Agency 
website, http://www.epa.gov/radiation/radionuciides/uranium.html. 
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0-235,'’'*^ while military weapons require uranium to contain at least 
90 %.®^® 

To increase the concentration of U-235, uranium must go through 
a fuel processing cycle. The process begins when the uranium ore is 
refined and processed to generate triuranium octaoxide (U3O8 or U308), 
otherwise known as “yellowcake.”^"*^ U308 is “an inert, stable, 
insoluble oxide.”*’''* In the next step of the fuel processing cycle, by 
removing impurities and combining it with fluorine, the 11308 is 
converted into uranium hexafluoride (UFe or UF6). The only conversion 
plant currently operating in the United States is located in Metropolis, 
Illinois.®''^ 

In the next step in the process, the UF6 is enriched to increase the 
level of 0-235.““ The enriched UF6 is then solidified and processed 
into uranium oxide (UO2), which can be used to manufacture nuclear 
fuel rods for power plants.®^' This multi-step enrichment process was 
depicted in the following chart included in a Goldman internal 
memorandum advocating the financial holding company’s involvement 
with uranium trading: 



Figure i. The Uranium fuel iTOcessmg Cycie. 


Sec 10/1/2014 “Uranium Enrichment,” U.S. Nuclear Regulatory Commission website, 
http://www.nrc.gov/materials/fuel-cycle-fac/ur-eiirichment.html; Sec also 3/2014 “What is 
Uranium? How Does it Work?,” World Nuclear Association website, http://wi\w.world- 

nuciear.org/info/Nuciear-fuel-cycle/introduction/what-is-Uranium— How-Does-il-Work-/. 

Sec 3/2014 “What is Uranium? How Does it Work?,” World Nuclear Association website, 

htlp://wv^w. world-nuclear.org/info/Nuclear-luel-cycle/introduction/what-is-Uranium--How- 

Does-it-Work-/. 

12/2008 “New Product Memorandum,” prepared by Goldman, FRB-PSI-400039 - 052, at 
049. 

648 

Id. (noting other conversion plants in Canada, France, United Kingdom, China, and Russia). 

650 id_ 

Id. 

'^•^'Id. 
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Health Risks. The health-related risks of uranium itself as well as 
from the fuel processing cycle can be significant. While uranium in its 
natural form is not considered a harmfully radioactive substance, it is 
toxic after processing.®” Exposure to too much uranium has been found 
to Increase cancer risk and cause liver damage.®” Further, various 
stages of uranium processing involve strong acids and produce 
extremely corrosive chemicals that could cause fires or explosions. 

Regulatory Framework. The regulatory landscape for owning 
and processing uranium varies as uranium is enriched and moves closer 
to useable form for fuel or weapons. In the United States, a person may 
not take title to or possession of, or import or export uranium, without 
obtaining a general or specific license from the U.S. Nuclear Regulatory 
Commission (NRC).®®® In 1980, the NRC issued a regulation which 
automatically grants a “general” license, without any application 
requirement, to any U308 or un-enriched UF6 title holder who does not 
physically possess, move, or process the uranium.®” That regulation 
effectively allows uranium owners to buy and sell the uranium without 
having to obtain a specific U.S. license, so long as they do not take 
physical possession of the metal. At the same time, the NRC has 
imposed significant licensing requirements on parties involved with the 
physical transport, handling, and processing of uranium.®” 

Other countries have different regulatory requirements regarding 
the storage, transport, enrichment, and trading of uranium. An ongoing 
regulatory issue is whether uranium should be treated as nuclear material 
requiring careful monitoring and trading restrictions, or a profit- 
generating commodi^ freely transferable among parties interested in 
buying and selling it.®® 

Uranium Markets. According to the World Nuclear Association, 
over 400 nuclear power plants scattered over 30 countries use uranium 


Id. at 050. 

10/1/2012 “Radiation Protection[:] Uranium,” U.S. Environmental Protection Agency 
website, http://www,epa.gov/radiatioii/radionuclides/uranium.htm!. 

5/21/2014 “Uranium Conversion,” U.S. Nuclear Regulatory Commission website, 
http://www.nrc.gov/materials/fuei-cycle-fac/ur-conversion.htmL 

See Section 62 of the Atomic Energy Act of 1954, P.L. 83-703, codified at 42 U.S.C. §2011 
(“Unless authorized by a general or specific license issued by the Commission, which the 
Commission is hereby authorized to issue, no person may transfer or receive in interstate 
commerce, transfer, deliver, receive possession of or title to, or import into or export from the 
United States any source material after removal from its place of deposit in nature . . . ”). 

10 C.F.R. §40.21, 45 Fed. Reg. 65531, (Oct 3, 1980) (“A general license is hereby issued 
authorizing the receipt of title to source or byproduct material, as defined in this part, without 
regard to quantity. This general license does not authorize any person to receive, possess, 
deliver, use, or transfer source or byproduct material.”). 

Subcommittee briefing by the Nuclear Regulatory Commission (9/23/2014). 

See, e.g., Being Nuclear: Africans and the Global Uranium Trade, (The MIT Press, 2012) 
(hereinafter, “ Being Nuclear "! Gabrielle Hecht, at 3 1-36, 56-57. 
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to generate about 12% of the world’s power supply. Those nuclear 
power plants have created a market for about 160-170 million pounds of 
uranium oxide concentrate per year.*®' To meet that demand, uranium is 
usually purchased by utilities or power plants directly from the 
producers using long term supply contracts.^*^ The prices for those 
contracted deliveries are usually linked to the spot prices of uranium at 
the time of delivery.^®^ 

Uranium-related trading can occur in a number of ways, including 
trading in: (1) physical uranium at various stages of its life cycle; (2) 
uranium financial instruments, including futures, forwards, options, or 
swaps; (3) certain rights related to uranium, such as “Conversion Service 
Certificates” or “Separative Work Units”; and (4) shares of uranium- 
related companies or an index that tracks uranium-related companies’ 
stock prices. 

Uranium is commonly traded as a physical commodity at two 
stages in its life cycle: U308 (triuranium octoxide) and as UF6 (uranium 
hexafluoride). The total volume of those two physical markets is 
relatively small. 

With respect to uranium financial instruments, CME Group Inc. 
lists a standardized uranium-related futures contract for 250 pounds of 
U 308 .®®^ This financially settled contract is traded on the CME Globex 
and CME ClearPort trading platforms, and is linked to prices provided 
by Ux Consulting Company, LLC.“^ It was established and began 
trading for the first time on May 6, 2007.^** In recent years, the 
uranium futures market has had relatively few participants, the U308 


3/2014 “What is Uranium? How Does it Work? ” World Nuclear Association website, 
http://www.world*nuclear.org/info/Nuclear-fuel-cycle/introduction/what>is-Uranium— How- 
Does-it-Work-/. 

4/2014 “Uranium Markets,” World Nuclear Association website, http://www.world- 
nuclear.org/info/nuclear-fuel-cycle/uranium-resources/uranium-markets/ (stating 170 million 



Id. Because of the extensive amount of processing required to make uranium useful, only 
about one third of the cost of nuclear fuel for a power plant is the cost of the original uranium. 
Id. Further, the “spot” prices for uranium are not based on actual transactions, but are instead 
published by survey services that are integrally involved in these markets. See 12/2008 
Goldman New Product Memorandum on Uranium Trading, FRB-PSI-400039 - 052, at 052. 

12/2008 Goldman New Product Memorandum on Uranium Trading, FRB~PSI-400039 - 052, 
at 030 - 040. 

665 

See “UxC Uranium U308 Futures Contract Specs,” CME Group website, 
http://www.cmegroup.com/trading/metais/other/uranium_contract_specifications.html. 

Id. 

When it first began trading, the futures contract was on the New York Mercantile Exchange 
(NYMEX) Clear Port and CME Globex platforms. See “CME/NYMEX Uranium Futures (UX) 
Contract[:] 

CME/NYMEX Partners with Ux Consulting to Offer Uranium Futures Contracts,” Ux 
Consulting Company, LLC website, http://www.uxc.com/data/nymex/NymexOverview.aspx. 
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contract has rarely traded, and open interest has generally remained 
relatively low.^®^ 

Uranium can also be traded through two unique financial 
instruments tied to its processing cycle. The right to “convert” U308 
into UF6, represented by a U308 “Conversion Services Certificate,” can 
be traded on an over-the-counter basis.®™ These certificates grant the 
holder a place in line to convert U308 to UF6 at a conversion facility.®^* 
Similarly, a “Separative Work Unit,” representing the “righf ’ to enrich 
uranium at a particular enrichment facility by a particular amount, can 
also be traded over the counter.®™ 

Finally, although more removed, investors seeking to profit from 
changes in uranium prices may invest in a company engaged in the 
uranium business or in one or more exchange traded funds that track 
stocks of companies Involved in uranium.®’ 

In recent years, the uranium market has experienced significant 
price fluctuations, based on massive swings in market sentiment towards 
nuclear power and technology changes for alternative sources of energy. 
Price swings in the U308 spot market illustrate the price variance and 
Increased volatility in recent years. 


Ux U308 Price - Full History (Spot U308-Full) 



»a 

8B89900l,0293940f.g6079399000!0/f)304Q506070fl09inni2n!4 

*Chart prepared by Ux Consulting Company, LLC.^^^ 


There are frequently zero reported trades per day. For example, for the week of September 9- 
16, 2014, only one trade was reported, involving 50 contracts. See “UxC Uranium U308 
Volume,” CME Group website, 

http://www.cmegroup.com/trading/metals/other/uranium_quotes__voiume_voi.html. 
Subcommittee briefing by Goldman Sachs (9/5/^014). 

Id. 

Id. 

For example, an investor could invest in the Global X Uranium ETF, which tracks the 
Solactive Global Uranium Index and is traded on NYSE Area under symbol URA. See “Global 
X Uranium ETF,” Global X Funds website, http://www.globalxfunds.com/URA. 

Ux Consulting Company, LLC, http://www.uxc.com/review/UxCPriceChart.aspx?chart=spot- 
u3o8-full. 
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This price history reflects fundamental changes in the uranium 
market. In particular, in the mid-2000s, a renewed focus on global 
warming^’^ led to widespread speculation that nuclear power would 
expand, leading to an increase in uranium prices. U308 spot market 
prices peaked at about $135 per pound, at nearly the same time as the 
U308 futures product began trading for the first time in May 2007.^’® 
Demand for nuclear power sources then waned, as huge stores of 
relatively inexpensive natural gas became available as an alternative 
energy source. Just as prices began to recover amid a renewed push for 
low carbon dioxide emission energy sources to counter global warning, 
the nuclear disaster occurred at the Fukushima Diachii nuclear power 
plant in Japan in March 2011. “The accident . . . called nuclear power’s 
prospects into question and the spot price [of U308] has declined 
dramatically since that time.”®^^ Governments shut down nuclear power 
plants, postponed plans for new ones, and began to shift to other 
power sources.®’^ From a peak of about $135 per pound in 2007, U308 
spot market prices have since fallen to about $40 today. 

Because the uranium market is volatile and has relatively few 
participants, it poses significant risks for those who trade in it. As one 
website discussing uranium investments warned: “Uranium futures 
carry a double whammy of being thinly traded and very volatile.”^*” 

(2) Background on Nufcor 

The Nuclear Fuels Corporation of South Africa (Nufcor), the 
predecessor to Nufcor International Ltd., was formed by South African 
gold mining companies in the 1960s, to process and market uranium to 
the nascent nuclear power industry.**' The companies had previously 


In May 2006, the movie, “An Inconvenient Truth” was released, for example, which 
significantly raised awareness of global wanning. See “‘An Inconvenient Truth’: AI Gore's Fight 
Against Global Warming,” New York Times. Andrew Revkin (5/22/2006), 
http://www.nytimes.com/2006/05/22/movies/22gore.htmi?pagewanted=al!. 

See, e.g., “Uranium stocks rally in advance of NYMEX futures trading,” U308.biz, Robert 
Simpson (5/3/2007), 

http://www.u3o8. biz/s/MarketCommentary.asp?ReportID=184497&_Title=Uranium-stocks- 
rally-in-advance-of-NYMEX-futures-trading (“The NYMEX will list a uranium futures contract 
on Monday, May 7, as the energy and metals exchange looks to capitalize on surging interest in 
the nuclear fuel.”); Being Nuclear , at 329. 

2014 Review, prepared by Energy Resources International, Inc. for the U.S. Department of 
Energy Office of Nuclear Energy, at 5, 

http://www.energy.gOv/sites/prod/fiies/20i4/05/fl5/ERI%20Market%20Analysis.pdf. 

Id. at 4 (noting Japan temporarily shut down some nuclear facilities while Germany 
permanently shut facilities). 

See, e.g., “Uranium Market,” Uranium Participation Corporation website, 
http://www.uraniumparticipation.eom/s/Uranium_Market.asp (explaining current lower uranium 


‘ 10/2/2014 “How to Invest in Uranium,” Demand Media, Karen Rogers, 
http://finance.zacks.com/invest-uranium-5543.htmf 

“Goldman puts ‘for sale’ sign on Iran’s old uranium supplier,” Reuters, David Sheppard 
(2/1 1/2014), http://www.reuters.eom/article/2014/02/l 1/us-goldman-uranium-insight- 
idUSBREAlA0RX20140211. 
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sold the bulk of the uranium obtained as a byproduct of their gold 

mining to the United States and United Kingdom for military 

682 

purposes. 

The creation of Nufcor marked a significant shift in market focus 
away from military sales towards commercial power plants, and Nufcor 
became a supplier of uranium products used to produce nuclear fuel rods 
for nuclear power plants around the world.®*^ Among other countries, in 
the 1970s, Nufcor sold enriched uranium to Iran.®*'* 

In 1999, Nufcor incorporated a new subsidiary in London, Nufcor 
International Ltd., to undertake trading in nuclear fuel cycle products 
and services. Nufcor also created an investment adviser, Nufcor Capital 
Ltd., which managed an investment fund, Nufcor Uranium Ltd., for 
uranium-related investments.®*^ By the mid-2000s, Nufcor and its 
related affiliates were actively engaged in owning physical uranium, 
trading financial products related to uranium, and advising investors on 
uranium-related investments.®*® 

On June 26, 2008, Nufcor was bought by the Constellation Energy 
Group, a U.S. firm that operated several nuclear power plants, for about 
$103 million.®*’ 

(3) Goldman Involvement with Physical Uranium 

Goldman’s involvement with physical uranium began with a 2008 
proposal by GS Commodities to get into the business of trading physical 
and financial uranium products and processing rights.®** In 2009, 
Goldman purchased Nufcor, and expanded its business over the next five 
years, resulting in Goldman’s buying millions of pounds of uranium, 
controlling inventories of physical uranium at storage facilities in the 
United States and Europe, and becoming a long term supplier of 
physical uranium to nine utilities with nuclear power plants. Because no 


See Being Nuclear: Africans and the Global Uranium Trade. (The MIT Press, 2012) 
(hereinafter, “ Being Nuclear ”). Gabrielle Hecht, at 68, 89. 

See Being Nuclear, at 68 - 69, 72. 

1 1/16/2014 email from Professor Gabrielle Hecht to Subcommittee; “Goldman puts ‘or sale’ 
sign on Iran’s old uranium supplier,” Reuters, David Sheppard (2/1 1/2014), 
http://www.reuters.eom/article/2014/02/l l/goldman-uranium-idUSL2N0LC0ZV20140211. 

^85 9/19/2014 letter from Goldman Sachs legal counsel to Subcommittee, “Foiiow-Up Requests ” 
PSTGoIdmanSachs~16~000001 - 006, Exhibit A. at GSPSICOMMODS00046240. 

See 2008 Form 10-K for Constellation Enei^ Group, Inc., filed with the SEC on 2/27/09, at 
152 - 153, http://www.sec.gOv/Archives/edgar/data/9466/000104746909002000/a2190570zI0~ 
k.htm. 

Id. at 1, 152. The two owners of Nufcor at the time were AngloGold Ashanti and FirstRand 
International. Constellation Energy’s purchase of Nufcor led to speculation in the press that it 
“could trigger a trend where utilities start to trade uranium as a commodity.” “Constellation 
poised to buy Nufcor Inti,” Mineweb . Anna Stablum (5/7/2008), 

http://www.mineweb.com/mineweb/content/en/mineweb-fast-news?oid~52522&sn=Detail. 

12/2008 Goldman New Product Memorandum on Uranium Trading, FRB-PSI-400039 - 052, 
at 039. 
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employees who conducted Nufcor’s business joined Goldman after the 
sale, Goldman employees ran the business. In 2014, for a variety of 
reasons, Goldman decided it would sell Nufcor or wind it down. It 
currently has contractual obligations to supply physical uranium to one 
nuclear power plant until 2018. 

(a) Proposing Physical Uranium Activities 

In December 2008, three months after Goldman became a bank 
holding company, Goldman’s commodities group, GS Commodities, 
sought approval from senior Goldman management to expand its 
physical commodity activities to include “trading physical and financial 
Uranium products and processing rights.”*’** As a way of initiating this 
activity, GS Commodities advocated acquiring Nufcor International 
Ltd., which was “a recognized name in the uranium industry,”^** and 
which was then owned by Constellation Energy Group.^*’ 

The proposal, which was sponsored by Goldman’s Global Head of 
Commodities, Isabelle Ealet, was memorialized in a 2008 “New Product 
Memorandum.”®*^ The memorandum was submitted to Goldman’s 
European Federation New Products Committee for approval.®** The 
New Products Committee, which included approximately a dozen 
Goldman executives, focused on ensuring that Goldman had the ability 
to support the proposed new activities from compliance, legal, tax, and 
operational perspectives.®*'* The New Product Memorandum detailed 
Goldman’s understanding of Nufcor’s business activities, highlighted 
some of the associated risks, and ultimately recommended purchasing 
the company.®*® 

Describing Nufcor’s Business. According to the Goldman 
analysis in the New Product Memorandum, Nufcor’s business model 
was focused around four distinct activities involving the trading of 
physical and financial uranium products, the marketing of uranium ore 
supplied by two mining companies, and advising on uranium-related 


Id. Goldman told the Subcommittee that while it may have previously traded in uranium to a 
minimal degree, creating a dedicated business line to conduct uranium transactions in the 
financial and physical markets was a major change in the nature, scope, and volume of its 
uranium activities, and necessitated a new product presentation and approval. Subcommittee 
briefing by Goldman Sachs (9/5/2014). 

12/2008 Goldman New Product Memorandum on Uranium Trading, FRB-PSI-400039 - 052, 
at 039. 

Constellation Energy is a longtime operator of nuclear power plants in the United States. See 
2008 Form 10-K for Constellation Energy Group, Inc., filed with the SEC on 2/27/09, 
http;//www.sec.gov/Archives/edgar/data/9466/000i04746909002000/a2 190570zl0-k.htm. 

12/2008 Goldman New Product Memorandum on Uranium Trading, FRB-PSI-400039 - 052, 
at 039. 

Subcommittee briefing by Goldman Sachs (9/5/2014). 

See 12/2008 Goldman New Product Memorandum on Uranium Trading, FRB-PSI-400039 - 
052. 
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investments.'’^'’ Goldman described the four business activities as 
follows: 

(1) “Arbitrage across elements and processes in the uranium fuel 
cycle including time-spreads and inventory carry trades to capture 
contango differentials”;®’ 

(2) “Speculation on individual elements and processes in the fuel 
cycle”;®* 

(3) “Fulfilment of Agency Agreements with two mining companies 
for the marketing and sale of U308”;®’ and 

(4) “Provision of Advisory and Custodian services to Nufcor 
Capital Ltd, a closed-ended investment fund thaf buys and holds 
UF6 & U308.”’°° 

The Goldman analysis found that Nufcor International Ltd. traded 
a significant volume of physical and financial uranium-related products. 
Its trading activity included: 

• 3.6 million pounds of physical U308 during 2008; 

• 460,000 kilograms of physical UF6 during 2008; 

• 1.3 million pounds of U308, using exchange based products 
and bilateral swap agreements during 2008; 

• 760,000 kilograms of uranium in Conversion Service Credits 
(rights to convert U308 to UF6) during 2007; and 

• 500,000 kilograms of uranium in Separative Work Units (rights 
to enrich UF6).™' 

In addition, the December 2008 Goldman analysis noted that Nufcor 
possessed a large inventory of physical uranium products which, in 
2008, included: 

• 1.15 million pounds of U308;’®’ 


Id. 

Id. at 040. See also “Arbitrage,” Investopedia.com, 
http://wvm.investopedia.coni/terms/a/arbitrage.asp (“The simultaneous purchase and sale of an 
asset in order to profit from a difference in the price.”). 

Id. According to the Goldman analysis, Nufcor then held inventories of U308 and UFe, as 
well as uranium Conversion Service Credits which had been loaned to Honeywell, but were due 
to return to Nufcor in 2009. Id. 

Id. According to the Goldman analysis, Nufcor then had annual retainer and sales 
commission arrangements with Uranium One and with AngloGold Ashanti Ltd., the South 
African gold mining consortium. Id. 

700 jd. 

12/2008 Goldman New Product Memorandum on Uranium Trading, FRB-PSI-400039 - 052, 
at 040. 

Id. This figure of 1 . 1 5 million pounds of U308 was contradicted a few pages later, at FRB- 
PSI-400046, where Goldman indicated that Nufcor had only about 623,000 pounds of U308, 
nearly 500,000 fewer pounds than first indicated at FRB-PSI-400040 in the same memorandum. 
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• 200,000 kilograms of UF6; and 

• Conversion Service Credits representing 770,000 kilograms of 

703 

uranium. 

The Goldman analysis valued the entire portfolio at $47 million dollars, 
which included a physical uranium inventory worth $90 million, but also 
certain uranium forward positions that were then out of the money by 
$55 million.^”'* 

Identifying Key Nufcor Risks. In addition to describing Nufcor’s 
business activities and current uranium holdings, the New Product 
Memorandum identified and analyzed a number of risks associated with 
taking on Nufcor’s uranium-related activities.™^ They included 
valuation and market risks, liquidity risks, catastrophic event liability 
issues, compliance issues, regulatory risks, credit risks, inventory 
management concerns, trade reporting issues, and tax considerations.^^® 
The description of those risks informed senior Goldman management 
that the proposed uranium-related activities were high-risk. The key 
risks included the following. 

Valuation Risks and Market Risks. A significant portion of the 
analysis in the New Product Memorandum focused on trade-related 
risks, including valuation risks, market risks, and the consequences of 
declining uranium prices. 

The Goldman analysis warned that obtaining accurate valuations 
for uranium had a number of challenges. It stated that there was “no 
spot market or spot price marker” that an owner of uranium could use to 
determine daily uranium prices.™’ Instead, it found that weekly “spof’ 
prices were published by two consulting firms based on “market 
sentiment and qualifying bids,” rather than completed transactions.’”* 
The Goldman analysis stated that Goldman had not yet tested the 
“rigor/robustness” of those weekly price markers.’”’ The Goldman 
analysis also found that there was “no exchange-traded commodity 


Id. 

Id. A few pages later, however, the memorandum indicated that Nufcor had only about 
623,000 pounds of U308, and its total physical uranium portfolio had an estimated value of only 
about $64 million. Id. at 046. 

Id. at 042. 

Id. at 043 - 048. 

Id. at 042. 

Id. Reliance on bids rather than completed transactions can result in inaccurate pricing and 
even abusive practices. For example, widespread manipulation of the London Interbank Offered 
Rates (LIBOR), benchmarks underpinning trillions of dollars in derivatives, was achieved in part 
through submissions of inaccurate and misleading bids, as opposed to actual transactions. See, 
e.g,, 2/6/2013 U.S. Department of Justice press release, “RBS Securities Japan Limited Agrees 
to Plead Guilty in Connection with Long-Running Manipulation of LIBOR Benchmark Interest 
Rates,” http://www.justice.gov/atr/public/press_releases/2013/292421.htm. 

12/2008 Goldman New Product Memorandum on Uranium Trading, at FRB-PSI-400039 - 
052, at 042. 
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market for physical uranium products.”’’® The absence of an active 
physical exchange market, again, made valuing uranium products more 
difficult than for other commodities, adding to the risk of holding the 
assets. 

With respect to market risks, the Goldman analysis highlighted 
uranium’s volatile prices. It stated that the “disconnect between [fair 
value] of physical inventory and the lack of [mark-to-market] on the 
forward positions may result in [profit and loss] volatility for the 
Uranium portfolio.”’" The Goldman analysis also highlighted Nufcor’s 
then out-of-the-money net short position in uranium forwards, 
concluding that it could give rise to further losses if uranium prices 
declined.’’’ Those financial instrument losses would be in addition to 
losses from the declining value of the physical uranium Nufcor also 
held. 


Operational Risks. In addition to price volatility and valuation 
issues, the Goldman analysis identified a number of operational 
concerns related to physical uranium. One key issue was whether 
Goldman’s existing systems could accurately track physical and 
financial uranium transactions, given the absence of standardized 
uranium trade documentation.’" The memorandum indicated that trade 
capturing and reporting mechanisms would need to be developed so that 
uranium transactions could utilize Goldman’s existing confirmation, 
settlement, and operations systems.’" The Goldman analysis also noted 
that personnel would be needed to manage Nufcor’s physical 
inventories.”^ 

Another key issue raised in the memorandum was ensuring that 
Goldman could manage its positions through effective hedging. The 
Goldman analysis indicated that it might be difficult to hedge particular 
uranium positions due to the lack of robust trading in the futures market. 
For example, the analysis noted that uranium futures were so thinly- 
traded that Nufcor’s 2008 open interest of 1 39,000 pounds of U308 
futures was about 20% of the overall open interest in the product.”® The 
memorandum warned that hedging significant exposures would be 
difficult due to the lack of many counterparties in the market, adding to 
the risk of holding uranium assets. 


’■“Id. 

’"id. at 047. 

Id. at 045. 

™ld. 

12/2008 Goldman New Product Memorandum on Uranium Trading, FRB-PSI-400039 - 052, 
at 047 - 048. 

’"id. at 047. The memorandum observed that Goldman already had “experience of managing 
physical unallocated products for metals and coal,” as well as products with different quality 
levels, such as coal with different sulfur content, suggesting that Goldman should also be able to 
manage the physical uranium inventory. Id. 

Id. at 042. 
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The New Product Memorandum also noted that the market was 
characterized by “long-term physical participants trading with each 
other,” which could lead to significant informational disadvantages for 
new entrants, like Goldman.’'^ Put another way, the memorandum 
indicated that it might be difficult for Goldman to fully understand the 
market at a given time, and that it could be more readily taken advantage 
of by other market participants with more experience trading uranium. 

Credit Risks. In contrast to the operational risks, Goldman found 
that the counterparty credit risks arising from a Nufcor acquisition were 
not significant.’ The Goldman analysis noted that many of the 
counterparties in the uranium market were large multinational 
corporations or government-related entities, and tended to have strong 
credit.”^ 

Goldman also evaluated the credit risks of the third party facilities 
where Nufcor stored its uranium.™ The memorandum examined five 

72 I 722 

companies with storage facilities: Cameco Corp.; Comurhex; 
ConverDyn;’^^ EURODIF S.A.;™ and USEC, Inc.’^^ The memorandum 
expressed concern about USEC’s credit profile,’^* and noted that 
Goldman would not want to add to that credit exposure if it were to 
acquire Nufcor.’^’ 


’’’Id. 

Id. at 045. 

’■’Id. 

Id. at 046. 

Cameco Corp. is the largest U.S. uranium producer with mines in Wyoming and Nebraska. 
See About,” Cameco Corp. website, http://www.caraeco.com/usa/. 

Comurhex is a subsidiary of AREVA, a French multinational group that specializes in nuclear 
power plants and owns a uranium conversion facility in France. See “The History of Comurhex 
Pierrelatte,” AREVA website, http://www.areva.com/EN/operations-81 1/the-history-of- 
comurhex-pienelatte-ffom-1959-to-the-comurhex-ii-project.html. 

ConverDyn is a partnership between affiliates of Honeywell and General Atomics, and has 
uranium storage facilities in Illinois. See “Our Business,” ConverDyn website, 
http://www.converdyn.com/busmess/index.htnil; 10/2/2014 letter from Goldman Sachs legal 
counsel to Subcommittee, “Follow-Up Requests,” at PSI-GoldmanSachs-21-000001 - 010. 

EURODIF S.A. is another AREVA subsidiary and owns a uranium enrichment facility in 
France. See AREVA website, “EURODIF S.A.: Uranium Enrichment,” 

http://www.areva.com/EN/operations-792/eurodif-s-a-georges-besse-plant-uranium- 
enrichment.html. The U.S. Government and the United States Enrichment Corporation 
previously brought actions against EURODIF S.A. for “dumping” Separative Work Units in the 
United States. See United States v. EURODIF S.A. . Case No. 07-1059 (U.S.), Opinion 
(1/26/2009), http://www.supremecourt.gOv/opinions/08pdf/07-I059.pdf. 

USEC, Inc. which was created by the U.S. Congress in the Energy Policy Act of 1 992, later 
became a publicly-traded corporation. See “History,” USEC website, 
http://www.centrusenergy.com/company/history. 

12/2008 Goldman New Product Memorandum on Uranium Trading, FRB-PSI-400039 - 052, 
at 046. 

Id. Goldman’s assessment of USEC’s credit risk proved accurate, as USEC ultimately 
declared a Chapter 1 1 bankruptcy in early 2014. It is expected to emerge from that bankruptcy 
as a reorganized company under the name Cenfrus Energy Corp. in September 2014. See 
9/5/2014 USEC press release, “Court Confirms USEC Inc. Plan of Reorganization,” 
http://www.usec.com/news/court-confinns-usec-inc-plan-reorganization. 
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Regulatory Risks. Goldman next assessed the regulatory risks 
associated with an acquisition of Nufcor. The memorandum framed the 
issue as whether Nufcor’s uranium activities: (1) were consistent with 
the laws governing all persons regarding uranium, and (2) would be 
permitted by its banking regulators. 

The New Product Memorandum noted that “[u]ranium processing 
and storage (in all forms) is heavily regulated.”’^* It briefly analyzed 
regulatory issues in the primary jurisdictions where Nufcor operated: 
the United States, Canada, France, and the United Kingdom, while also 
recognizing a need to analyze regulatory requirements in Germany and 
Sweden.^^’ With respect to the United States, the memorandum stated 
that “holders of legal title to uranium ore concentrates and UF6 are 
required to be licensed,”’^® while also noting that, if Goldman were to 
conduct the business so that Goldman would not come into physical 
possession of uranium, own any storage facility, or transport any 
uranium, licensing would likely not be a problem.’^' 

On the issue of whether Goldman would be permitted by its U.S. 
and U.K. banking regulators to engage in uranium-related trading, the 
memorandum concluded that, in the United States, the acquisition of 
Nufcor was “consistent” with the activities in which the firm was 
engaged at the time it became a bank holding company, and thus would 
be eligible for grandfathering under the Gramm-Leach-Bliley Act.^^^ 
Goldman determined that it could treat physical uranium activities as a 
“grandfathered” activity despite having never before engaged in it. With 
respect to the United Kingdom, the Goldman analysis stated that the 
proposed uranium activities gave rise to no additional registration 
requirements with the U.K. Financial Services Authority.’^^ 

Catastrophic Event Liability Risks. Still another set of key risks 
identified and discussed in the New Product Memorandum involved 
potential liahility risks for Goldman in connection with a health, safety, 
or environmental disaster arising from the proposed uranium activities. 
The New Product Memorandum included a lengthy legal analysis 
focused on the potential liability of facility owners, facility operators, 
and the title holders of uranium.™ It discussed the applicability of the 

12/2008 Goldman New Product Memorandum on Uranium Trading, FRB-PSI-400039 - 052, 
at 042. 

Id. at 043 - 044. 

™ Id. at 043. 

Id. at 045. Goldman told the Subcommittee that it has not been required to obtain any 
specific license to engage in uranium trading or take ownership of physical uranium. 
Subcommittee briefing by Goldman Sachs ( 9 / 5 / 2014 ). 

12/2008 Goldman New Product Memorandum on Uranium Trading, FRB-PSI-400039 - 052, 
at 044. The Goldman analysis also noted that uranium trading was “of a type” authorized by the 
Federal Reserve, since U308 futures contract had been approved by the CFTC for trading on 
exchanges. Id. 

Id. at 045. 

Id. at 043 -044. 
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Price Andersen Act which is triggered by the occurrence of a “nuclear 
Incident,” meaning nuclear material is released from a facility’s 
boundariesJ^^ It also discussed the possibility of lawsuits being brought 
in federal versus state courts. After enumerating a number of potential 
liability risks, the New Product Memorandum expressed confidence that 
Goldman would not be held liable in the event of a uranium-related 
event, so long as it was not the operator of any storage or transport 
facility involved and did not dictate how the facility should be 
operated.^^^ 

The New Product Memorandum’s long list of the risks involved 
with buying and selling physical uranium - including valuation, market, 
operational, credit, regulatory, and catastrophic event risks - showed it 
was a high risk business. Despite the risks, a lack of prior uranium 
activities, its status as a bank holding company, and public pressure for 
banks to reduce risks to avoid taxpayer bailouts, Goldman made the 
decision to expand into physical uranium activities. 

(b) Operating a Physical Uranium Business 

On June 30, 2009, as part of a larger commodities acquisition from 
the Constellation Energy Group, Goldman purchased 100% of the shares 
of Nufcor International Ltd. and Nufcor Capital Ltd., as well as an 8% 
ownership stake in the Nufcor Uranium Ltd. investment fund.”’ 
Goldman relied on the Gramm-Leach-Bliley grandfather clause as its 
legal authority to purchase Nufcor.”* 

Nufcor is a U.K. corporation, and its immediate ovmer is Goldman 
Sachs Group UK Limited, a London-based affiliate of the Goldman 


Id. 

Id, 

10/2/2014 letter from Goldman legal counsel to Subcommittee, “Follow-Up Requests,” PSI- 
GoldmanSachs-2 1-000001 - 010, at 002-003. 

Subcommittee briefing by Goldman Sachs (9/5/2014); 7/25/2012 “Presentation to Firmwide 
Client and Business Standards Committee: Global Commodities,” (hereinafter “2012 Firmwide 
Presentation”), prepared by Goldman, FRB-PSl-200984 - 1043, at 1 000 (indicating Nufcor was 
“owned under 4(o),” the grandfather clause). Although Goldman ultimately relied on the 
Gramm-Leach-Bliley grandfather authority, several facts suggest that Goldman may have 
considered holding Nufcor under its merchant banking authority. For example, Goldman placed 
Jacques Gabillon on the Nufcor Board of Directors; he was from the Goldman Commodities 
Principal Investments group, which oversaw Goldman’s commodities-related merchant banking 
activities. In addition, Goldman’s New Products Memorandum stated that Nufcor’s uranium- 
related “positions will not be [mjarked to market and hence will sit out of VaR,” a comment 
which implies that the plan was to hold Nufcor as a merchant banking portfolio company whose 
assets would not be valued on a daily basis in Goldman’s trading books, but would instead be 
held by Goldman as a separate merchant banking investment. See 12/2008 Goldman New 
Product Memorandum on Uranium Trading, at FRB-PSI-400039 - 052, at 048. In the end, 
however, Goldman relied on the grandfathering authority as the legal basis for its physical 
uranium activities and completely integrated Nufcor’s assets and trading into its own trading 
operations. 
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holding company Goldman explained to the Subcommittee that no 
employees conducting Nufcor’s business stayed on after Goldman 
acquired it, and as a result, Goldman employees in the GS Commodities 
group took on management of Nufcor’s operations/'*® As a result, 
Nufcor International Ltd. became a shell company whose business 
activities were conducted exclusively by Goldman employees. As 
one Goldman document put it, Nufcor’s uranium activities were “treated 
as [the] firm’s own activities.”’'*'^ Goldman explained that it also 
shuttered Nufcor Capital Ltd., which was already in the course of being 
wound down at the time of its sale to Goldman.’'*^ In addition, Goldman 
stated that Nufcor Uranium, Ltd., the investment fund which had been 
organized as a Guernsey investment company, was later merged into the 
Uranium Participation Corporation, which is listed on the Toronto Stock 
Exchange.’'*'* 

Since acquiring Nufcor in 2009, Goldman has used Nufcor 
International Ltd. to engage in a wide array of uranium-related 
activities.’'*^ The activities included buying and selling physical U308 
and physical UF6 on the spot markets; forward contracts to buy and sell 
physical U308 and UF6; options on U308 and UF6; uranium futures 
contracts; and Conversion Service Credits.’'*® Goldman also took 
ownership of hundreds of thousands of pounds of physical uranium, and 
became a supplier of uranium to utilities with nuclear power plants.’'*’ 


9/19/2014 letter from Goldman legal counsel to Subcommittee, at Exhibit A, 
GSPSICOMMODS00046240. 

Subcommittee briefing by Goldman Sachs (9/5/2014). 

]d. 

™ 2012 Firmwide Presentation, FRB-PSI-200984 - 1043, at 1000 (“Portfolio companies owned 
under 4(o) include Cogentrix and Nufcor - treated as firm’s own activities.”). 

Id. See also 12/31/201 1 “Director’s Report and Financial Statements,” prepared by Nufcor 
International Ltd., GSPSICOMMODS00046281 - 290 at 282 (noting that the company had not 
traded in 2010 or 201 1, had terminated its advisory agreement with its key client, and had also 
deregistered with the U.K. FSA). 

Id. On its website, the Uranium Participation Corporation describes itself as “focused solely 
on investing in uranium concentrates,” such as U308 and UF6, “with the primary investment 
objective of achieving appreciation in the value of its uranium holdings through increases in the 
uranium priee.” Uranium Participation Corporation website, 
http://www.uraniumparticipation.eom/s/Home.asp. 

5/17/2013 “Physical Commodity Review Committee: Meeting Minutes,” prepared by 
Goldman, FRB-PSI-400053 - 055. 

Subcommittee briefing by Goldman Sachs (9/5/2014), Although Nufcor also previously 
traded Separative Work Units, Goldman has not haded them since the acquisition. 9/19/2014 
letter from Goldman legal counsel to Subcommittee, “Follow-Up Requests,” PSI- 
GoldmanSachS' 16-00000 1 - 006, at 002. 

10/2/2014 letter from Goldman legal counsel to Subcommittee, “Follow-Up Requests,” PSi- 
GoldmanSachs-21-000001 - 010, at Exhibit B, GSPSICOMMODS00046532 - 533. 
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After acquiring Nufcor, Goldman quickly increased the volume of 
its uranium trading, eventually surpassing Nufcor’ s 2009 benchmark by 
tenfold, going from an annualized 1 .3 million pounds to nearly 1 3 
million pounds in uranium trading per year from 2009 through 2013: 


Goldman’s Uranium Trading 
2009 - 2013 


Year 

U308 Traded (Pounds) 

2009 (annualized) 

1 .3 million 

2010 

4.7 million 

2011 

8.2 million 

2012 

13.7 million 

2013 

12.8 million 


Source: 10/2/2014 letter from Goldman Sachs legal counsel to Subcommittee, 
“Follow-Up Requests,” PSI-GoldmanSachs-2 1-000001 - 010, at 004. 


The value of Goldman’s physical uranium inventory also grew steadily, 
from an estimated $90 million in 2008 to more than $240 million in 
2013, even as uranium prices fell: 

Goldman’s Physical Uranium Inventory 


2010-2013 


Date 

Dollar Value 

December 3 1, 2010 

$1 12.8 million 

December 31, 201 1 

$157.8 million 

December 3 1, 2012 

$230.3 million 

December 31, 2013 

$241.8 million 


Source: Nufcor International Ltd. Notes to the Financial Statements, for 
12/31/2011, at GSPSICOMMODS00046251; Nufcor Internationa! Ltd, Notes 
to the Financial Statements, for 12/31/2012, at GSPSTCOMMODS00046264; 

Nufcor International Ltd. Notes to the Financial Statements, for 12/31/2013, at 
GSPSICOMMODS00046278. 

In addition, Goldman significantly expanded Nufcor’ s uranium 
supply contracts with utilities. At the time of acquisition in 2009, 
through Nufcor International, Ltd., Goldman became a supplier of 
uranium to two utilities with nuclear power plants. As of June 30, 
2014, it had supply contracts with nine utilities located in Florida, New 
Hampshire, Virginia, North Carolina, Washington state, Wisconsin, and 
elsewhere.’"*^ The longest of those supply contracts required Goldman to 
deliver uranium to the utility through 2018.^^** 


Id. at Exhibit B, GSPS1COMMODS00046532, 533. 

750 9/19/2014 letter from Goldman Sachs legal counsel to Subcommittee, “Follow-Up Requests,” 
PSI-GoldmanSachs-16-000001 - 006, at 002. 
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Goldman told the Subcommittee that it is also holding a substantial 
inventory of forward contracts to buy or deliver over 3 million pounds of 
uranium over the next four years7^’ In addition, it is holding U308 
future positions that mature in each of the next several years, involving 
hundreds of thousands of pounds of uraniumJ^^ Most of Nufcor’s 
positions are held on a mark-to-market basis, pursuant to Goldman’s 
valuation policy, and so are subject to daily price fluctuationsJ^^ 

Goldman told the Subcommittee that, in connection with its 
physical uranium activities through Nufcor, it has stored U308 at three 
locations; ConverDyn facility in Illinois; Cameco facility in Canada; 
and Comurhex facility in France.^*'' Each of those facilities converts 
U308 into UF6, In addition, Goldman has stored UF6 at three other 
locations: Louisiana Energy Services facility in New Mexico;^” 
EURODIF S.A. facility in France; and URENCO facility in the 
Netherlands.’^* Each of those facilities enrich UF6. 


When asked to summarize its physical uranium activities, 
Goldman described them as buying uranium from mining companies, 
storing it, and providing the uranium to utilities when they wanted to 
process more fuel for their nuclear power plants.’*’ Goldman indicated 
that it was, essentially, financing the storage of the uranium until its 
buyers were ready to purchase it. Goldman said that it hedged its 
physical positions primarily by selling the physical supply through 
forward contracts.’** At the same time Goldman acted as a supplier for 
the utilities, it was also speculating on uranium prices by trading 
uranium futures and other financial products. 


Goldman documentation indicates that, in 2012, Goldman briefly 
considered expanding its physical uranium activities still further, by 
getting involved with transporting uranium, but decided not to go 
forward.’*’ In 2013, GS Commodities personnel proposed expanding 
Goldman’s physical uranium trading activities by including enriched 
uranium products. In May 2013, Goldman’s Physical Commodity 


Subcommittee brietlng by Goldman Sachs (9/5/2014). 

See 10/8/2014 letter from Goldman legal counsel to Subcommittee, “Follow-Up Requests,” 
PSI-GoldmanSachs-19-000001 - 009, at 008 (noting that “all physical uranium futures, forwards, 
swaps and options are fair valued,” other than UF6 forwards contracts which are treated as 
executory contracts and conversion credits are treated as intangibles); Subcommittee briefing by 


Goldman (9/5/2014). 

Subcommittee briefing by Goldman Sachs (9/5/2014). 

The facility is run by URENCO USA, Inc., a subsidiary of URENCO LTD. See “Company 
Structure,” URENCO website, http://www.urenco.coni/about-us/company-structure/. 
Subcommittee briefing by Goldman Sachs (9/5/2014). 

Id. 

Id. 

See 2012 Firmwide Presentation, FRB-PSI-200984 - 1043, at 1006 (indicating that, on 
5/31/2012, a presentation was made to start a new activity, “Physical vessel transportation of 
Uranium (U308),” that review of that proposal was then underway); Subcommittee briefing by 
Goldman Sachs (9/5/2014). 
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Review Committee met to consider the proposal, which involved buying 
and selling physical UF6 with enrichment levels up to five percent. 

The proposal stated that the enriched uranium would be stored at a 
Global Nuclear Fuel facility in North Carolina.^*' Ultimately, Goldman 
decided against the proposal. Goldman explained to the Subcommittee 
that the decision was due, in part, to the departure of a key Goldman 
employee who had been a strong proponent of the physical uranium 
trading business.’®^ 

In 2014, Goldman put Nufcor up for sale.^*^ Goldman told the 
Subcommittee that because it did not receive an acceptable bid for the 
business, Goldman was in the process of winding down Nufcor over the 
next several years.’®'' Goldman told the Subcommittee that, as part of 
the wind down, it has stopped building its inventory of physical uranium 
and expects its physical and financial uranium positions to steadily 
decrease over the next few years.’®® Goldman explained that it currently 
has one uranium supply contract that continues until 2018,’®® and 
expects to complete that contract.’®’ When asked why Goldman is 
exiting the uranium trading business, a Goldman representative replied 
that it was because the physical uranium business was “easy to 
misunderstand.”’®® Additional possible reasons include lower uranium 
prices since the Fukushima Daiichi nuclear event in Japan, and pressure 
from the Federal Reserve regarding the risks of its physical commodity 
activities. 


(4) Issues Raised by Goldman’s Physical Uranium 
Activities 

Goldman’s uranium-related activities, which are expected to 
continue until at least 2018, raise multiple concerns, including 
insufficient capital and insurance to protect against a catastrophic event, 
unfair competition, conflicts of interest arising from controlling uranium 
supplies while trading uranium financial instruments, and inadequate 
safeguards. 


See 5/1 7/20 1 3 “Physical Commodity Review Committee; Meeting Minutes,” prepared by 
Goldman, FRB-PSI-400053 - 055. 

Id. 

Subcommittee briefing by Goldman Sachs (9/5/2014). 

Subcommittee briefing by Goldman Sachs (9/5/2014). See also “Goldman puts ‘for sale’ sign 
on Iran’s old uranium supplier,” Reuters, David Sheppard (2/1 1/2014), 
http://www.reuters.coni/article/2014/02/ll/us-goldman-uranium-insight- 
idUSBREAlA0RX2014021 1. 

Subcommittee briefing by Goldman Sachs (9/5/2014). 

Id. 

766 9/J9/2014 letter from Goldman legal counsel to Subcommittee, “Follow-Up Requests,” PSI- 
GoIdmanSachs-16-000001 - 006, at 002. 

10/2/2014 letter from Goldman legal counsel to Subcommittee, “Follow-Up Requests,” PSI- 
GoldmanSachs-2 1-000001 - 010, at 005. 

Subcommittee briefing by Goldman Sachs (9/5/2014). 
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(a) Catastrophic Event Liability Risks 

One of the troublesome aspects of Goldman’s involvement with 
physical uranium trading is the risk that if a catastrophic event were to 
occur involving the release of uranium from a storage facility, it could 
cause such severe financial damage to the financial holding company 
that the Federal Reserve, and ultimately taxpayers, might be called upon 
to rescue it. While such an event is highly unlikely, history has shown 
that nuclear accidents do occur, and the nature and extent of liabilities in 
connection with such an accident are uncertain.^^^ 

(i) Denying Liability 

Goldman strenuously denies that its physical uranium activities 
create a substantial risk of additional liability for the financial holding 
company. Goldman recently discussed the liability issue generally in a 
publicly-available memorandum that it submitted to the Federal Reserve 
in response to a Federal Reserve request for public comment on whether 
it should impose new regulatory constraints on financial holding 
companies conducting physical commodity activities.^™ In its public 
comment, Goldman took the position that its liability for a commodities- 
related catastrophic event was limited, making three arguments: 

• Most of its commodities pose no risk to the environment; 

• Even the commodities that do pose a risk to the environment 
will not impose liability on Goldman, because Goldman does 
not operate the facilities used to store, ship, or process them; 
and 

• Even if Goldman were assessed “some liability” for an 
environmental event, it would not be in an amount large enough 
to hurt the financial holding company 

This generalized analysis differs from an internal analysis 
contained in Goldman’s 2008 New Products Memorandum on trading 
uranium, which identified several ways in which Goldman might, in 
fact, incur liability as a result of a nuclear-related event. Also omitted 
from the public comment letter is Goldman’s decision, in late 201 1, to 


The Fukushima Diaehii nuclear power plant disaster is a recent example of a nuclear disaster 
that was highly unlikely but did occur. Improbable events involving low level nuclear materials 
have also taken place. See, e.g., “Mexico’s Stolen Radiation Source: It Could Happen Here,” 
Bulletin of the Atomic Scienti.sts . Tom Bielefeld (1/23/2014), 

http://thebulletin.org/mexico%E2%80%99s-stolen-radiation-source-it-could-happen-here 
(discussing instances in which low level nuclear materials were stolen while in transit). 

™ See 4/16/2014 letter from Goldman Sachs Group, Inc. to the Federal Reserve, “Comment 
Letter on the Advance Notice of Proposed Rulemaking on Complementary Activities, Merchant 
Banking Activities, and Other Activities of Financial Holding Companies Related to Physical 
Commodities (Docket No. R-1479: RTN 7100 AE-10),” Federal Reserve website, 
http://www.federalreserve.gOv/SECRS/2014/May/20i40506/R-1479/R- 
1 479_041 61 4_1 24563_48 1 90 1 890 1 44 J .pdf (hereinafter “2014 Goldman Comment Letter”), 
"‘id. at 4, 13-19. 
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implement an additional layer of insurance for “contingent, third-party 
environmental/pollution liability coverage for risks that could emanate 
from either our physical trading activities or our investing activities.”^^^ 
While most insurance policies eontain an exclusion for nuclear-related 
events, Goldman’s insuranee policy included a specific amount of 
coverage that was not subject to an exclusion for a nuclear incident 
involving unenriched uranium.’^'* 

Despite purchasing insurance to help protect it against liability 
arising from a nuclear incident or other uranium-related environmental 
event, Goldman has continued to take the position that the possibility of 
incurring that liability is “rare” and that any such liability would not be 
“on a scale that could threaten the viability” of the financial holding 

775 

company. 

Goldman has publicly pointed out that the “general approach” of 
most federal environmental law is to plaee liability for environmental 
damages on the owners and operators of the facilities responsible for the 
damages.^’® Goldman has publicly argued that it “will not be subject to 
liability under well-settled law” for its physical commodity activities, 
because it avoids being an “owner” or “operator” of facilities that store 
or transport eommodities.^^^ Goldman appears to have taken explicit 
steps to “avoid[] operator status” and instead “selec[t] qualified 
operators,”’’® such as third party vendors to own and operate the storage 
facilities for its uranium. Goldman’s legal position appears to rely, in 
partieular, on Bestfoods , a Supreme Court case delineating when a 
parent corporation can be held liable for pollution damages caused by a 
subsidiary.”^ 

The legal liability of owners and operators of facilities does not, in 
and of itself, however, preclude others from also being found to have 
liability for environmental damages. In the recent Deepwater Horizon 
oil spill case, BP “neither owned the rigs ... nor ‘operated’ them in the 
normal sense of the word.”’®® Nevertheless, by the end of 2013, BP had 


7/9/2013 memorandum from Goldman to Federal Reserve, FRB-PSI-201245 268, at 252. 
™ Id. at 253. 

10/2/2014 letter from Goldman legal counsel to Subcommittee, “Follow-Up Requests,” PSI- 
GoIdmanSachs-2 1-000001 - 010, at 005. 

2014 Goldman Comment Letter, 

http://www.federaireserve.gOv/SECRS/2014/May/20I40506/R-1479/R- 
1479_041614_124563_481901890144J.pdf, at 4. 

Id. at 14. 

Id. at 4; 14-16. 

Id. at 15-16; Subcommittee briefing by Goldman Sachs (9/5/2014). 

™ See United States v, Bestfoods. 524 U.S. 51 (1998). 

“National Commission on the BP Deepwater Horizon Oil Spill and Offshore Drilling, Chief 
Coimsel’s Report,” at 30, http://www.eoearth.org/files/164401_164500/164423/fuil.pdf. (noting 
that BP personnel did, however, specify how the well was to be drilled). 
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recognized over $42 billion in losses from the event.^*’ In addition, in 
September 2014, after a bench trial, a U.S, court found BP to be “grossly 
negligent” for its role in the disaster, opening the door to as much as $18 
billion in additional damages/*^ 

Federal environmental laws do not preclude lawsuits being filed 
against the holders of legal title to a commodity like uranium if that 
uranium were to be involved in a catastrophic event. As the Federal 
Reserve has pointed out: “liability may attach to [financial holding 
companies] that own physical commodities involved in catastrophic 
events even if the [financial holding companies] hire third parties to 
store and transport the commodities.”’*^ There is no dispute that Nufcor, 
a wholly owned subsidiary of Goldman, is the direct owner of its 
uranium. In addition, since Nufcor has no employees of its own, having 
become a shell entity, Goldman employees directly manage its business, 
including dealing directly with Nufcor’s vendors. The level of 
Goldman’s direct involvement in Nufcor’s daily operations increases 
Goldman’s potential liability for Nufcor’s actions. As a result, if a 
catastrophic event were to occur involving uranium owned by Nfcor, at 
a minimum, Goldman could have to defend itself against claims in 
courts here or abroad, under the distinct laws in each jurisdiction. 

In addition, as Goldman has recognized, under U.S. law, “a party 
that knowingly entrusts a hazardous material to an incompetent operator 
may be held liable.”’*'* A joint memorandum of law submitted in 
support of Goldman’s submission to the Federal Reserve explicitly 
acknowledged that an owner of environmentally hazardous commodities 
could be held liable for negligently entrusting those commodities to an 
incompetent transportation or storage operator.’*^ Case law includes a 
number of instances in which, in some jurisdictions, an owner may incur 


2013-2014 Annual Report, DP pic, at 9, 

http://www.bp.eom/content/dam/bp/pdf/investors/BP_Annual_Report_and_Form__20F_2013.pdf. 

“BP May Be Fined Up to $18 Billion for Spill in Gulf,” Campbell Robertson and Clifford 
Krauss, New York Times. (Sept. 4, 2014), http://www.nytimes.eom/2014/09/05/business/bp- 

negHgent-in-201 0-oil-spill-us-judge-rules.html?_r= 1 . 

“Complementary Activities, Merchant Banking Activities, and Other Activities of Financial 
Holding Companies Related to Physical Commodities,” 79 Fed. Reg. 3329, at 3332 (Jan. 21, 
2014), http;//www.gpo.gov/fdsys/pkg/FR-2014-01-21/pdf/20 14-00996.pdf. 

2014 Goldman Comment Letter, 

http://www.federalreserve.gOv/SECRS/2014/May/20140506/R-1479/R- 
1479_041614_124563_481901890i44_l.pdf, at 15. 

See undated, but likely 4/2014 “Joint Memorandum of Law Prepared for SIFMA In Response 
to the Advance Notice of Proposed Rulemaking on Complementary Activities, Merchant 
Banking Activities, and Other Activities of Financial Holding Company Groups Related to 
Physical Commodities (DOCKET NO. R-1479; RIN 7100AE-10),” at 30, submitted on behalf of 
SIFMA by Covington & Burling LLP, Davis Polk & 

Wardweil LLP, Sullivan & Cromwell LLP and Vinson & Elkins LLP, 
http://www.sifma.org/issues/item. aspx?id=8589948617 (click on download to access Joint 
Memorandum of Law). 
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liability if it entrusts “a dangerous instrumentality” to a party that the 
owner knew or should have known was incompetent. 

To help address those risks, Goldman “maintain[s] an integrated 
risk management program of policies, procedures, diligence practices, 
governance arrangements, approval processes and insurance 
coverage.”^®’ Goldman also “maintain[s] ‘emergency or event response’ 
policies and procedures that are designed to address a situation in which 
a commodity that [it] own[s] becomes involved in an accident.”^*® In 
addition, Goldman has a sophisticated vendor oversight system to 
evaluate, among other factors, a vendor’s financial condition, insurance, 
and safety record.’*’ As Goldman explained to the Federal Reserve in 
its public comment letter, it performs those basic checks to gain 
“confidence that the operator has the requisite expertise and capabilities 
to safely handle, store or transport [its] commodities” and provide a 
“basis to defeat claims that [it] knowingly entrusted [its] commodities to 
an incompetent operator.”” Of course, a failure to follow those 
policies, procedures, and practices could increase the liability' risk for 
Goldman. 

The extent to which Goldman exercises oversight of the third party 
vendors for its uranium activities and requires them to meet Goldman’s 
standards for reliability and competence is unclear. Rather than 


See, e.g., Zokas v. Friend . 1 34 Mich. App. 437, 443 (Mich. App. Mar. 9, 1 984) (noting that, 
“an owner or lender who entrusts a person with a dangerous instrumentality may be held liable to 
a third party who is injured by the negligent act of the entrustee, where the owner or lender 
knew, or could have reasonably been expected to know, that the person entrusted was 
incompetent”); Allstate Ins. Co. v. Freeman . 160 Mich. App. 349, 357 (Mich. App. May 19, 

1987) (recognizing negligent entrustment where (1) the entrustor negligently entrusts the 
instrumentality to the entrustee, and (2) the entrustee negligently or recklessly misuses the 
instmraentality); RESTATEMENT (SECOND) OF TORTS §390 (1965); Shaffer v. Maier, Nos. 
C-900573, C-900600, 1991 WL 256493, at *8 (Ct. App. Ohio Dec. 4, 1991) (finding that 
liability can attach when there is entrustment of a chattel, inexperience or incompetence on the 
part of the entrustee, and actual or implied knowledge of that inexperience or incompetence on 
the part of the entrustor). 

2014 Goldman Comment Letter, at 13, 
http://www.federalreserve.gov/SECRS/201 4/May/20 140506(R-1479/R- 
1 479_041 6 1 4J 24563_48 1 90 1 8901 44_1 .pdf .3. 

™* Id. at 15. 

Subcommittee briefing by Goldman Sachs (9/5/2014); 2014 Goldman Comment Letter, at 16, 
http://www.federalreserve,gov/SECRS/2014/May/20140506/R-1479/R-1479_041614^I24563^ 
481901890144_l.pdf. See also 9/2013 “Global Commodities & Global Special Situations Group 
Presentation to the Board of Directors of The Goldman Sachs Group, Inc.,” prepared by 
Goldman, FRB-PSI400077 - 098, at 085 (“Business Intelligence Group (“BIG”) & GS Logistics 
team in Commodities Operations conduct diligence and vendor suitability checks on all 
providers, such as pipeline operators, in line with the firm’s wider Vendor Management Policy. 

. . . Instituted best-in-ciass shipping, rail and pipeline transportation policies, enforced by GS 
Logistics team, include Critical Event Management Policy[.] Periodic review and enhancement 
of policies based on industry related ‘events’ e.g.; Quebec rail).] , . . Engagement of Internal 
Audit and third parties to audit storage, transportation and delivery practices).] Vendor 
management review of service providers including health & safety, environmental and OF AC.”). 
™ 2014 Goldman Comment Letter, at 16, 

http;//www.federalreserve.gov/SECRS/2014/May/20140506/R-1479/R- 
1 479^04 1 61 4^1 24563_48 1 90 1 890 1 44_1 .pdf. 
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evaluating third parties to assess the competency of its uranium vendors, 
as it does with other commodity vendors, Goldman appears to have 
relied exclusively on the licenses obtained by the uranium storage and 
processing facilities it used.™’ Goldman’s vendor oversight activities, if 
found insufficient, might cause a state, U.S. federal, or foreign court to 
attach some degree of liability to Goldman. For that reason, Goldman 
could find itself litigating, on a case-by-case basis, whether it took 
adequate steps to prevent its commodities from being given to an 
incompetent vendor. 

Still another set of concerns involves the potential financial 
impact that a catastrophic event could have on Goldman even if it were 
eventually proved correct in court that it had no legal liability for 
damages. As the financial crisis demonstrated, parties viewed by the 
public as being potentially liable for damages may be shunned by 
customers as well as potential counterparties. In the aftermath of a 
catastrophic event linked to a financial holding company, market 
participants could react by withdrawing funds from the holding company 
or its banks, refraining from doing business with them, or demanding 
increased compensation to continue being exposed to their credit risk. It 
is not inconceivable that the ability of a financial holding company to 
conduct its day-to-day businesses could be threatened as business 
partners seek to lessen their financial exposure to the potentially risky 
party. That type of reaction could worsen over time if the publicity and 
magnitude of an event increase. 

This aspect of catastrophic event risk means that, even if as a legal 
matter, Goldman were found not to be liable for damages arising from a 
nuclear incident or other uranium-related event, market participants’ 
fears that Goldman might incur liability might nevertheless lead to 
financial difficulties and even losses for the financial institution. 

The likelihood of a nuclear-related event is, of course, remote. 
However, while Goldman has publicly dismissed the risk of such an 
event, that risk may be much greater than Goldman has, to date, planned 
for. 


(ii) Allocating Insufficient Capital and 
Insurance 

A related issue involves the amount of capital and insurance 
coverage Goldman has allocated to protect against potential losses 
associated with a catastrophic event arising from its physical uranium 
activities. Adequate capital and insurance are the key financial 
safeguards to prevent a Federal Reserve or taxpayer bailout in the event 


See 10/8/2014 letter from Goldman legal counsel to Subcommittee, “Follow-up Requests,” 
PSI-GoldmanSachs-1 9-000001 - 009, at 002 - 003. 
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of substantial losses arising from a catastrophic event. In part because 
Goldman has concluded that it has essentially no potential liability for 
losses arising from a catastrophic event, and in part due to lax regulatory 
requirements, Goldman’s allocations for capital and insurance coverage 
appear to be inadequate. 

In its recent public filing seeking comment on whether it should 
impose new regulatory constraints on financial holding companies 
conducting physical commodity activities, the Federal Reserve made the 
following observation: 

“Recent disasters involving physical commodities demonstrate that 
the risks associated with these activities are unique in type, scope 
and size. In particular, catastrophes involving environmentally 
sensitive commodities may cause fatalities and economic damages 
well in excess of the market value of the commodities involved or 
the committed capital and insurance policies of market 
participants.”’^^ 

Consistent with that observation, the facts suggest that financial losses 
arising from a uranium-related catastrophe could far exceed all of the 
capital allocated by Goldman for its entire commodities business plus 
any applicable insurance. 

Goldman’s capital for its entire commodities portfolio, as of March 
2013, was about $3.4 billion, of which the “operational risk” component 
was about $400 million. In a 2013 memorandum sent by Goldman to 
the Federal Reserve, Goldman admitted that its capital allocations 
included “no explicit scenario for environmental/catastrophic damage 
for any business line.”’’'* In other words, Goldman apparently holds no 
added capital to cover the risk to its commodities business arising from 
any environmental disaster or catastrophic event, including one related 
to its uranium holdings. 

In addition, Goldman has apparently calculated its “operational” 
risk of loss related to the storage and transportation of all of its physical 
commodities by selecting a figure equal to the dollar value of those 
assets alone, and nothing more.™^ In particular, Goldman has calculated 
its operational risk capital so that it corre^onds to the “highest dollar 
value of inventory at a single location.”’’” That means, for example, if a 
catastrophic event were to take place involving oil or uranium, Goldman 


“Complementary Activities, Merchant Banking Activities, and Other Activities of Financial 
Holding Companies Related to Physical Commodities,” 79 Fed. Reg. 3329, at 3331 (Jan. 21, 
2014), http://www.gpo. gov/fdsys/pk;g/FR-2014-0i-2I/pdf/201 4-00996.pdf. 

7/9/2013 memorandum from Goldman Sachs to Federal Reserve, FRB-PSl-20i245 - 268, at 
248. 

’’“id. at 250. 

”Gd. 

’“id. at 251. 
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has calculated that its maximum loss would equal the lost value of the 
oil or uranium itself. It did not include additional costs arising from, for 
example, loss of life, property damage, pollution cleanup, legal 
expenses, or the failure to honor any existing contracts to deliver oil or 
uranium.^’^ In its 2012 Summary Report, the Federal Reserve 
Commodity Team noted that Goldman’s catastrophic risk valuation 
methodology for its power plants was to use “simply the current value of 
its most valuable power plant,” with no provision for potential expenses 
stemming from loss of life, worker disability, facility replacement, or a 
“failure to deliver electricity under contract.”’’* 

In light of the financial consequences of recent disasters ranging 
from oil spills to nuclear meltdowns to power plant explosions, that 
approach appears highly unrealistic, and produces capital allocations far 
below what is needed to safeguard taxpayers. The latest example is BP, 
which has already recognized losses over $42 billion as a result of 
Deepwater Horizon - an amount well in excess of the dollar value of 
the physical oil that was lost.”’ 

Additionally, many environmental laws, which are intended to 
protect clean air and water, for example, are intended to have significant 
deterrent effects, and thus provide for treble or even greater penalties for 
violations. In the event that Goldman were to find itself with liability 
under U.S. or foreign environmental laws, Goldman’s liabilities could 
end up being many multiples of the damages suffered, as may happen in 
the BP oil spill case where the court’s finding of “gross negligence” and 
“reckless” conduct may produce a fine equal to as much as $4,300 per 
barrel for the spill, exceeding the cost of both the spilled oil and the 
cleanup.*“° Such findings could also trigger exclusions under 
established insurance policies, making the insurance payments 
unavailable.*”' 

When the Federal Reserve’s Commodities Team concluded its 
special review of financial holding company involvement with physical 
commodities, it expressed concern that all of the financial holding 
companies it examined, including Goldman, had insufficient capital and 
insurance coverage to cover potential losses from a catastrophic event. 

10/3/2012 “Physical Commodity Activities at SIFIs,” prepared by FRBNY Commodity 
Team, (hereinafter, “2012 Summary Report”), FRB-PSI-200477 - 510, at 498 [sealed exhibit]. 

Id. at 494. 

2013 “Annual Report and Form 20-F 2013,” prepared by BP p.i.c., BP p.l.c website, at 9, 
http://www.bp.eom/content/dam/bp/pdf/investors/BP_Annual_Report_and_Form_20F_20 1 3 .pdf. 
™ See In re Oil Spill by Oil Rig Deepwater Horizon in Gulf of Mexico, on April 20. 2010 . 2014 
WL 4375933 (E.D. La. Sept. 4, 2014); see also “HP’s ‘gross negligence’ caused Gulf oil spill, 
federal judge rules,” The Washington Post. Steve Mufson (9/4/2014), 

http://www.washingtonpost.com/business/economy/bps-gross-negligence-caused-gulf-oil-spill- 
federal-judge-rules/2014/09/04/3e2b9452-3445-l Ie4-9e92-0899b306bbea_story.html. 

Subcommittee briefing by Chiara Trabucchi, an expert in financial economics and 
environmental risk management (10/7/2014), 

See 2012 Summary Report, FRB-PSl-200477 - 510, at 498. 
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The 2012 Summary Report prepared a chart comparing the level of 
capital and insurance coverage at four financial holding companies 
against estimated costs associated with “extreme loss scenarios.” It 
found that at each institution, including Goldman, “the potential loss 
exceed[ed] capital and insurance” by $1 billion to $15 billion.*®^ 
Insufficient capital and insurance coverage increases the risk of a 
Federal Reserve or taxpayer bailout were a catastrophic event to occur. 

(b) Unfair Competition 

A completely different set of concerns raised by Goldman’s 
physical uranium activities involves issues related to unfair competition. 
When Goldman acquired Nufcor in 2008, it was a leading uranium 
company that had been in business for 40 years. Goldman’s analysis 
indicated Nufcor then had a portfolio of physical and financial uranium 
holdings worth about $47 million and an annualized trading volume 
involving about 1 .3 million pounds of uranium. 

Within one year, Goldman more than tripled Nufcor’ s trading 
volume and increased the value of its inventory by about 40%.*°^ 

Within five years, Goldman had increased Nufcor’s trading volume by 
tenfold, increased its physical uranium inventory so that its dollar value 
more than doubled despite falling uranium prices, and increased the 
number of its supply contracts from two to nine major utilities. By 
2013, Goldman controlled millions of pounds of uranium in storage 
facilities in the United States and Europe. 

This rapid expansion of Nufcor’s uranium activities is attributable, 
not just to Goldman’s business acumen, but possibly also to inherent 
advantages that financial holding companies have when competing 
against businesses that are not affiliated with banks. First, a holding 
company has access to inexpensive credit from its subsidiary bank, 
enabling its borrowing costs to nearly always undercut those of a 
nonbank corporation. Another advantage is the financial holding 
company’s relatively low capital requirements. The Federal Reserve 
determined that corporations engaged in oil and gas businesses typically 


Id. at 498, 509. The 2012 Summary Report also noted that commercial firms engaged in oil 
and gas businesses had a capital ratio of 42%, while bank holding company subsidiaries had a 
capital ratio of, on average, 8% to 1 0%. Id. at 499. The recent decision in the BP oil spill case 
suggests that the “extreme loss” scenarios may entail expenses beyond those contemplated as 
recently as 2012. 

12/2008 Goldman New Product Memorandum on Uranium Trading, FRB-PSI-400039 - 052, 
at 039. 

Id. at 040. 

See 10/2/2014 letter from Goldman legal counsel to Subcommittee, “Foilow-Up Requests,” 
PSI-GoidmanSachs-2 1-000001 - 010, at 004; see also Nufcor International Ltd. Notes to the 
Financial Statements, for 12/31/201 1, at GSPSICOMMODS00046251; Nufcor International Ltd. 
Notes to the Financial Statements, for 12/31/2012, at GSPSICOMMODS00046264 (reflecting 
an increase in uranium inventory holdings from $1 12.8 million to $ 1 57.8 million). 

See discussion above. 
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had a capital ratio of 42% to cover potential losses, while bank holding 
company subsidiaries had a capital ratio of, on average, 8% to 10%, 
making it much easier for them to invest corporate funds in their 
business operations.*®* Less expensive financing and lower capital 
requirements are the types of inherent bank advantages that contribute to 
the traditional U.S. ban on mixing banking with commerce. 

(c) Conflicts of Interest 

Still another set of issues raised by Goldman’s uranium activities 
involves conflicts of interest. The conflicts arise from the fact that 
Goldman was trading uranium-related financial products at the same 
time it was intimately involved with an array of physical uranium 
activities. Goldman’s conduct raises two sets of conflict of interest 
concerns, one involving non-public information and the other involving 
physical uranium supplies. 

Because Nufcor had no employees of its own, Goldman employees 
conducted all of its business activities and were necessarily privy to all 
of its non-public information. While commodities laws traditionally 
have not barred the use of non-public information by traders in the same 
way as securities laws, concerns about unfair trading advantages deepen 
when the commodities trader is a major financial institution that can 
influence a small and volatile market like uranium. Goldman’s 
acquisition of Nufcor gave it access to a substantial amount of 
commercially valuable, non-public information about the uranium 
market. First, Goldman gained insight into Nufcor’s own physical and 
financial uranium inventories and trading patterns. According to 
Goldman’s analysis, for example, in 2008, Nufcor had 20% of the open 
interest for uranium futures,*®^ a sizeable market position. Second, by 
acquiring Nufcor, Goldman gained information about the mining 
companies that supplied it with physical uranium as well as the uranium 
needs of major utilities. Goldman also gained information about the 
timing, locations, and nature of the transport of millions of pounds of 
uranium, as well as the scheduling and operations of six major uranium 
storage facilities and processing centers. 

Goldman’s access to that non-public data about physical uranium 
would have provided useful market intelligence that Goldman 
employees could have used to benefit Goldman’s trading in the physical 
and financial uranium markets. Non-public information about a uranium 
transport delay, processing schedules, or utility shutdowns could have 
been used to short futures or make profitable trades on forwards. As 
shown earlier, after acquiring Nufcor, Goldman expanded its uranium 


*“ 2012 Summary Report, FRB-PSI-200477 - 510, at 499. 

12/2008 Goldman New Product Memorandum on Uranium Trading, FRB-PSI-400039 - 052, 
at 042. 
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trading volume tenfold, becoming a more significant market participant. 
A major concern is whether Goldman used any non-public information 
to gain a trading advantage over other market participants. 

A second conflict of interest issue is whether Goldman’s 
increasing control over uranium supplies created opportunities for unfair 
trading advantages or price manipulation. Goldman expanded Nufcor’s 
physical uranium inventory overtime until, by 2013, Goldman 
controlled millions of pounds of uranium in storage facilities in the 
United States and Europe. Goldman also increased the number of its 
supply contracts from two to nine major utilities across the United 
States, Canada, and Europe. Its increased ability to make decisions over 
the amount and timing of physical uranium deliveries created market 
manipulation opportunities that could have been used to benefit 
Goldman’s trading activities in the small and volatile uranium market or 
in affected electricity markets. Historically, banks and bank holding 
companies have not exerted that extent of control over a physical market 
and have not raised the same type of market manipulation eoncerns. 

(d) Inadequate Safeguards 

A final set of issues involves a lack of regulatory safeguards 
related to financial holding company involvement with a high risk 
physical commodity activity like uranium. Physical uranium becomes 
increasingly toxic as it is enriched, is subject to complex regulatory 
regimes related to its storage, handling, and transit, and trades in a small, 
volatile market. It imposes, not only the catastrophic event risks 
discussed above, but also financial risks due to volatile prices and 
limited counterparties. 

Although Goldman had not engaged in physical uranium activities 
prior to becoming a bank holding company, it claimed it eould do so 
under the grandfather clause in the Gramm-Leach-Bliley Act for 
authority. The Federal Reserve has never ruled on whether Goldman’s 
entry into the physical uranium market was an appropriate exercise of 
the grandfather clause, nor has it issued general guidanee on the proper 
scope of the grandfather authority.®'” Additionally, because Goldman 
relied on the grandfather clause to authorize its uranium activities, those 

The Bank Holding Company Act of 1956 gives the Federal Reserve broad authority to issue 
orders and regulations necessary to carry out the purposes of the Act and prevent evasions of it. 
See, e.g., Bank Holding Company Act of 1956, P.L. 84-511, §5(b), codified at 12 U.S. Code 
§ 1 844. That broad grant of authority provides the legal foundation for the Federal Reserve to 
issue regulations or orders interpreting the scope of the grandfather clause and setting limits on 
the size of grandfathered activities to support the purposes of Act, which have been described as 
seeking to “limit the comingling of banking and commerce,” and “prevent situations where risk- 
taking by nonbanking affiliates erodes die stability of the bank’s core financial activities.” “A 
Structural View of U.S. Bank Holding Companies,” Dafna Avraham, Patricia Selvaggi, and 
James Vickery of the Federal Reserve Bank of New York, FRBNY Economic Policy Review 
(7/2012), at 3; http://www.newyorkfed.org/research/epr/12vl8n2/1207avra.pdf [footnotes 
omitted]. 
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activities were not subject to the prudential size limit imposed by the 
Federal Reserve on complementary activities which, were it to apply, 
would prohibit physical commodity activities from exceeding 5% of the 
financial holding company’s Tier 1 capital. The only cap on the size of 
Goldman’s uranium activities was the statutory prohibition that its 
grandfathering activities not exceed 5% of Goldman’s consolidated 
assets of $912 billion,*" a limit set so high as to be no meaningful 
restriction at all. 

A final consideration is whether financial holding companies 
should be allowed to trade in such a limited and volatile market as that 
represented by uranium. The Federal Reserve has generally allowed 
financial holding companies to trade in any commodity that the CFTC 
has approved for trading on an exchange. It has not required that the 
commodities reach a particular volume of trading or other measure of 
liquidity. While U308 futures are traded on a CFTC-regulated 
exchange, uranium is not a robust market, and often has zero contracts 
traded in a day. The illiquid state of the uranium market illustrates the 
dangers of relying solely on the exchange-trading requirement to 
approve financial holding company trading in a particular commodity. 

(5) Analysis 

Since acquiring Nufcor in 2009, Goldman has owned and traded 
millions of pounds of uranium and millions of dollars of uranium-related 
financial products. The risks attached to those activities continue to be 
significant, and Goldman’s efforts to address and mitigate them have 
fallen short of what the Federal Reserve has indicated is necessary. 

Goldman is not the only financial holding company to have 
engaged in physical uranium activities. Deutsche Bank has been another 
key player in uranium,*'^ and JPMorgan has considered initiating 
physical uranium activities.*" It is past time for the Federal Reserve to 
enforce needed safeguards on this high risk physical commodity activity. 


*' ' See 12/3 1/2013 “Consolidated Financial Statements for Holding Companies,” Form FR Y- 
9C, filed by Goldman with the Federal Reserve, al 13, 

http;//www.ff!ec.gov/nicpubweb/NICDataCache/FRY9C/FRY9C_2380443_20]21231.PDF. 

See, e.g., “Goldman puts ‘for sale’ sign on Iran’s old uranium supplier,” Reuters, David 
Sheppard (2/1 1/2014), http;//www.reuters.com/article/2014/02/l l/us-go!dman-uranium-insight- 
idUSBREAlA0RX2014021 1 (discussing Deutsche Bank’s involvement in uranium activities). 

See, e.g., 9/28/2009 “[Global Commodities] BCC Agenda,” prepared by JPMorgan, FRB- 
PSI-304493-520, at Appendix 5, FRB-PSI-304520; 2/1 1/201 1 Global Commodities Group 
Operating Risk Committee Meeting Agenda, including attachment entitled, “Marketing of 
Physical Uranium NBIA: Overview of Transaction, ’’FRB-PSI-302581 - 587, at 584 - 585. 
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C. Goldman Involvement with Coal 

For many years, including prior to its 2008 conversion to a bank 
holding company, Goldman traded coal futures and other coal-related 
financial products, as well as arranged for the shipping and storage of 
coal for customers such as coal producers, coal traders, and coal-fired 
power plants. In 2010, Goldman dramatically expanded its physical coal 
activities by purchasing an open pit coal mine in Colombia with related 
railroad and port assets. In 2012, Goldman purchased a second coal 
mine next to the first. Today, in addition to its longstanding coal trading 
operations, Goldman is involved with producing, storing, transporting, 
selling, and supplying physical coal. 

Tracing Goldman’s four-year Colombian coal venture illustrates 
the many risks involved with getting into a complex area like coal 
mining, including operational problems, regulatory challenges, and 
environmental and catastrophic event risks. It also demonstrates how 
the mines’ merchant banking status - an investment that must be sold 
within ten years - creates a disincentive for Goldman to make the 
necessary investments to operate the mines in a safe and 
environmentally sound manner, exacerbating its operational and 
catastrophic event risks. Additional concerns involve Goldman’s legal 
authority to get into the coal mining business in the first place, and the 
conflicts of interest that arise when a Goldman subsidiary conducts coal 
supplies and transport activities, while also trading coal-related financial 
instruments. 

(1) Background on Coal 

Coal is a naturally occurring fossil Iliel formed from compressed 
and pressurized plant matter, found mainly in deposits beneath the 
earth’s crust.*''* It has been used across the world as a source of energy 
for hundreds of years.*'^ Today, coal is predominantly used to generate 
electricity, produce iron and steel, manufacture cement, and provide a 
liquid fuel.*'® In 2013, for example, about 39% of the electricity 
generated in the United States came from coal-fueled power plants. 

The world’s supply of coal is finite, and expert opinions differ as to how 
much longer global coal reserves will last.*'* 


“The Coai Resource: A Comprehensive Overview of Coal.” World Coal Institute (3/6/20Q9)> 
at 2 , 

http://www. worldcoal.org/bin/pdf/ori ginal_pdf_file/coal_resource_overview_of_coal_report(03_ 

06_2009).pdf. 

Id. at 19. 

Id. at 20-24. 

“Electricity in the United States.’’ U.S. Energy Information Administration (8/12/2014), 
http;//www.eia.gov/energyexplained/index.cfin?page=eiectricity_in_the_united_states. 

“How Much Coal is Left,” U.S. Energy Information Administration (7/3/2014), 
http://www.eia.gov/energyexplained/index.cfin?page=coal_rcserves. 
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Coal Production. Coal “production” refers to the process by 
which coal is extracted from the earth and prepared for commercial use. 
It typically involves mining the coal from the ground and treating it to 
achieve a consistent level of quality for end users.®'® Depending upon 
the geology of the coal deposit, extraction of the coal may be 
accomplished through surface mining (also called “open pit” mining), 
underground mining, strip mining, or mountain top removal. 

The United States is currently the world’s second-largest coal 
producer, following China.®^' In 2012, 1 .02 billion tons of coal were 
produced in the United States, making up nearly 12% of the coal 
produced worldwide.®^^ Other major coal producers include India, 
Indonesia, and Australia.®^® In 2012, Colombia was the world’s eleventh 
largest producer of coal,®^’* but exported more coal to the United States 
than any other country, providing about 74% of total U.S. coal imports 
in 2013.®^^ The majority of the time, coal is used in the country in which 
it was produced; only about 1 8% of the world’s hard coal production 
reaches the international market.®^^ 

Coal Infrastructure. Moving coal from a production site to a 
end-user requires a complex infrastructure. Coal transport may be via 
truck, rail, or shipping vessel. Within the United States, for short 
distances, coal is typically transferred via conveyor or truck; for longer 
distances, rail or barge transport is common. ®^^ Although less common, 
coal can also be mixed with water and transported by pipeline.®^® In 
addition to transportation infrastructure, after being mined, coal requires 
treatment at a coal preparation plant, where impurities are removed to 


“'Fhe Coal Resource: A Comprehensive Overview of Coal,” World Coal Institute (3/6/2009), 
at 7-8, 

http://www.worldcoal.org/bin/pdf/original_pdf_rile/coal_rcsource_overview_of_coal_report(03_ 

06_2009).pdf. 

See 2012 memorandum, “Metals & Mining: Background to Environmental and Social Due 
Diligence,” prepared by Goldman, FRB-PS1-30022I - 230, at 223. 

“International Energy Statistics: Total Primary Coal Production (Thousand Short Tons),” 

U.S. Energy Information Administration . 

http://www.eia.gov/cfapps/ipdbproject/lEDIndex3.cfm?tid=l&pid=7&aid=l. 

822 id_ 

S23 Id. 

See “Frequently Asked Questions: From what country does the U.S. import the most coal?,” 
U.S. Energy Information Administration t6/13/2014T 

http://www.eia.gov/tools/faqs/faq.cfm?id=67«fet=2. Colombian coal imports can outcompete 
coal produced domestically in the United States. See, e.g., “Coal imports add stress to U.S. 
glut,” Pittsburgh Post-Gazette . Anya Litvak (I i/9/20T4), http://powersouree.post- 
gazette.com/powersource/companies-powersource/20I4/ll/09/Coal-imports-add-stress-to-U-S- 
dut/stories/20141 1090069. 

826 Resource: A Comprehensive Overview of Coal,” World Coal Institute (3/6/2009), 

at 13, 

http://www.woridcoal.org/bin/pdf/originai_pdf_file/coal_resource_overview_of_coai_report(03_ 
06_2009).pdf 
Id. at 9. 

828 id_ 
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improve the coal’s quality and value.*^® The level of treatment varies 
depending upon the coal’s content and intended use. Coal storage 
facilities are also often needed and can be found, for example, at mining 
sites, ports, and end-users such as utilities. Coal-fired power plants may 
also construct containment facilities for spent coal ash, including coal 
slurry ponds. 

Coal Markets. Coal trades in both physical and financial markets. 
In the physical market, coal prices are typically determined through 
bilateral contracts, including “direct supplier-consumer transactions and 
third-party transactions, and on bids and offers, whether via traders, 
brokers, the over-the-counter market, or secondary deals among 
consumers.”*^' As indicated in the following chart, over the last ten 
years, coal prices have been volatile: 


Thermal Coal CAPP Price 

52.78 USO/st 
7 Oct '14 



Source: “Historical Coal Prices and Price Chart,” InfoMine Inc., 
http://www.infomine.com/investment/metal-prices/coal/all/. 


In 2008, coal prices spiked, in particular for “thermal coal” used to 
fuel electrical power plants. This price spike took place around the 
same time that oil prices unexpectedly jumped and then declined. Since 
then, coal prices have not returned to their 2008 peak, but have remained 


Id. at 8. 

‘‘Preventing Breakthroughs of Irapounded-Coal-Waste-Slurry Into Underground Mines,” 
Office of Surface Mining Reclamation and Enforcement. Peter R. Michael, Michael W. 
Richmond, David L. Lane, & Michael J. Superfesky (2013), at 2, 
http://wvmdtaskforce.coni/proceedings/i3/Michael-Paper.pdf. 

See “Methodology and Specifications Guide: Coal,” Platts (9/2014), at 3, 
http://www.platts.com/IM.PIatts.Content/methodoIogyreferences/methodoiogyspecs/coalmethod 
ology.pdf 
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somewhat volatile. While U.S. power generation is shifting away from 
reliance on coal as a fuel source, worldwide demand for coal has 
nevertheless risen due in part to increasing energy demand from 
developing countries.**^^ Key market participants include coal mines and 
distributors, as well as commercial and industrial users such as power 
plants. 

In addition to the physical market, coal is traded in the financial 
markets using a variety of financial products, including futures, options, 
and swaps. The New York Mercantile Exchange (NYMEX), for 
example, began offering futures in North American coal in 2001 One 
of the more commonly traded coal contracts, the Central Appalachian 
Futures Contract, tracks prices for 1,550 tons of coal and is available for 
trading on CME Globex, CME ClearPort, and by open outcry.^'* A 
number of coal-related financial products are also available on the 
Intercontinental Exchange. 

Coal Mining Incidents. Coal mining is an inherently dangerous 
process with significant occupational hazards. For example, in the week 
ending October 31, 2014, a coal mining accident in China claimed at 
least 16 lives, and at least 18 people were still trapped in a flooding 
coal mine in Turkey.*^’ 

Colombia, in particular, has experienced several deadly mining 
incidents in recent years. In 2010, for example, an explosion at a coal 
mine in Amaga, Colombia, trapped scores of miners underground,*^® 
reportedly killing 73 people.*” A flood in that same mine a few years 
earlier killed five miners.*'**’ On January 26, 201 1, a gas explosion at the 
La Preciosa mine in Sardinata, Colombia, killed 21 miners and seriously 


832 QqqI Resource: A Comprehensive Overview of Coal,” World Coal Institute (3/6/2009), 
at 39, 

http://www.worldcoaLorg/bin/pdf/original_pdf_file/coal_resource_overview_of_coal_rcport(03_ 

06_2009).pdf. 

See “NYMEX Coal Futures Near-Month Contract Final Settlement Price 2014,” Energy 
Information Administration (10/14/2014), http://vmw.cia.gov/coal/nymcx/. 

See contract specifications for the “Central Appalachian Coal Futures Contract,” CME 
website, http://www.cmegroup.com/trading/cnergy/coal/cenlral-appalachian- 
coal__contract_specifications.htm!. 

See coal listings on the IntercontinentalExchange website, 
https://www.theice.com/products/Futures-Options/Energy/Coal. 

“Coal mine accident in far west China kills 16: Xinhua,” Reuters, Kazunori Takada 
(10/25/2014), http://www.reuters.eom/article/2014/10/25/us-china-coal-accident- 
idUSKCN0IE03320141O25. 

“18 miners trapped in coal mine accident in Turkey,” Associated Press (10/28/2014), 
http://www.nydailynews.com/news/worId/18-miners-trapped-coal-accident-turkey-article- 
1.1989940. 

“Colombian Coal Mine Blast Kills at Least 18,” New York Times. Simon Romero 
(6/17/2010), http://www.nytimes.eom/2010/06/18/world/americas/18colombia.htmi. 

839 Killed in Coal Mine Blast, Colombian Authorities Say,” Latin American Herald Tribune . 
http://www.laht.com/artic!e.asp?ArticleId=359210&CategoryId=12393. 

“Colombian Coal Mine Blast Kills at Least 18,” New York Times . Simon Romero 
(6/17/2010), http://www.nytimes.com/2010/06/18/world/americas/18colombia.html. 
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injured six others.*'" Investigators found that the explosion was likely 
due to a buildup of methane gas ignited during a shift change in the 
mine.*''^ A similar incident took the lives of 32 employees in that same 
mine in 2007.*''^ 

In addition to mining disasters, coal mining has produced air and 
water pollution in the surrounding communities. In Colombia, the 
government recently ordered several towns in the Cesar region to be 
relocated due to mining-related air pollution.*'*'' 

(2) Goldman Involvement with Coal 

While Goldman has traded coal in financial and physical markets 
for years, Goldman fundamentally expanded its physical coal activities 
by purchasing an open pit coal mine in Colombia in 2010, and a 
neighboring open pit coal mine in 2012. Goldman formed a number of 
Colombian entities to function as the mine owners, including CNR, 
while its primary commodities trading arm, J. Aron & Co., became the 
mines’ exclusive coal marketing and sales agent.*'*^ From 2010 to 2012, 
Goldman increased the mines’ coal exports, while J. Aron & Co. 
purchased about 20% of the output for Goldman’s own activities and 
sold the remaining 80% to third parties. 

Beginning in 2012, a litany of operational and environmental 
problems reduced the mines’ coal exports and revenues. They included 
mine and railway closures, contractor disputes, labor unrest, pollution 
concerns, regulatory limits on mining activities, port access problems, 
flooding, and declining coal prices. Despite those problems, Goldman 
was able to offset losses through a short coal hedge that, in 2013, 
produced a nearly $250 million gain.*'*® In 2014, due to ongoing port 
access problems, the mines did not export any coal. 


“Colombia Searches for Answers in Mine Blast,” Wall Street Joumah Dan Molinski 

(1/28/2011), 

http://onIine.wsj .com/articles/SB 1 00014240527487046806045761 1 0044086058786. 

Id. Methane buildup is not a problem specific to mines in Colombia; coal mine methane has 
been identified as a serious issue in the United States, China, and India as well. 2012 
memorandum, “Metals & Mining: Background to Environmental and Social Due Diligence,” 
prepared by Goldman Sachs, FRB-PSI-300221 * 230, at 223. 

“Colombia Searches for Answers in Mine Blast,” Wall Street Journal , Dan Molinski 
(1/28/2011), 

http://onlme.wsj.eom/articles/SB100014240527487046806045761i0044086058786. 

See 8/5/2010 Resolution No. 1525, Colombian Ministry of the Environment, Housing and 
Territorial Development, GSPSICOMMODS00047335 - 341 (translation provided by Goldman). 

1 1/4/2014 letter from Goldman legal counsel to Subcommittee, PSI-GoldmanSachs-25- 
000001 -003 at 001. 

9/2013 “Global Commodities & Goldman Special Situations Group Presentation to the Boaid 
of Directors of The Goldman Sachs Group, Inc.,” prepared by Goldman, FRB-PSI-400077 - 
098, at 091. 
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(a) Trading Coal 

Goldman told the Subcommittee that it has traded coal-related 
financial instruments as well as physical coal for many years.*'*’ Its 
financial trading has included coal-related futures, swaps, options, 
forwards and other instruments, both on-exchange and over-the-counter. 
Its physical coal activities have included storing, transporting, and 
supplying physical coal to various customers, including coal-fired power 
plants. 

Coal trading at Goldman is conducted within the GS Commodities 
group, by the “U.S. Natural Gas & Power” unit which, among other 
activities, operates a coal trading desk.*'** Most of the trades are booked 
through J. Aron & Co., Goldman’s leading commodities trading arm.*'*^ 
According to Goldman, in its 2009 fiscal year, it bought financially 
settled coal financial instruments representing 159 million metric tons of 
coal and sold 121 million metric tons, of which Goldman took physical 
delivery in about 4% of the trades, resulting in deliveries of about 5.2 
million metric tons of coal.*’“ 

With respect to its physical coal activities, Goldman informed the 
Subcommittee that, during the five year period from 2008 to 2012, it 
bought and sold millions of metric tons of coal.*^’ For example, in 
2008, it purchased about 2 million metric tons and sold about 300,000 
metric tons. In 201 1 , it purchased about 16 million metric tons and sold 
nearly 18 million metric tons.**^ It also stored and transported millions 
of metric tons of coal.*” For example, in 2008, it transported about 2 
million metric tons, while in 201 1 it transported nearly 9 million metric 
tons of coal.*^'* Goldman indicated that, in 20 1 2, it stored coal at 
facilities in Alabama, Florida, Illinois, Louisiana, and Virginia within 
the United States, as well as at locations in Colombia, Europe, and 
Australia.*^^ 


Subcommittee briefing by Goldman (9/5/2014). In materials submitted to the Federal 
Reserve, Goldman indicated that it began trading coal sometime after 1997. See 5/26/201 1 
“Questions from the Federal Reserve on 4(o) Commodities Activities,” prepared by Goldman, 
FRB-PSI-200600 - 610, at 600. 

See 3/2010 “Federal Reserve Bank of New York Discovery Review: Global Commodities - 
US Natural Gas & Power,” prepared by Goldman, FRB-PSI-400006 - 015, at 007. 

iO/8/2014 letter from Goldman legal counsel to Subcommittee, “Follow-Up Requests,” PSI- 
GoldmanSachs- 19-000001 - 009, at 008. 

3/2010 “Federal Reserve Bank of New York Discovery Review: Global Commodities - US 
Natural Gas & Power,” prepared by Goldman, FRB-PSMOOOOb - 015, at 008. 

4/30/12 Goldman response to Subcommittee Questionnaire, GSPSICOMMODS00000005 - 
007. 

Id. at 006. 

Id. 

4/30/12 Goldman response to Subcommittee Questionnaire, GSPSICOMMODS00000008 - 
014. 
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One reason Goldman deepened its involvement with physical coal 
was its increasing involvement with coal-fired power plants. From 1997 
to 2001, Goldman entered into a joint venture with Constellation Energy 
Commodities Group, Inc. (Constellation Energy) to “create an 
arrangement for [the] trading of physically-settled power 
transactions.”®*^ In 1998, as part of that effort, they jointly formed 
Orion Energy, a company which purchased power plants across the 
country, including plants fueled with coal.®*' In 2002, Orion Energy 
went public.®*® 

In 2003, Goldman purchased 100% of Cogentrix Energy EEC, a 
U.S. company that developed, owned, and operated power plants.®*^ At 
the time of the acquisition, Cogentrix owned 24 power plants, 14 of 
which were coal-fired; over the next ten years, it bought and sold those 
and other plants. ®®° Cogentrix managed some of the plants’ fuel 
procurement needs, including by arranging long term coal supply 
contracts.®^' According to Goldman, Cogentrix sold 80% of its 
ownership interests in a portfolio of power plants to funds managed by 
Energy Investors Funds in 2007, and sold the remaining 20% interest in 
that portfolio in 20 1 1 .®^^ Even after that sale, in October 2012, the 
Federal Reserve Bank of New York Commodities Team wrote that 
Goldman had tolling agreements with four power plants, while its 
wholly-owned subsidiary, Cogentrix, owned 30 power plants in the 
United States and abroad.®** According to Goldman, in December 2012, 
Cogentrix sold its ownership interests in all of its remaining power 
plants to funds managed by the Carlyle Group.®*'’ 

Goldman records also show that, in 2007, its Global Commodities 
Principal Investing (GCPI) group purchased an ownership interest in an 
Australian coal mine owned by Syntech Resources for about SI 95 
million.®** Goldman held the mine as a merchant banking investment 
until it sold the mine four years later in 201 1 .®** Goldman also 


3/26/2011 “Questions from the Federal Reserve on 4(o) Commodities Activities,” prepared 
by Goldman, FRB-PSI-200600 - 610, at 608 (discussing Goldman’s joint venture with 
Constellation Energy). 

Id, at 610. 

Id. See also, e.g., “Nice work[:] How to make a fortune from a utility,” The Economist 
(11/22/2001), http;//www.economist.com/node/877192. 

See 9/19/2014 letter from Goldman legal counsel to the Subcommittee, PSl-GoldmanSachs- 
16-000001 -006, at 003. 

“Id. 

Id. 

Id. 

2012 Summary Report, at FRB-PSl-200477 - 510, at 485. 

“Id. 

See 9/2013 “Global Commodities & Global Special Situations Group Presentation to the 
Board of Directors of The Goldman Sachs Group, Inc.,” prepared by Goldman, FRB-PSI400077 
- 098, at 087; 1/29/2010 “Global Commodities Principal Investments: Portfolio Snapshot,” 
prepared by Goldman, FRB-PSI-602255. 

Id. See also 8/2/201 1 “Yancoal Acquires 100% of Syntech Resources,” Yancoal press 
release, 
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purchased from Constellation Energy, in 2009, a book of commodities 
assets which included a number of coal-related assets. 

(b) Acquiring the First Colombian Coal Mine 

Goldman’s foray into Colombian coal mining had its roots in 
Goldman’s 2009 acquisition from Constellation Energy.®^® Goldman 
told the Subcommittee that, as part of that Constellation Energy 
transaction, it acquired an array of coal-related assets, including nearly 
700 coal swaps, 58 contracts to buy or sell physical coal, inventories of 
physical coal, port access agreements related to coal, and four ship 
charters related to the shipment of coal.*®’ Goldman told the 
Subcommittee that one of the coal-related assets was a coal supply 
contract that Constellation Energy had with Coalcorp Mining, Inc., a 
Canadian company that owned a Colombian coal mine.*^® That contract 
required Coalcorp to supply Constellation Energy with 2.4 million 
metric tons of coal over a five-year period from 2009 to 2012, with an 
option for another year.*’’ According to Goldman, as the successor to 
that contract, it became an unsecured creditor of Coalcorp, a company 
then in financial distress.*’^ 

According to information supplied by Coalcorp to its shareholders, 
Coalcorp discussed refinancing its debt with Goldman in September 
2009, but the two were unable to reach an agreement on terms.*^^ 
Goldman told the Subcommittee that, to protect itself from the 
counterparty credit risk, it began to explore buying Coalcorp’s key asset, 
the Colombian coal mine, as part of the consideration for restructuring 


http://www.yancoal.com.au/icms__docs/122173_Yancoal_Acquires_100_of_Syntech_Resources. 
pdf; “China’s Yanzhou Coal buys Aussie mine for $202m,” Tlie Australian . Matt Chambers 
(8/3/2011), http://www.theaustralian.com.au/business/news/chinas-yanzhou-coal-buys-aussie- 
mine-for-202m/story-e6frg906- 1 22610698 1 679. 

See 1/20/2009 Constellation Energy press release, “Constellation Energy Enters into 
Definitive Agreement to Divest the Majority of its International Commodities Business,” 
http://www.constellation.com/ documents/news/264949.pdf. 

Subcommittee briefing by Goldman Sachs (9/5/2014). Constellation Energy, a U.S. utility 
and trading business, sold Goldman “trading positions in gas, power, coal & freight.” 1 1/201 1 
“Global Commodities Business Overview[:] Presentation to the Federal Reserve,” prepared by 
Goldman, FRB-PS1-20I176 - 188, at 184. 

Subcommittee briefing by Goldman Sachs (9/5/2014); 10/2/2014 chart on coal transactions 
associated with Constellation Energy, GSPS1COMMODS00046535. 

Subcommittee briefing by Goldman Sachs (9/5/2014). 

Id; 10/2/2014 letter from Goldman legal counsel to Subcommittee, PSI-GoldmanSachs-21- 
000001 -010, at 006. 

Subcommittee briefing by Goldman Sachs (9/5/2014). See also, e.g., “Coalcorp fights to 
avoid forced bankruptcy,” National Post (1/22/2010), 
http://www.canada.com/story_print.htmi?id=5bd85dd8-112f-4af4-883a- 
803594922cD&sponsor^. 

1/19/2010 “Notice of Special Meeting of Shareholders to be Held on February 22, 2010 and 
Management Information Circular,” prepared by Coalcorp Mining Inc. (hereinafter, “2010 
Coalcorp Shareholder Notice”), PSI-CI-Oi-000001 - 030, at 026, See also, e.g., “Coalcorp fights 
to avoid forced bankruptcy,” National Post (1/22/2010), 
http://www.canada.com/story_print.html?id=5bd85dd8-112f-4af4-883a- 
803594922cD&sponsor=. 
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the coal supply contract.*^'* Goldman indicated that its Global 
Commodities Principal Investments group took the lead in examining 
the coal mine as a potential merchant banking investment. 

In January 2010, Goldman and Coalcorp publicly announced that 
Goldman would acquire Coalco^’s La Francia mine.*^^ The transaction 
was comprised of several parts.* ’’ First, Goldman would acquire the 
open-pit mine as well as related mining concessions, infrastrueture 
assets, and contractual rights. Second, Goldman would acquire a nearby 
undeveloped mine site that also had mining concessions. Third, 
Goldman would acquire Coalcorp’s 8.43% ownership interest in 
Ferrocarriles Del Norte de Colombia (Fenoco), a company that operated 
a 226 km railway that transported eoal from the Cesar mining region to 
the seaports over 100 miles away.*^* Railway access was critical to 
exporting the coal. In addition, as part of the transaction, Coalcorp 
would assign to a new Goldman subsidiary the supply contract to deliver 
coal to Constellation Energy. *^^ 

On March 19, 2010, Coalcorp and Goldman completed the 
acquisition for about $200 million.**® Goldman established several legal 
entities to own and operate the mines and related infrastructure.**' The 
key Goldman entity was a Colombian corporation, Colombian Natural 
Resources I S.A.S. (CNR). CNR and other entities were set up as 


Subcommittee briefing by Goldman Sachs (9/5/2014); 2010 Coalcorp Shareholder Notice, at 
PSI-CI-000020. 

Subcommittee briefing by Goldman Sachs (9/5/2014). 

See, e.g., 1/21/2010 “Coalcorp announces filing of Management Information Circular for the 
Special Meeting to vote on proposed transaction,” Coalcorp press release, 
http://www.newswire.ca/enystory /703837/coa!corp-announces-llling-of‘management- 
information-circular-for-the-special-meeting-to-vote-on-proposed-transaction; “Coalcorp agrees 
to sell La Francia coal mine to Goldman Sachs,” Proactiveinvestors.com_(l/7/2010), 

http://www.proactive{nvestors.com/companies/news/3506/coalcorp-agTeeS'to-seIl-la-francia- 

coal'mine-to-goldman-sachs-3506.html. 

See 2010 Coalcorp Shareholder Notice, at PSI-CI-000001 - 030, at 019 - 020, 026. 

See “Management and Discussion Analysis, 2010,” prepared by Coalcorp Mining Inc. 
(hereinafter, “2010 Coalcorp MDA”), at 4, 

http://www.meliorresources.com/uploads/documents/annualreports/20 1 0%20Annual%20MD&A 

.pdf (stating Coalcorp sold its 8.43% stake in Fenoco to Goldman as part of the La Francia 
transaction in March 2010). 

See 2010 Coalcorp Shareholder Notice, PSI-Cl-000001 - 030, at 020; 10/2/2014 letter from 
Goldman legal counsel to Subcommittee, PSI-GoldmanSachs-2 1-000001 - 010, at 006. See also 
10/28/201 1 “Global Commodities Review of Acquisitions: Colombian Natural Resources,” part 
of a presentation by Goldman for the Goldman Board of Directors, FRB-PSI-7000n - 030, at 
028 (valuing the contract at about $50 million); “Coalcorp agrees to sell La Francia coal mine to 
Goldman Sachs,” Proactiveinvestors.com (1/7/2010), http;//www.proactiveinvestors.com/ 

companies/news/3506/coaicorp-agrees-to-selI-la-francia-coal-mine-to-goIdman-sachs- 

3506.html. 

“Management and Discussion Analysis, 201 1 prepared by Meiior Resources Inc. (formerly 
Coalcorp Mining Inc.) (hereinafter, “201 1 Meiior MDA”), at 3-4, 

http://www.meiiorresources.com/uploads/documents/annualreports/MelioT-MDA-201 1. pdf; 
1/29/2010 “Global Commodities Principal Investments: Portfolio Snapshot,” prepared by 
Goldman, FRB-PSI-602254 - 255. 

Subcommittee briefing by Goldman Sachs (9/5*^014). See also undated “CNR Structure 
Chart,” prepared by Goldman at the Subcommittee’s request, GSPSICOMMODS000463 18. 
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wholly owned subsidiaries that were ultimately owned by The Goldman 
Sachs Group, Inc. and Goldman Sachs & Co. LLC.**^ The Boards of 
Directors of the new entities were comprised exclusively of Goldman 
employees.*^ Goldman told the Subcommittee that the coal mine was 
purchased as a merchant banking investment, and the vast majority of its 
internal documents also characterize the transactions in that manner, 
although forms filed with the Federal Reserve indicate that Goldman 
also asserted that its ownership of the Colombian mining operations was 
permissible under the Gramm-Leach-Bliley grandfather authority.**"* 

Goldman told the Subcommittee that, at the time of the acquisition, 
Goldman intended to make minor changes to the mining operations and, 
within a short period of time, sell the entire projeet to Vale S.A., a 
Brazilian mining company that owned the neighboring El Hatillo 
mine.**^ That planned sale did not take place. 

(c) Operating the Mine 

To operate the La Francia mine, CNR retained the same 
consortium of three companies, known as Consorcio Minero del Cesar 
S.A.S. (CMC), that Coalcorp had used.*** CMC was responsible for 
conducting the mining operations, including hiring the miners and other 
employees who worked on the site. Goldman also acquired y^hts to 
ship the coal out of a Colombian port known as Santa Marta.** 

During its first two years of operation, the coal mine’s exports and 
revenues increased rapidly. At year-end in 2010, CNR, the Goldman 
subsidiary that owned the La Francia mine, reported operational 
revenues from selling the coal at about $66 million.*** By the end of the 
next year, 2011, CNR reported that the mine’s operating revenues from 
selling coal had tripled to about $200 million.**^ CNR reported higher 


See undated “CNR Structure Chart,” prepared by Goldman at the Subcommittee’s request, 
GSPSiCOMMODS000463 1 8. 

Subcommittee briefing by Goldman Sachs (9/5/2014). 

See, e.g., 4/14/2010 “Report of Changes in Organizational Structure,” Form FR Y-10, 
submitted to the Federal Reserve by Goldman Sachs Group, Inc., GSPSICOMMODS00046301 - 
317, at 303 (reflecting that the investment was “permissible under [Bank Holding Company Act 
Section] 4(o), but investment complies with the Merchant Banking regulations.”). 

Subcommittee briefing by Goldman Sachs (9/5/2014). 

See 12/31/1 1 and 12/31/2010, C.I. Colombian Natural Resources 1 S.A.S., Financial 
Statements (hereinafter “201 1 and 2010 CNR Financial Statements”), 
GSPS1COMMODS00046319 - 365, at 343. 

Goldman acquired those port access rights from Vitol in 2010. See “Vitol buys export space 
at Colombia Santa Marta port,” Reuters, Jackie Cowhig (1/25/2010), 

http://uk.reuters.com/article/20 1 0/01/25/ac-coaI-vitol-coIombia-idUKLDE600 1 7F20 100125. 

See 12/31/11 and 12/31/2010, C.I. Colombian Natural Resources 1 S.A.S., Financial 
Statements (hereinafter “2011 and 2010 CNR Financial Statements”), 

GSPS1COMMODS00046319 - 365, at 324 (applying 2010 US dollar exchange rate of .000522 
as listed on X-rates.com, http://www.x- 

rates.com/historical/?from-COP&amounl=l&date=20 10-12-3 1). 

Id. (applying 201 1 U.S. dollar exchange rate of .000516 as listed on X-rates.com, 
http://www.x-rates.com/historical/?ffom=COP&amount=l&date==201 1-12-3 1). 
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revenues even though it had lost its second and third-largest customers, 
Glencore and Electroandina S.A., which had collectively accounted for 
about one third of CNR’s net operational revenues in 2010.*^“ CNR’s 
financial statement showed that the lost revenues had been more than 
made up by its new and largest customer, Goldman’s commodities 
subsidiary, J. Aron & Com|3any, which accounted for about $74 million 
of its operating revenues.®’ 

Exclusive Marketing Agreement. Once it acquired the mine, 
Goldman installed CNR as “the exclusive marketing and sales agent,” 
although the terms of the agreement were not formalized until 20 1 1 
In September 2011, CNR entered into a formal Marketing Agreement 
with J. Aron & Co., designating it as CNR’s “exclusive agenf ’®” to 
perform the following services: 

• “Marketing coal to prospective customers,” 

• “negotiating the terms of sale and delivery of coal with 
prospective customers;” 

• “procurement of port services;” and 

• “procurement of blending coal.”*”'’ 

In other words, under the agreement, Goldman’s key commodities trader 
became the coal mine’s sole sales agent. 

The next month, October 201 1, in a presentation to the Goldman 
Board of Directors, Goldman’s Global Commodities Group reported 
that, overall, CNR had “[r]amped up production / sales from 1 mt 
[million metric tons] in 2009 to 2.5 mt in 2011.”®’^ The presentation 
stated that CNR had also “[ijnstalled J.Aron Coal Desk as marketinj^ 
agent, increasing customer base from < 5 in 2009 to > 15 in 2011.”® ^ 
The Global Commodities Group presentation also stated: “201 1 
projected to be the most profitable year since the assets went into 
production (2005), with revenues forecasted to be >$65 [million].”®” 

Goldman told the Subcommittee that, after the acquisition, J. Aron 
& Co. purchased about 20% of CNR’s coal for itself and sold the other 


“id. at 345. 

Id. 

1 1/4/2014 letter from Goldman legal counsel to Subcommittee, PSl-GoldmanSachs-25- 
000001- 003, at 001. 

“ 9/26/201 1 “Marketing Agreement” between C.I. Colombian Natural Resources 1 SAS and J. 
Aron & Company, GSPS1COMMODS00046496 - 530, at 498. 

Id. at 528, 

10/28/2011 “Global Commodities Review of Acquisitions: Colombian Natural Resources,” 
part of a presentation prepared by Goldman for the Goldman Board of Directors, FRB-PSl- 
70001! -030, at 028. 

896 

8” ra 
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80% to unrelated third parties.*®* Specifically, Goldman indicated that 
in 201 1, J. Aron & Co. purchased about 710,000 metric tons from CNR 
for itself and sold about 1.6 million metric tons of CNR coal to third 
parties, for a total of about 2.3 million metric tons.*®® In 2012, J. Aron 
& Co. purchased about 775,000 metric tons for itself and sold about 3.5 
million metric tons of CNR coal to third parties, for a total of about 4.2 
million metric tons.®™ In 2013, the figures were 324,000 metric tons 
purchased by J. Aron & Co. and 3.4 million metric tons sold to third 
parties, for a total of about 3.7 million metric tons.®®' 

The Colombian coal mine gave Goldman control over a vertically 
integrated coal operation. Goldman entities mined the coal, transported 
it by a railway partly owned by Goldman, and delivered it to a port 
facility controlled by Goldman. Another Goldman entity, J. Aron & 

Co., negotiated and arranged for 100% of the coal sales. It either bought 
the coal itself and arranged for its shipment, or sold it to third parties. 
The coal purchased by J. Aron & Co. was transported on Goldman- 
chartered ships to either the United States or Europe. 

Setbacks. Despite its increased coal production, customer base, 
and revenues, Goldman’s coal mining operations during 2010 and 2011 
also experienced some difficulties.®™ In November 20 1 0, CNR sent 
Coalcorp a Notice of Claim for indemnification for an alleged $37.4 
million in losses from locomotives not being in working condition and 
from unpaid import value-added taxes.®®^ In December, CNR sent 
Coalcorp a second Notice of Claim for indemnification from $1.1 
million in alleged losses due to Coalcorp’s failure to provide title to one 
third of the real property intended to be used for a rail spur.®®'' In March 


10/2/2014 letter from Goldman legal counsel to Subcommittee, PSI-GoldmanSachs-21- 
000001 - 010, at 008; Subcommittee briefing by Goldman Sachs (9/5/2014). CNR’s financial 
statements indicate that, during 2012, J. Aron & Co. was slated to purchase closer to one-third of 
its coal. See 2011 and 2010 CNR Financial Statements, at Note 16, at 

GSPSICOMMODS00046342. In 2014, the amount of coal committed to J. Aron & Co. dropped 
dramatically to about 275,000 metric tons, likely due to the extended closure of the La Francia 
mine during 2013, and CNR’s reduced production. See 12/31/2013 and 12/31/2012 C.I. 
Colombian Natural Resources I S.A.S., Financial Statements (hereinafter “2013 and 2012 CNR 
Financial Statements”), at Note 16, GSPSICOMMODS00046366 - 397, at 391. 

10/2/2014 letter from Goldman legal counsel to Subcommittee, PSI-GoldmanSachs-21- 
000001 -010, at 008. 

900 

^ Goldman has confirmed that it “does not operate, possess or own on its balance sheet a major 
investment in any coal mine other than [its Colombian mining operations].” 9/19/2014 letter 
from Goldman legal counsel to Subcommittee, PSl-GoldmanSachs- 16-000001 - 006, at 005. 

See “Coalcorp Receives Notice of Claim,” Canada Newswire (1 1/3/20101. 
http://www.bIoomberg.com/apps/news?pid=conewsstory&tkr=CCJ;CN&sid=azvlX.MEk4LY. 

See “Coalcorp Receives Notice of Claim,” Bloomberg (1 2/3/20 1 0), 
http://www.bioomberg.com/apps/news?pid=newsarchive&sid=aOM6GkXe6jhc. 
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2011, Coalcorp - renamed Melior Resources Inc. in 20 1 1 - settled both 
claims by paying Goldman-related entities $6.2 million. 

In May and August 20 1 0, the Colombian Ministry of the 
Environment, Housing and Territorial Development issued resolutions 
recognizing coal-induced air pollution problems in the Cesar region and 
calling for the relocation of families living in certain areas contaminated 
by coal dust.^°® Both resolutions explicitly named CNR, among other 
companies, as needing to reduce air pollution from its mining 
operations,’”’ and identifying it as one of four companies that would 
have to pay relocation expenses.’”* 

In December 2011, the Colombian Ministry of the Environment 
and Sustainable Development adopted a resolution that suspended new 
coal mining activities in “high” pollution areas, including the Cesar 
region where Goldman’s coal mine was located, making expansion or 
sale of those mining operations more difficult.’”’ 

(d) Acquiring the Second Colombian Coal Mine 

Despite those difficulties, in 2012, rather than sell its Colombian 
coal mining operation as planned, Goldman expanded its physical coal 
activities by purchasing a second coal mine. Goldman told the 
Subcommittee that before it could sell its mine to Vale S.A. as it had 
intended, Vale announced plans to sell its coal mine and exit Colombia 
altogether.”” Goldman told the Subcommittee that because Vale’s mine 
was so close to the La Francia mine, it decided to purchase it and 


See 9/19/2014 letter from Goldman legal counsel to Subcommittee, PSI-GoldmanSachs-16- 
000001 - 006, at 003 (“Coalcorp paid Goldman Sachs about $6.2 million to settle certain claim 
relating to the La Francia mine purchase.”); Melior Resources Inc, FY 2012 Management and 
Discussion Analysis, Consolidated Financial Statements, at 5-6, 

http://www.meliorresources.com/uploads/documents/annualreports/MLR-MD A'Octl 6-20 1 2- 

FINAL.pdf. 

See 5/20/2010 Resolution No. 0970, Colombian Ministry of the Environment, Flousing and 
Territorial Development, GSPS1COMMODS00047330 - 334; and 8/5/2010 Resolution No. 

1525, Colombian Ministry of the Environment. Housing and Territorial Development, 
GSPS1COMMODS00047335 - 341 (translations provided by Goldman); Subcommittee briefing 
by Goldman Sachs (9/5/2014), See also “Colombia: Coal producers feel out of favour,” Mining 
Journal (5/3/20 1 3), http://www.mining-joumal.coni/reports/colombia-coal-producers-feei-out-of- 
favour?SQ_DESlGN_NAME=print_friendly (noting that the issue of “the re-location of three 
towns in Cesar away from the mining site — Plan Bonito, El Hatilio and El Boqueron” remains 
“unresolved”). 

See 5/20/2010 Resolution No. 0970, Colombian Ministry of the Environment, Housing and 
Territorial Development, at GSPS1COMMODS00047330 - 334. 

See 8/5/2010 Resolution No, 1 525, Colombian Ministry of the Environment, Housing and 
Territorial Development, at GSPSICOMMODS00047335 - 341 . 

See 12/22/2011 Resolution No. 0335, Colombian Ministry of the Environment and 
Sustainable Development, Official Gazette No. 48.294 of 2011, GSPSICOMMODS00047310 - 
329 (translation provided by Goldman). 

Subcommittee briefing by Goldm^ Sachs (9/5/2014). 
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combine the operations, with a view towards selling the integrated 
mining operations to a third party in the future.’" 

In May 2012, Vale announced the sales agreement, indicating it 
would sell Goldman an open-pit working mine, an undeveloped mine 
site, additional shares in the Fenoco railway, and a port terminal.’’^ The 
second coal mine was known as El Hatillo, and the new port was called 
Rio Cordoba. Goldman’s Global Commodities Principal Investments 
Group again took the lead on the transaction, forming new subsidiaries 
for the holdings, which were again set up as ultimately wholly owned by 
The Goldman Sachs Group, Inc. and The Goldman Sachs & Co LLC.’" 
Goldman closed on the approximately $400 million acquisition on June 
22 , 2012 .”'' 

In 2013, Goldman’s Global Commodities group reported to the 
Goldman Board of Directors that, together, the La Francia and El Hatillo 
holdings had total coal reserves of about 160 million metric tons and a 
total production capacity of about six million metric tons per annum.”’ 

It also informed the Board that CNR had “significant expansion plans,” 
including plans to double the annual output of coal and expanding the 
site from “2 to 5 open pit operations over the next 4 years.””® 

In the same presentation to the Board, however, the Global 
Commodities group also stated: “Certain operational issues have 

• »»917 

arisen. 

Operational Issues. The September 2013 presentation identified 
two operational issues. The first was that, since the acquisition of the 
first mine, coal prices had declined from about $113 per metric ton to 
$90 per metric ton, a drop of 20%.”* The presentation stated that an 


’■‘Id. 

See, e.g., “Vale Sells Colombia Coal Mines to GS-led Group,” Reuters, Reese Ewing 
(5/28/2012), http://www.reuters.eom/article/2012/05/29/us-vale-coaI- 

idUSBRE84S00N20120529; “Goldman front-runner for Vale's Colombian coal ops,” Reuters, 
Jack Kimball and Jacqueline Cowhig (2/14/2012), http://www.reuters.eom/article/2012/02/14/us- 
colombia-vale-coal-idUSTRE8 1 D1 96201 2021 4. 

Subcommittee briefing by Goldman Sachs (9/5/2014); 3/31/2013 “Commodity, Energy, E&P, 
Renewable Energy Equity Investments,” chart prepared by Goldman, FRB-PSI-400065 - 070, at 
068, 

See undated report, “Report of Changes in Organizational Structure,” Form FR-Y-10 filed by 
The Goldman Sachs Group, Inc. with the Federal Reserve, GSPSICOMMODS00046304 - 307 
(reflecting the June 22, 2012 acquisition of Colombia Purchase Co., S.A.S. by GS Power 
Holdings EEC and Goldman Sachs Global Holdings EEC); 10/2/2014 letter from Goldman legal 
counsel to Subcommittee, PSI-GoldmanSachs-21-000001 - 010, at 008 (indicating the 
transaction was settled for “cash consideration of approximately $400 million, subject to certain 
achustments”). 

^’^9/2013 “Global Commodities & Global Special Situations Group Presentation to the Board of 
Directors of The Goldman Sachs Group, Inc.,” prepared by Goldman, FRB-PSI400077 - 098, at 
090. 

Id. at 091. 
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additional drop of $5 to $7 per metric ton “may trigger a permanent 
impairment” of the value of the investment, which was then being 
carried on Goldman’s books at about $590 million.^^^ 

A second problem Identified in the Board presentation involved a 
January 2013 shipping incident in which a barge owned by another, 
unaffiliated company released a large amount of coal into Colombian 
waters.”® As a result, the Colombian government announced that it 
would no longer delay compliance with a 2007 law requiring all 
Colombian ports to install equipment enabling coal to be loaded directly 
onto ocean-going vessels, without using a barge.®^' The procedure used 
at most Colombian ports was for coal to be loaded from a port terminal 
onto a barge, transported farther out to sea, and then transferred from the 
barge to a larger ship using cranes and open conveyor systems that 
produced coal dust and coal spills into the water during transfers. The 
Colombian government imposed a January 2014 deadline for all ports to 
install direct-loading equipment and stop using barges.”^ Goldman’s 
Commodities group reported to the Goldman Board of Directors that 
CNR currently “barges coal out to sea in order for it to be loaded onto 
vessels via floating cranes,” and that upgrading its port facilities with 
direct loading equipment would cost about $220 million.”^ The 
presentation indicated that CNR was “evaluating alternatives. 

While the cost and port equipment issues were serious, additional 
operational problems affecting the Colombian mines were not 
mentioned in the Board presentation. For example, in 2010 and 2011, 
the Colombian government denied requests by CNR and other 
companies to increase coal mining in the Cesar region, limiting 
Goldman’s expansion plans.”^ Similarly, in August 2012, the Fenoco 
railway, which transports the coal from Goldman’s mines to the ports 


™id. 

See 8/15/2007 Decree No. 3083, Colombian Transport Ministry, Official Gazette No. 46.721, 
GSPS1COMMODS00046536 - 537 (requiring compliance by 6/1/2010); 1 1/4/2009 Decree No. 
4286, President of the Republic of Colombia, GSPSICOMMODS00046538 - 539 (requiring 
ports to file monthly progress reports); 3/5/2010 Decree No. 0700, Colombian Transport 
Ministry, GSPS1COMMODS00046540 - 541 (allowing delayed filing of progress reports) 
(translations provided by Goldman). 

See 201 1 Law No. 1450, GSPSICOMMODS00046542 (translation provided by Goldman). 

923 9/2013 “Global Commodities & Global Special Situations Group Presentation to the Board of 
Directors of The Goldman Sachs Group, Inc.,” prepared by Goldman, FRB-PSI400077 ~ 098, at 
090. 

™ Id. 

10/8/2014 letter from Goldman Sachs legal counsel to Subcommittee, PSl-GoidmanSachs-19- 
000001 - 009, at 004; see also 12/22/20 11 Resolution No. 0335, Colombian Ministry of the 
Environment and Sustainable Development, Official Gazette No. 48.294 of 201 1, 
GSPS1COMMODS00047310 - 329 (translation provided by Goldman); 8/5/2010 Resolution No. 
1525, Colombian Ministry of the Environment, Housing and Territorial Development, 
GSPSICOMMODS00047335 - 341 (translation provided by Goldman). 
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over 100 miles away, had been shut down for a month due to a pay 
dispute, slowing coal delivery.’^® 

In addition, Goldman, through its subsidiary CNR, became 
embroiled in an ongoing dispute with the consortium that operated the 
mines, Consorcio Minero del Cesar (CMC). According to CNR, in 
November 2012, CMC “informed CNR” that it had assigned the 
operating contract to a related company, but CNR refused to “recognize 
the legality of that assignment,” rejected invoices from the new 
company, and essentially stopped paying for work under the contract. 

In addition, Goldman told the Subcommittee that CNR had become 
concerned about whether CMC was conducting the mining at the sites in 
accordance with approved plans or was mining them in a way that could 
significantly reduce the value of the mines.’^* 

In January 2013, the consortium sent a letter declaring CNR in 
breach of the contract and suspended work at the mine.^^’ That same 
day, miners and other employees who worked for the consortium walked 
off the job, abandoning the mine and extensive mining equipment.^^® 
CNR described the situation in its certified financial statement as 
follows: 

“On the 21*' of January of 2013, in a sudden manner, Consorcio 
Minero del Cesar S. A. S sent a letter announcing the unilateral 
termination of the La Francia Mine’s operation Contract, based on 
the alleged breach of the Company. In parallel, the mine’s 
activities were suspended on the same day and all the machinery of 
the consortium and of its members was abandoned on the field. 
During the next two weeks, the inventory of coal on the yards was 
shipped to the port, and from then onwards the mine’s activity was 
completely halted. On the 15th of April a group of women and 
children who [were] said to be relatives of the CMD’S employees 
blocked the access to the camp of the El Hatillo mine. In this way, 
the conflict at the La Francia mine irradiated also to that mine .... 
CNR I started several legal actions for the unblocking of the mine, 
including protection petitions and police proceedings filed with the 
mayor of El Paso, as well as a request of administrative protection 
before the National Mining Agency ANM. Likewise, a large 
number of letters was sent to request the intervention of police and 


10/8/2014 letter from Goldman legal counsel to Subcommittee, PSI-Go!dmanSachs-19- 
000001 - 009, at 004. See also “Colombia’s Fenoco, Coal Railway Workers Agree on Pay 
Raise,” Reuters (9/1 8/2013), http;//www.reuters.com/article/2013/09/18/colombia-fenoco-pay- 
idUSL2N0HE2BB20i30918. 

See 2013 and 2012 CNR Financial Statements, at Note 1, GSPSICOMMODS00046366 - 397, 
at 394. 

Subcommittee briefing by Goldman Sachs (9/5/2014), 

See 2013 and 2012 CNR Financial Statements, at Note 1, GSPSICOMMODS00046366 - 397, 
at 374. 
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military authorities, the Governor of Cesar, the office of the 
Attorney General and the People’s Defender Office, as well as to 
the Mines and Interior Ministries, among others.””' 

CNR stated that the blockade of the mine continued, and the mine 
remained closed for the next nine months, until September 22, 2013: 

“The total blockade of the La Francia mine lasted for 244 days, 
until the 22nd of September of 2013, and it was lifted thanks to a 
private agreement in which CNR I paid a cash bonus of $20,000 to 
each one of the persons that were still protesting. Once CNR 1 
resumed the control of the mine, the activities to recover the 
productive areas were started, particularly the pumping of water 
from the pit.””^ 

Goldman told the Subcommittee that the payments made by CNR to end 
the blockade were by check rather than in cash.”^ Goldman further told 
the Subcommittee that 120 current or former employees received the 
USD $10,000 checks.^^'' Shortly thereafter, CNR hired a new mine 
operator, Excavaciones y Proyectos de Colombia S.A.S. (EPSA).”^ 

All told, as a result of the dispute with CMC, the La Francia mine 
produced no coal from January 21 through September 22, 2013.”^ 
During the shutdown, Goldman used coal from an affiliate to meet 
CNR’s coal supply contracts.”’ When those supplies ran out, some 
supply contracts were cancelled or postponed.” Still another supply 
contract required CNR to make a $237,000 payment to settle the 
contract breach.^’® 

Many of the operational problems with the mines were not 
identified in the 2013 presentation made by the GS Commodities Group 
to the Goldman Board of Directors, including the nine-month closure of 
one mine, the legal dispute with the mine operator, the mine blockade by 
women and children, the attempts to obtain police and military 
assistance, the payments to protestors, the cancellation, postponement, 
and settlement of coal supply contracts, and the associated legal 


Id. 

»Ud. 

10/30/2014 letter from Goldman legal counsel to Subcommittee, PSl-GoldmanSachs-24- 
000001 - 003, at 001 (explaining that the amount was in U.S. dollars, whereas the amount 
reflected in the certified financial statement was in thousands of Colombian pesos), 
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2013 and 2012 CNR Financial Statements, at Note 1, GSPSICOMMODS00046366 - 397, at 
375. 

™ Id.. 

Id. at Note I. 

®Nd. 

"Nd. 



535 


187 

expenses.^""* At the same time, those developments increased the 
financial, operational, environmental, and catastrophic event risks 
associated with the mining venture, presenting issues that do not 
normally confront a bank or bank holding company. 

(e) Current Status 

Operational and environmental problems at the Colombian mines 
have continued throughout 2014. Coal prices have remained volatile. 
Even after the La Francia mine reopened, the labor dispute at the El 
Hatillo mine continued with a labor union representing about 40% of the 
employees.^"*’ After years of negotiations, “CNR has requested the 
Ministry of Labor of Colombia to convene an arbitration panel to decide 
the dispute.”'"*^ In January 2014, the Colombian environmental law 
precluding the use of barges to load coal onto ships took effect. Since 
then, Goldman has been precluded from using its port, which has no 
direct-loading equipment.’'*^ Goldman told the Subcommittee that, as a 
result, “since January 1, 2014, CNR has not exported any coal it 
produced in Colombia.”’'*'* 

According to CNR’s financial statement, during 2013, Goldman 
considered several alternatives to gain access to a port with a direct- 
loading system.*"*^ CNR considered “the possibility to load its coal at 
Puerto Nuevo which, being a public port, had to offer access to third 
parties.”’'*^ Just days before the law was to go into effect, however, the 
Puerto Nuevo port announced that it had established an application 
process which CNR would have to complete to use the port facilities.’'*’ 
According to CNR, the new application process was inconsistent with 
Colombian law and effectively precluded CNR from being approved.*"** 
CNR has not yet been permitted to use the public port. Goldman also 
entered into negotiations with Drummond Corp., a U.S. company with 
major coal operations in Colombia, over using its port for CNR coal 
exports, but no agreement has yet been reached.’ ’ In addition, 

Goldman obtained government permission to upgrade its Rio Cordoba 


See 9/2013 “Global Commodities & Global Special Situations Group Presentation to the 
Board of Directors of The Goldman Sachs Group, Inc.,” prepared by Goldman, FRB,PSI400077 
-098, at 090 - 091. 

10/8/2014 letter from Goldman legal counsel to Subcommittee, PSI-GoldmanSachs-19- 
000001 - 000009, at 004. 

«Nd. 

Subcommittee briefing by Goldman Sachs (9/5/2014). 

9/19/2014 letter from Goldman legal counsel to Subcommittee, PSI-GoIdmanSachs-16- 
000001 -006, at 004. 

2013 and 2012 CNR Financial Statements, at Note 1, GSPSICOMMODS00046366 - 397, at 
375. 

Id, 

«Nd. 

«*Id. 

Id.; 9/19/2014 letter from Goldman legal counsel to Subcommittee, PSI-GoIdmanSach.s-16- 
000001 -006, at 004. 
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port with direct-loading equipment,®®** but Goldman told the 
Subcommittee that the cost was too high to go forward.®®' 

Because CNR cannot currently export any coal, it has reduced its 
coal production to levels well below amounts established in CNR’s 
agreement with the Colombian National Mining Agency.®®^ While CNR 
has requested relief from its production obligation due to lack of port 
access, as of March 2014, the National Mining Agency had not yet 
agreed.®®® If the Colombian government were to take action against 
CNR for underproduction of coal, Goldman could lose some or all of its 
mining rights. In the meantime, while Goldman continues to seek port 
access, its mines have been operating at reduced rates, and the coal has 
been accumulating on site.®®"* Goldman told the Subcommittee that CNR 
is storing the coal in the mine’s yards.®®® 

In 2013, CNR incurred losses due, in part, to the mine shutdown, 
reduced sales, and declining coal prices,®®^ but Goldman may not have 
lost money on its investment. In a September 20 1 3 presentation to the 
Goldman Board of Directors, the Global Commodities Group reported 
that to offset declining coal prices and CNR’s declining market value, it 
had entered into a “short coal hedge’’ which had to date produced 
“accounting gains” of S246 million.®®® Those gains may have more than 
offset the CNR losses. Goldman is also considering selling the mines.®®* 

(3) Issues Raised by Goldman’s Coal Mining Activities 

Goldman’s coal mining activities illustrate a number of concerns 
related to financial holding company involvement with complex 
physical commodity businesses. In just three years, Goldman’s coal 
mines experienced contractor disputes, labor unrest, equipment issues, 
mine and railway shutdowns, and flooding, events in addition to the 
many operational, environmental, and catastrophic event risks inherent 

Subcommittee briefing by Goldman Sachs (9/5/2014). See also “Colombia Oks Goldman 
Sachs’ Direct Loading Coal Port Upgrade Works,” Platts Coal Trader International . Jaime 
Concha (8/13/2013), PSI-PlattsGoldmanCoaiStory(8-13-I3)-00000I. 

10/2/2014 letter from Goldman legal counsel to Subcommittee, PSI-GoldmanSachs-21- 
000001 - 010, at 008; Subcommittee briefing by Goldman Sachs (9/5/2014). 

See 2013 and 2012 CNR Financial Statements, at Note 1, GSPSICOMMODS00046366 - 397, 
at 376. 

Id. 

Subcommittee briefing by Goldman Sachs (9/5/2014). 

Id.; 2013 and 2012 CNR Financial Statements, at Note 1, GSPSICOMMODS00046366 - 397, 
at 376. See also “Goldman Sachs miner halts coal exports from Colombia,” Reuters, Peter 
Murphy (1/9/2014), http://finance.yahoo.com/news/exclusive-goldman-sachs-miner-halts- 
210300373.html. 

See, e.g., 2013 and 2012 CNR Financial Statements, Income Statement, 
GSPSICOMMODS00046366 - 397, at 369. 

9/2013 “Global Commodities & Global Special Situations Group Presentation to the Board of 
Directors of The Goldman Sachs Group, Inc.,” prepared by Goldman, FRB-PSl-400077 - 098, at 
091. 

See “Mick the Miner in talks to buy Goldman’s Colombian coal,” The Sunday Times , Danny 
Fortson (8/17/2014), http://www.thesundaytimes.co.uk/sto/business/lndustry/articlel447559.ece. 
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in coal mining. Had those developments combined into a worst ease 
seenario, they eould have imposed severe financial consequences on 
Goldman - one that in an extreme case could have necessitated a Federal 
Reserve, or even U.S. taxpayer, rescue. 

The Colombian coal venture also disclosed how the eoal mines’ 
merehant banking status - as a short-term investment that must be sold 
within ten years - created a disincentive for Goldman to pay for long- 
term infrastrueture investments - such as direct-loading port facilities - 
needed to operate the mines in a safe and environmentally sound 
manner. Choosing not to make those infrastructure investments, in turn, 
deepened Goldman’s risk of incurring an operational or environmental 
disaster in Colombia. Additional concerns illustrated by Goldman’s coal 
mining venture involve its legal authority to enter the coal mining 
business to begin with, and the conflicts of interest that arise when a 
finaneial holding eompany controls coal supplies and transport, while 
trading eoal-related financial instruments. 

(a) Catastrophic Event Risks 

Since acquiring its first Colombian coal mine in 2010, Goldman 
has incurred multiple operational, environmental, and catastrophic event 
risks that rarely confront traditional banks or financial holding 
companies. When asked by the Subcommittee to describe the types of 
risks that can affect coal operations, one Goldman representative 
summed it up by saying: “Everything that’s happened to us.”^^^ 

Operational, Environmental, and Catastrophic Event Risks. 

Colombia’s history is marked with mining collapses, mining fatalities, 
and a variety of coal-related incidents and accidents. In three years, 
Goldman’s Colombian eoal mining operations experieneed operational 
problems that raised the risk of a similar mining mishap affeeting the La 
Franeia or El Hatillo mines, including disagreements with the mine 
operator over how to mine the coal, abandonment of mining equipment 
on site, an extended mine shutdown, water flooding the mines, and 
women and ehildren bloeking mine access. Dangerous eonditions and 
contractor and labor disputes, by their nature, intensify the risk of a 
catastrophie event, although none has resulted to date. 

Goldman’s operational problems were in addition to ongoing 
environmental problems. Colombia has a long history of coal-related 
environmental problems, including air and water pollution. Goldman 
had already reeognized that mining-related environmental issues require 
special attention, as indicated in an internal, non-publie Goldman 
memorandum entitled, “Metals and Mining; Baekground to 


Subcommittee briefing by Goldman Sachs (9/5/2014). 
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Environmental and Social Due Diligence.”*®** The Goldman 
memorandum warned that, as a result of mining operations, “[l]egal 
claims against the company might include fines, penalties, prison 
sentences for staff (arising from pollution, compensation from 
communities that have lost land or assets), significant delays in 
construction/development of projects/ infrastructure, [and] iin^iaired 
ability to access new assets based on previous performance.”* ' 

The La Francia and El Hatillo mines had already been identified as 
producing coal-related environmental problems before Goldman took 
ownership of them. As a result, a 2010 Colombian resolution explicitly 
named CNR, among other corporations, as having a responsibility to 
reduce the air pollution associated with its mining operations and to 
contribute to an ongoing effort to relocate three communities to a less 
polluted area.*®^ In December 201 1, the Colombian government 
identified the Cesar region, which is the region where the Goldman 
mines are located, as a “high pollution area,” and limited the expansion 
of coal mining operations there.*®^ Those actions by the Colombian 
government imposed additional costs and constraints on Goldman’s coal 
mining activities. 

Another environmental development, involving water pollution, 
also dramatically impacted Goldman’s coal operations. In January 2013, 
an affiliate of Drummond Company Inc. was involved in a coal spill. 

Due to rough seas, a Drummond barge containing more than 1,800 tons 
of coal became partially submerged outside of the Drummond Port, and 
was towed to shallow water.*®'* In connection with its efforts to salvage 
the ship and its cargo, the crew released a large amount of coal into 
Colombian waters, an event that was caught on film.*®^ In response, the 
Colombian government suspended Drummond’s ship-loading license 
until it submitted an improved spill contingency plan.*®® As a result, 


See undated memorandum, “Metals and Mining: Background to Environmental and Social 
Due Diligence,” prepared by Goldman, FRB-PSI-300221 - 230. 

Id. at 225. 

See 5/20/2010 Resolution No, 0970, Colombian Ministry of the Environment, Housing and 
Territorial Development, GSPSICOMMODS00047330 - 334; and 8/5/2010 Resolution No. 

1525, Colombian Ministry of the Environment, Housing and Territorial Development, 
GSPS1COMMODS00047 j 35 - 341 (translations provided by Goldman). 

See 12/22/201 1 Resolution No. 0335, Colombian Ministry of the Environment and 
Sustainable Development, Official Gazette No. 48.294 of 201 1, GSPSICOMMODS00047310 - 
329 (translation provided by Goldman). 

See 2012 “Statement by Drummond Ltd. - Barge Accident Internal Investigation Results,” 
prepared by Drummond Company Inc., http://www.drummondco.com/barge-accident-intemal- 
investigation-results/. 

See “Colombia Suspends Drummond’s Coal Ship-Loading License,” Bloomberg, Alex Emery 
& Oscar Medina (2/6/2013), http://www.bioomberg.eom/news/2013-02-06/colombia-suspends- 
drummond-ship-Ioading-license-agency-says.html. 

Subcommittee briefing by Drummond Company, Inc. (9/16^014). See also “Colombia Lifts 
Dmmmond Coal Export Ban,” Colombia Reports. Joey O’Gorman (3/1/2013), 
http://colombiareports.co/colombia-lifts-drummond-coal-export-ban/; “The Colombian Mining 
Locomotive Has Halted,” Environmental Justice Organisations. Liabilities and Trade . Joan 
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Drummond lost significant revenues while also being required to pay at 
least $3.6 million in fmes.’*^ In addition, the Colombian government 
imposed the January 2014 deadline on port compliance with the 2007 
direct-loading law that had not been enforced on a mandatory basis until 
then. In response, Drummond paid $360 million to upgrade its port with 
direct-loading equipment.’^* The 2013 Drummond shipping accident 
graphically demonstrated how environmental disasters can lead to 
regulatory actions, fines, legal expenses, lost profits, and reputational 
damage. The same types of environmental disasters create catastrophic 
event risks for Goldman’s coal mining operations. 

Still another category of catastrophic event risk confronting 
Goldman’s mining operations involves the labor unrest at its mines. 
Labor relations in Colombia have long been volatile and politically 
sensitive, especially with respect to coal mining. In 2013, the months- 
long human blockade by women and children at the Goldman mines 
created a potentially explosive situation. During the dispute, CNR asked 
the mayor, police, military, and other Colombian authorities for 
assistance.’^’ Had those requests been granted, actions to end the 
blockade could have produced a worst case scenario involving arrests, 
injuries, and a political backlash that, potentially, could have led to 
condemnation of Goldman, not only in Colombia, but in other parts of 
the world. 

Insufficient Capital and Insurance. While the risk that a 
catastrophic event will cause severe damages to Goldman’s coal mines 
is remote, it must be addressed to protect U.S. taxpayers from being 
asked to step in after a disaster strikes. The primary tool used by 
financial holding companies to address catastrophic event risk is to 
allocate sufficient capital and insurance to cover potential losses. 
According to a 2012 Federal Reserve analysis, however, Goldman has 
failed to allocate sufficient capital or insurance to cover those potential 
losses.’™ 

As indicated in the prior section, Goldman has strenuously denied 
any liability for costs associated with a catastrophic event involving its 
physical commodity activities, which may have contributed to its failure 


Martinez-Alier (2/14/2013), http://www.ejolt.org/20l3/02/the-colombian-mining-locomotive- 
has-halted/. 

“Colombia Bans Coal Loading by 2nd-Biggest Producer Drummond,” Bloomberg, Andrew 
Willis and Oscar Medina (1/14/2009), http://www.bloomberg.eom/news/2014-01-08/drummond- 
s-coa!-loading-halted-as-colombia-puils-port-license.html. 

See 3/3 1 /20 1 4 Drummond press release, “Drummond Restarts Port Operations with an 
Investment of US$360 Million in a Modem Direct Ship Loading System,” 

http://www.dnimmondco.com/drummond-restarts-port-operations-with-an-investment-of-us360- 

million-in-a-modern-direct-ship-Ioading-system/. 

See 2013 and 2012 CNR Financial Statements, at Note 1, GSPSICOMMODS00046366 - 397, 
at 374. 

See 2012 Summary Report, at FRB-PSI-200477 - 510, at 498, 509. 
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to allocate sufficient capital and insurance to cover potential losses.’’’ 

As explained earlier, Goldman has attempted to limit its liability by 
structuring its physical commodity activities to take place through 
subsidiaries, but Goldman’s reliance on legal structures provides no 
guaranteed shield from liability, lawsuits, or legal expense.”’ 

Moreover, Goldman has opened itself up to potential liability under a 
Bestfoods analysis”’ by the extent of its involvement with CNR 
operations. Its key commodities subsidiary, J. Aron & Co., controls 
100% of CNR’s coal marketing and sales, manages its port 
procurements and coal blending operations, and is one of CNR’s largest 
purchasers of coal.”'* Goldman indicated to the Subcommittee that its 
dispute with CNR’s mine operator, CMC, stemmed in part from its 
concern that CMC was not following a Goldman-approved plan 
regarding how the CNR mining operations should be conducted.”’ 
Goldman also appears to have made the decision not to pay for direct- 
loading equipment at the primary port used to export the coal. Those 
and other actions suggest that Goldman personnel were involved with 
the day-to-day operations and management of the Colombian coal 
mining operations, increasing Goldman’s potential liability in the event 
of a catastrophic event. 

Because a court in the United States, Colombia, or another 
jurisdiction might hold Goldman liable for the actions of its mining- 
related entitles and any disaster involving them, Goldman should, but 
has not, allocated sufficient capital and insurance to cover potential 
losses.”^ According to a Federal Reserve analysis in 2012, as explained 
in the earlier section, the potential losses associated with an “extreme 
loss scenario” affecting Goldman or its peer institutions would exceed 
the capital and insurance coverage at each financial holding company by 
$1 billion to $15 billion.”’ That shortfall leaves the Federal Reserve, 
and U.S. taxpayers, at risk of having to provide financial support to 
Goldman should a catastrophic event occur. 


See discussion in section on uranium, above. 

™ See id,, as well as the Federal Reserve’s analysis in its Advanced Notice of Proposed 
Rulemaking, “Complementary Activities, Merchant Banking Activities, and Other Activities of 
Financial Holding Companies Related to Physical Commodities,” 79 Fed. Reg. 3329, at 3331 
(daily ed. Jan. 21, 2014) (“Recent disasters involving physical commodities demonstrate that the 
risks associated with these activities are unique in type, scope, and size. In particular, 
catastrophes involving environmentally sensitive commodities may cause fatalities and economic 
damages well in excess of the market value of the commodities involved or the committed 
capital and insurance policies of market participants.”); 2012 Summary Report, at FRB-PSI- 
200477 - 510, at 489 (FRBNY Commodities Team wrote; “There is no available historical 
precedent to support .. the effectiveness of the ‘legal structure’ mitigation strategy, rathe[r] there 
have been cases where a company using third part[y] vendors was itself held liable for 
environmental damage.”). 

See United States v. Bestfoods . 524 U.S. 51 (1998). 

See 9/26/201 1 “Marketing Agreement” between C.l. Colombian Natural Resources I SAS and 
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Short Term Disincentive. Still another issue raised by Goldman’s 
coal mining operations is the effect of its relatively short-term 
investment horizon, Goldman holds CNR and its other Colombian 
subsidiaries as a merchant banking investment that must be sold within 
ten years, which for the La Franeia mine means by 2020. Currently, that 
is a six-year investment horizon. When the Colombian government 
required its ports to install direet-loading equipment to reduee coal- 
related pollution by January 2014, Drummond Inc., a U.S. company with 
a long history of coal mining in Colombia, spent $360 million to 
upgrade its port.^^* CNR did not, because as Goldman explained to the 
Subcommittee: “CNR evaluated the prospect of upgrading the Rio 
Cordoba port facilities to make them compliant with the direet-loading 
regulations but determined that it was not economically feasible to 
pursue such an initiative. Goldman calculated the eost of upgrading 
the port at about $220 million.’*“ It decided spending that amount of 
money to upgrade the port in Colombia did not make economic sense. 

Aceording to an environmental risk management expert consulted 
by the Subcommittee, that type of financial calculus is representative of 
a broader phenomenon taking place across the United States and around 
the world,^*’ A number of large financial holding companies have made 
merchant banking investments in industrial facilities, such as power 
plants, pipelines, natural gas facilities, and refineries, that may require 
expensive investments to operate in a safe and environmentally sound 
manner. To the degree the financial holding companies plan to hold 
those facilities for relatively short periods of time, they may be less 
inclined to dedicate the financial resources, time, and expertise needed 
for operational and environmental improvements. According to the 
expert, in general, the payback period for such improvements tends to be 
long term, which can be in direct tension with the financial holding 
company’s goal of realizing short term profit targets and maximizing 
immediate investment returns.’*^ The reluctance to make improvements 
plaees the financial holding companies at potentially greater risk of 
environmental and financial consequences should a mishap arise when 
compared to peers that upgrade their infrastructure. 


™ See 3/31/2014 Drummond press release, “Drummond Restarts Port Operations with an 
Investment of US$360 Million in a Modem Direct Ship Loading System,” 

http://www.drummondco.com/drummond-restarts-port-operations-with-an-investment-of-us360- 
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10/2/2014 letter from Goldman legal counsel to Subcommittee, PSI-GoldmanSachs-21~ 
000001 -010, at 008. 

See 9/2013 “Global Commodities & Global Special Situations Group Presentation to the 
Board of Directors of The Goldman Sachs Group, Inc.,” prepared by Goldman, FRB-PSI400077 
-098, at 091. 

Subcommittee briefing by Chiara Trabucchi, Principal at Industrial Economics, Inc. an expert 
in financial economics and environmental risk management (10/6/2014). 

'«'ld. 
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In the expert’s view, the transitory nature of merchant banking 
investments suggests that the financial holding companies are betting on 
the probability that a facility in which they are invested will not face a 
financially material catastrophic event during the years in which that 
physical asset forms part of their portfolio.’®^ Of particular concern is 
whether, in so doing, the financial holding companies are actively 
limiting disclosure of the potential long-tailed environmental risk 
associated with their investments, and also failing to adequately hed^e 
their financial responsibilities should an environmental event arise. ® 

The expert pointed out the existence of established case law that 
presumes a legal shield between a parent or holding company and its 
subsidiary facility. However, she also cautioned that recent events 
suggested a potentially shifting landscape with respect to the standards 
and conditions under which a corporate parent may be held financially 
responsible for the actions of its subsidiary following a catastrophic 
environmental event. This increased uncertainty calls into question 
reliance by the financial holding companies on a legal shield as a 
reasonable risk management strategy to hedge the consequences from a 
catastrophic environmental event. To the degree such a shield fails, and 
insufficient resources exist for the financial holding companies to meet 
their financial responsibilities, then the burden for responding to an 
environmental incident may well rest with U.S. taxpayers and the 
general public.®*^ 

Still another concern is whether financial holding companies that 
delay or avoid infrastructure investments may gain an unfair, short-term 
competitive advantage over market participants who do make long-term 
investments in infrastructure. Equally troubling is whether decisions by 
financial holding companies to delay or avoid infrastructure investments 
may pressure its competitors to delay or skimp on needed infrastructure 
as well. 

If the bet by a financial holding company is lost and a catastrophic 
event were to take place, the affected financial holding company could 
be confronted with billions of dollars in damages. It could also start to 
lose customers and counterparties due to perceptions regarding its 
liability for those damages, or it could be forced to accept higher costs to 
convince third parties to bear the added credit risk of doing business 
with the financial holding company, its subsidiaries, and its bank. As 
the financial crisis demonstrated, even a large, well-capitalized financial 
institution can experience liquidity problems that it cannot overcome 
without financial assistance from the Federal Reserve or, ultimately, 

U.S. taxpayers. 


Id. 

“Id. 

Id. 
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In September 2013, Goldman’s Global Commodities Group told 
the Goldman Board of Directors that CNR had “significant expansion 
plans” for Colombia, including plans to double the annual output of coal 
at the mines and expand from “2 to 5 open pit operations over the next 4 
years.”’*® To protect U.S. taxpayers, the Federal Reserve should ensure 
Goldman allocates sufficient capital and insurance to cover potential 
losses from a catastrophic event affecting those coal mines in Colombia. 

(b) Merchant Banking Authority 

A second set of completely different issues goes to Goldman’s 
legal authority to be in the coal mining business at all. Goldman has 
indicated that the legal foundation for its Colombian mine operations is 
the Gramm-Leach-Bliley merchant banking authority.’*’ Goldman’s 
extensive relationships with its Colombian coal mining operations raise 
questions, however, about the extent to which they qualify as merchant 
banking investments. 

The law does not require a financial holding company to notify or 
obtain prior approval from the Federal Reserve for a merchant banking 
investment.’** Rather, a company simply makes the investment, and 
asserts its authority to do so after the investment is made. If the Federal 
Reserve determines that the investment does not meet the qualifications 
for merchant banking authority, then the financial holding company may 
assert other authority for the investment.’*’ If the investment is viewed 
as not qualiff ing for any authority, then the Federal Reserve may force 
divestiture.’ ’ 

In this case, Goldman told the Subcommittee that it did not notify 
or obtain prior permission from the Federal Reserve before buying the 
Coalcorp and Vale coal mining operations.”' After making each of the 
two acquisitions, Goldman filed FR Y-10 forms with the Federal 
Reserve, which are used to alert the agency to changes in the financial 


98* 9/2013 “Global Commodities & Global Special Situations Group Presentation to the Board of 
Directors of The Goldman Sachs Group, Inc.,” prepared by Goldman, FRB-PSI400077 - 098, at 
090. 

Subcommittee briefing by Goldman Sachs (9/5/2014). See also, e.g., 7/25/2012 “Presentation 
to Firmwide Client and Business Standards Committee,” (hereinafter 2012 Firmwide 
Presentation”), by Goldman Global Commodities group, FRB-PSI-200984 - 1043, at 1000 
(indicating CNR investment was a merchant banking asset). Compare with 4/14/2010 “Report of 
Changes in Organizational Structure,” Form FR Y-10 filed by The Goldman Sachs Group, Inc. 
with the Federal Reserve, GSPSICOMMODS00046301 - 317, at 303 (stating that the investment 
was “permissible imder][Bank Holding Company Act Section] 4(o), but investment complies 
with the Merchant Banking regulations.”). 

Subcommittee briefing by the Federal Reserve (11/27/2013). 

Id. See also earlier discussion in Chapter 3, for example, regarding JPMorgan’s assertion of 
legal authority to retain Henry Bath & Sons, Inc. 

^^‘Subcommittee briefing by Goldman Sachs (9/5/2014). 
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holding company’s organizational structure and, in this case, provided 
notice that Goldman had established new subsidiaries in Colombia.’’^ 
Through the filing of the forms, Goldman alerted the Federal Reserve to 
its investments shortly after they were made. It appears, however, that 
the Federal Reserve examiners were likely unaware of the extent of 
Goldman’s involvement with the day-to-day operations with its 
Colombian subsidiaries. 

To qualify as a merchant banking investment, the Investment must 
meet a number of criteria, including that the financial holding company 
must not “routinely manage or operate” the company in which it has 
made the investment.^®^ Goldman has acknowledged this limitation in 
internal materials.’®'^ In this case, Goldman installed its own employees 
as the directors of the boards of its Colombian subsidiaries; no non- 
Goldman directors were selected. Goldman also ensured that it had a 
formal right to approve important decisions.’’^ 

In addition, Goldman’s key commodities subsidiary, J. Aron & 

Co., became CNR’s “exclusive” agent to market, negotiate the terms of 
sale, and arrange for the delivery of all of the coal produced in 
Colombia. Goldman reported to its Board of Directors in 201 1 , that J. 
Aron & Co. had increased CNR’s customer base from less than five to 
more than fifteen customers.’’’ J. Aron & Co. was also given exclusive 
authority to procure “port services” for CNR - services critical to the 
export of CI^ coal - as well as exclusive authority to procure “coal 
blending” services for CNR, which are critical to ensuring the quality of 
the coal to be sold.”* From at least 201 1 to 2013, before CNR’s exports 
stopped, J. Aron & Co. used its authority to exercise complete control 

See 4/14/2010 “Report of Changes in Organizational Structure,” Form FR Y-10, filed by The 
Goldman Sachs Group, Inc. with the Federal Reserve, GSPS1COMMODS00046301-317 
(reflecting the March 19, 201 0 acquisition of Colombian Nautural Resources I, S.A.S, by GS 
Power Holdings LLC); undated “Report of Changes in Organizational Structure,” Form FR Y- 
10, filed by The Goldman Sachs Group, Inc. with the Federal Reserve, 
GSPSICOMMODS00046304 - 307 (reflecting the June 22, 2012 acquisition of Colombia 
Purchase Co., S.A.S. by GS Power Holdings LLC and Goldman Sachs Global Holdings LLC.). 

12 U.S.C. §1843(k)(4)(H)(iv); 12 C.F.R. §225.171 (a)-(b), (e). 

See, e.g., 2012 Firmwide Presentation, FRB-PSI-200984 - 1043, at 1000 (identifying CNR as 
a merchant banking asset and noting that “Firm personnel not permitted to engage in ‘routine 
management’ absent extraordinary circumstances” and “Merchant Banking authority not 
available for investments that are extension of firm’s own activities”). 

See 1/29/2010 “Global Commodities Principal Investments: Portfolio Snapshot,” prepared by 
Goldman, FRB-PSI-602257. 

See 9/26/201 1 “Marketing Agreement” between C.l. Colombian Natural Resources I SAS and 
J. Aron & Company, GSPSICOMMODS00046496 - 530, at 498; see also 1 1/4/2014 letter from 
Goldman legal counsel to Subcommittee, PSI-GoldmanSachs-25-000001 - 003 at 001. Goldman 
has told the Subcommittee that it did not discuss with the Federal Reserve its “intention to act as 
CNR’s agent/broker to market coal.” 9/19/2014 letter from Goldman legal counsel to 
Subcommittee, PSI-GoldmanSachs-16-000001 -006, at 005. 

See 10/28/201 T'Globai Commodities Review of Acquisitions: Colombian Natural 
Resources,” part of a presentation prepared by Goldman for the Goldman Board of Directors, 
FRB-PSI-70001 1-030, at 028. 

9/26/201 1 “Marketing Agreement” between C.L Colombian Natural Resources I SAS and J. 
Aron & Company, GSPS1COMMODS00046496 - 530, at 500. 
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over CNR’s mining output, buying about 20% of the coal for itself and 
negotiating and effectively controlling the sale of the other 80% as 
well.’’’ In addition, J. Aron & Co. appears to have arranged to buy coal 
at prices that were, at times, materially lower than the prices charged to 
unaffiliated customers. 

Another sign of Goldman’s extensive involvement with CNR was 
the representation to the Subcommittee that part of CNR’s dispute with 
its mining contractor, CMC, stemmed from a concern about whether 
CMC was implementing plans approved by Goldman on how the mining 
should be conducted to preserve the value of the sites. Depending 
upon the extent to which Goldman’s involved itself in the details of 
CNR’s mining activities via Goldman-approved plans and CNR 
implementation of those plans, Goldman may have been exercising a 
level of control beyond what is permitted for a merchant banking 
portfolio company. Still another sign of Goldman’s control over CNR 
was its role in deciding against spending $220 million to upgrade CNR’s 
port with direct-loading equipment. While that decision is not a routine 
management matter, its dramatic impact on CNR’s day-to-day 
operations and the reality that Goldman was the only possible source of 
financing for that investment suggest Goldman was exercising 
significant influence over CNR’s operations. 

Still another piece of evidence of the close relationship between 
Goldman and CNR involves Goldman’s hedging decisions. In its 2012 
Summary Report, the FRBNY Commodities Team wrote: “Goldman 
avoids the appearance of overt control of its coal mine business by not 
hedging its underlying coal exposure to maintain legal protection.”’““^ 

In other words, Goldman had indicated to the Federal Reserve that it 
used a subsidiary as the direct owner of its coal mining operations and 
didn’t hedge its coal exposures, as a way of demonstrating the legal 
distinction between the financial holding company and its affiliate. 
Internal Goldman documents indicate, however, that Goldman did, in 
fact, use hedging to offset its coal exposure and the reduced value of its 
CNR holdings.'®” In a 2013 presentation to the Goldman Board of 


10/2/2014 letter from Goldman legal counsel to Subcommittee, PSI'GoldmanSachs-21- 

000001 -010, at 008. 

See discussion above. See 201 1 and 2010 CNR Financial Statements, at Note 16, at 
GSPSICOMMODS00046342. 

Subcommittee briefing by Goldman Sachs (9/5/2014). 

2012 Summary Report, at FRB-PSI-200477 - 510, at 489. 

1003 

Goldman legal counsel told the Subcommittee that the hedge was consistent with “the 
shareholder of a portfolio company . . . implement[ing] hedges to protect it against the possibility 
that the value of its investment may decline as a result of changes in the prices of commodities 
produced by the portfolio company,” 1 1/4/2014 letter from Goldman legal counsel to 
Subcommittee, PSI-GoldmanSachs-25-OOOOOI -003, at 002. That said, the Goldman-prepared 
presentation noted that “[gjains in coal prices would result in hedge losses but would not result in 
a mark up of the coal mine asset value.” 9/2013 “Global Commodities & Global Special 



546 


198 

Directors, the Goldman Global Commodities Group reported that it held 
a “short coal hedge” to offset declining coal prices and CNR’s declining 
market value, and that the hedge had produced “accounting gains” of 
$246 million.'*^ Goldman’s coal-related hedge is one more sign of the 
close links between Goldman and CNR. 

Goldman personnel appear to have been involved with CNR’s day- 
to-day marketing, sales negotiation, procurement of coal blending and 
port services, and export decisions, activities that appear to involve 
Goldman in the routine management of the company in the “ordinary 
course of business.” Drummond, Inc., a U.S. company that is 
Colombia’s second-largest producer of coal, told the Subcommittee that 
Drummond conducts its own marketing, sales, and shipping 
arrangements.''’'’* When asked whether it ever outsourced those 
functions, Drummond representatives responded that producing, 
marketing, and selling coal was its business. Yet, Goldman’s wholly- 
owned portfolio companies in Colombia have “outsourced” 100% of 
those day-to-day functions to Goldman’s primary commodities trading 
subsidiary. Goldman further entwined itself with CNR by approving 
mining plans, controlling major investment decisions, and hedging its 
exposure to CNR’s declining market value. 

The Federal Reserve has authorized financial holding companies, 
in connection with their merchant banking activities, to impose a limited 
set of restrictions on the portfolio companies in which they have 
invested, so long as the restrictions address matters that are outside the 
scope of ordinary business, such as restricting the portfolio company’s 
authority to fundamentally change its capital or debt structure, or 
fundamentally alter its business without the approval of the holding 
company.'*’'’^ The Subcommittee is unaware of any Federal Reserve 
guidance, however, that would permit a financial holding company to 
control 100% of a portfolio company’s marketing and sales. To the 
contrary, when the Federal Reserve discovered that JPMorgan was 
marketing Henry Bath warehousing services to clients as an integral part 
of its overall commodity-related services, the Federal Reserve 
disallowed JPMorgan’s treatment of Henry Bath as a separate merchant 


Situations Group Presentation to the Board of Directors of The Goldman Sachs Group, Inc.,” 
prepared by Goldman, FRB-PSI400077 - 098, at 091. 

ioorg /2013 “Global Commodities & Global Special Situations Group Presentation to the Board 
of Directors of The Goldman Sachs Group, Inc.,” prepared by Goldman, FRB-PSI400077 - 098, 
at09i. 

Subcommittee briefing by Drummond Company, Inc. (9/16/2014). 

See earlier discussion in Chapter 3; 12/21/2001 letter from Federal Reserve to Credit Suisse 
First Boston, FRB-PSI-301593 - 601, at 596 - 597. 
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banking investment and required JPMorgan to divest itself of the 
holding.””’® 

According to the Federal Reserve, in 2010 - more than a year 
before the formal marketing contract was signed between J. Aron & Co. 
and CNR - Goldman assured its examiners that it was taking care not to 
become involved in the daily management and operation of its portfolio 
companies, in connection with its efforts to use legal structures to shield 
the holding company from legal liability. Goldman’s statements, 
however, appear inconsistent with the actual level of involvement of 
Goldman personnel in the day-to-day activities of CNR. To clarify the 
scope of the merchant banking authority, the Federal Reserve should 
analyze and determine whether Goldman’s level of involvement with 
CNR, like JPMorgan’s level of involvement with Henry Bath, 
disqualifies CNR as a merchant banking investment. 

Should the Federal Reserve disallow CNR as a merchant banking 
investment, Goldman might try to assert that its coal mining activities 
are still permissible under the Gramm-Leach-Bliley grandfathering 
authority. But Goldman has already admitted that, prior to the statutory 
trigger date in 1997, it did not trade coal, either physically or financially. 
In light of that admission, and the fact that Goldman purchased the 
Colombian coal mines after it became a bank holding company, there 
should be no reason for the Federal Reserve to treat CNR as a 
grandfathered activity protected from divestment. 

(c) Conflicts of Interest 

A final set of issues involves potential conflicts of interest. 
Goldman trades coal in both the physical and financial markets at the 
same time, using the same traders sitting at the same coal trading desk, 
generally executing those trades through J. Aron & Co. CNR’s activities 
provide those traders with access to commercially valuable, non-public 
information about coal operations in Colombia, the largest exporter of 
coal to the United States, including information about coal production, 
labor disputes, regulatory actions, port facilities, and coal shipments. 

The J. Aron traders handling CNR’s marketing, sales, and shipments are 
also active in physical and financial coal markets. The fact that 
Goldman shorted coal in 2013, explained its actions internally as a 
response to declining coal prices and CNR’s declining market value, 
and, by September 2013, booked accounting profits from that short 
position of nearly $250 million, suggests a close connection between its 
financial trading and physical coal activities. That Goldman’s coal 


See diseussion of Henry Bath warehouses in Chapter 3, above. See also 2012 Summary 
Report, at 505; undated but likely 2013 “Commodities Focused Regulatory Work at JPM,” 
prepared by Federal Reserve, FRB-PSI-300299 - 302, at 300 [sealed exhibits]. 

See 3/17/2010 “Minutes of GS Commodities Review Legal Meeting,” prepared by Federal 
Reserve Bank of New York, FRB-PSI-602360 - 370, at 361 [sealed exhibit]. 
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traders may be in the position to use the non-public information obtained 
from CNR to inform their financial trades with counterparties lacking 
the same access is troubling. 

(4) Analysis 

All of the financial holding companies examined by the 
Subcommittee were heavily involved with coal trading, although not 
with coal mining. Goldman’s four-year experience with investing in 
open-pit coal mines in Colombia exposed a litany of operational, 
environmental, and catastrophic event risks to the holding company, 
exacerbated by a mine shutdown, contractor disputes, abandoned mining 
equipment, flooded mines, labor unrest, environmental regulatory- 
actions, port access problems, and declining coal prices. Goldman’s 
control, through J. Aron & Co., over 100% of CNR’s coal marketing, 
sales and deliveries, among other activities, increases the potential for 
Goldman to be held legally liable in the event of a catastrophic event and 
underscores the need for it to allocate increased capital and insurance to 
cover potential losses. 

The same activities raise questions about whether Goldman is 
inappropriately relying on the Gramm-Leach-Bliley merchant banking 
authority to justify Goldman’s entry into the coal mining business. 
Potential conflict of interest issues also call out for additional oversight 
and preventative safeguai'ds. It is past time for the Federal Reserve to 
enforce needed safeguards on this high risk physical commodity activity. 
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D. Goldman Involvement with Aluminum 

After it became a bank holding company in 2008, in addition to 
expanding its physical commodity activities involving uranium and coal, 
Goldman substantially increased its involvement with aluminum. In 
2010, it purchased Metro International Trade Services LLC (Metro), 
owner of a global network of warehouses that store actual metal, 
including aluminum. Metro’s warehouses are approved by the London 
Metal Exchange (LME) to store metals traded on its exchange. Under 
Goldman’s ownership, Metro implemented practices to aggressively 
attract and retain aluminum in its Detroit warehouses. 

Over the next few years, Metro loaded aluminum into its Detroit 
warehouses at an historic rate, building a virtual monopoly of the U.S. 
LME aluminum storage market. Metro attracted the aluminum in part 
by paying “freight incentives” to metal owners to store their metal in the 
Detroit warehouses. In addition, Metro entered into “merry-go-round” 
transactions with existing warehouse clients in which it paid them 
millions of dollars in incentives to join or stay in the exit line, known as 
the “queue,” to load out metal, move the metal from one Metro 
warehouse into another, and then place it back on warrant. Those 
merry-go-round transactions lengthened the metal load out queue to exit 
the Metro warehouse system, blocked the exits for other metal owners 
seeking to leave the system, and helped ensure Metro maintained its 
aluminum stockpiles while earning a steady income. Metro’s queue 
grew to an unprecedented length, forcing metal owners to wait, at times, 
up to nearly two years to get their metal out of storage in Detroit. 

As the Detroit warehouse queue grew, so did the Midwest 
Aluminum Premium (Midwest Premium), a component of the aluminum 
price. Higher Midwest Premium prices increased aluminum costs for 
U.S. aluminum buyers and weakened their ability to hedge their price 
risks, affecting aluminum users in the defense, transportation, beverage, 
and construction sectors. Some industrial users of aluminum charged 
that the dysfunctional aluminum market inflated overall aluminum costs 
by $3 billion. While long queues and increasing Midwest Premium 
prices were hurting aluminum users, the LME has said that the 
emergence of increasing premiums “convey[ed] an advantage to the 
expertise of merchants and brokers, who have built-up strong modelling 
capabilities around premiums and queues.””’"’ 

Goldman, through its control of the Metro Board of Directors, 
approved Metro practices that lengthened Metro’s queue, at the same 
time Goldman was ramping up its own aluminum trading operations. 

1010 j j /2013 “Summary Public Report of the LME Warehousing Consultation,” prepared by 
LME, at 29, 

https://www.Ime.eom/~/media/Files/Waa-ehousmg/Warehouse%20consultalion/Public%20Report 

%20of%20the%20LME%20Warehousing%20Consultation.pdf. 
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Between 2010 and 2013, Goldman built up its physical aluminum 
stockpile from less than $100 million in 2009, to more than $3 billion in 
aluminum in 2012. At one point in 2012, Goldman owned about 1.5 
million metric tons of aluminum, worth $3.2 billion, more than 25% of 
annual North American aluminum consumption at the time. Goldman 
also engaged in massive aluminum transactions, acquiring hundreds of 
thousands of metric tons of metal in one series of transactions in 2012, 
and more than 1 million metric tons in another series of transactions 
later in the year. That same year, Goldman made large cancellations of 
warrants totaling about 300,000 metric tons of aluminum stored at Metro 
in Detroit, contributing to the lengthening of the queue. 

The fact that Goldman engaged in extensive aluminum trading at 
the same time it was approving practices leading to a long warehouse 
queue has given rise to serious questions about the integrity of the 
aluminum market. Those doubts have been fueled, in part, by a 
perception that Goldman is benefiting financially from the longer queue 
and using non-public information gained through its ownership of Metro 
to benefit its trading activities. Metro and Goldman information barrier 
policies prohibit the sharing of confidential warehouse information with 
those engaged in aluminum trading. 

(1) Background on Aluminum 

Aluminum is one of the most actively traded base metals in the 
world, with complex physical and financial markets, and volatile prices 
that, at times, appear disconnected to fundamental forces of supply and 
demand. 

Using Aluminum. Aluminum is a durable, versatile, light-weight 
base metal made by extracting aluminum oxide, commonly known as 
alumina, from bauxite ore. It is used in a wide variety of applications 
including in the transportation, construction, and consumer goods 
markets.''’' ' General Motors Corp., for example, indicated that its 2012 
U.S.-sold vehicles would contain an average of 370 pounds of 
aluminum, providing, among other applications, 90% of the engine 
block and all cylinder heads.''”* Aluminum also plays an important role 
in the defense and aerospace industry and is a critical raw material for 


See undated “Aluminum Consumption by Regions in 2013 and 2025” Rusal website, 
http;//www.rusal.ru/en/aIuminium/consumers.aspx; “Ford’s Epic Gamble: The Inside Story,” 
Fortune . Alex Taylor III (7/24/2014), http;//fortune.coni/20I4/07/24/f-150-fords-epic~gamble/ 
(Ford’s new all-aluminum truck). 

U.S. Geological Survey 201 1 Yearbook on Aluminum, 
http;//minerals.usgs.gov/minerals/pubs/commodity/aluminum/mybl-201 1-alumi.pdf, citing “GM 
sees 201 1 sales at 12-13 mil units,” Platts Metals Week, v. 82, no. 38,(9/19/201 1), at 15. See 
also “The Changing Demand for Aluminum in North America,” Open Markets, a CME 
publication, Samantha Azzarello (3/18/2014), http://openmarkets.cmegroup.com/7855/the- 
changing-demand-for-aluminum-in-north-america (discussing rising aluminum demand in cars). 
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the production of military aircraft'**’^ and ships. As of 2009, the most 
recent year for which figures were available, the U.S. Department of 
Defense consumed about 3% of annual U.S. aluminum production. ^ 

The United States is the world’s fourth largest aluminum producer 
behind China, Russia, and Canada.'”'® In 2013, U.S. primary aluminum 
production (as opposed to production from scrap aluminum) was more 
than 1.9 million metric tons.'”"' North American aluminum 
consumption is expected to be about 6.4 million metric tons in 2014. 

Aluminum Infrastructure. A complex infrastructure is required 
to produce useable aluminum. Bauxite mines produce bauxite ore, 
which must be ground, mixed with chemicals, and subjected to heat and 
pressure to extract the alumina.'”'” The extracted alumina is then 
transformed into liquid aluminum through a smelting process.'”^” The 
liquid aluminum is mixed with other metals to form aluminum alloys 
which are molded or east into ingots. Depending on the intended use, 
aluminum ingots can be fabricated into rolls or other shapes.'”^' 
Aluminum is non-toxic and can be stored for years without problems.'”^^ 
Aluminum recycling provides another important source of the metal. 

Aluminum Markets. Aluminum is bought and sold in both 
physical and financial markets. Physical aluminum is typically sold 
directly from producers to industrial end users. Most aluminum 
produced by smelters is sold directly to companies that use the metal to 

See, e.g., undated “Defense[:] Military Aircraft ” Kaiser Aluminum website, 
http://www.kaiseraluminum.com/markets-we-serve/aerospace/defense/military-aircraft/. 

shipbuilding company, Austal USA, told the Subcommittee that it uses 2.5 million 
pounds of aluminum in each Joint High Speed Vessel it produces for the U.S. Navy and 3.5 
million pounds in each Littoral Combat Ship. Subcommittee briefing by Austal USA. 
(10/30/2014). 

See 12/2005 “China’s Impact on Metals Prices in Defense Aerospace,” prepared by U.S. 
Department of Defense, at 1-2, 

http://www.acq.osd.mil/mibp/docs/china_impact_mctal_study_12-2005.pdf; 1/25/2014 email 
from Office of the Secretary of Defense to Senate Armed Services Committee staff, 
“Aluminum,” PSI-OSD-01 -000001. 

2/2014 “Aluminum Production,” prepared by Mineral Resources Program, U.S. Geological 
Survey, http://minerals.usgs.gov/minerals/pubs/commodity/aluminum/mcs-20l4-alumi.pdf 

A metric ton is equal to 1000 kilograms or about 2,200 pounds. See 9/10/2014 “U.S. 

Primary Aluminum Production,” prepared by The Aluminum Association, 
http://www.aiuminum.org/sites/default/files/USPrimaryProduction082014.pdf. 

Sec undated “Capitalizing on Opportunities, Minimizing Risks,” Alcoa website, 
http://www.alcoa.com/sustainability/en/iiifo_page/vision_risks.asp. 

See undated “Adding Value From the Ground Up,” Alcoa website (interactive webpage 
teaching the stages of making aluminum), 

http://www.aicoa.com/global/en/about_alcoa/dirt/addingvalue_2.htm. See also undated “How 
it’s Made,” Hydro website, http://www.hydro.com/en/About-aluminium/How-its-made/ 
(webpage showing how aluminum is made from “bauxite, through production, use and 
recycling”). 

1020 id_ 

Id. 

1022 “/aluminum 101,” The Aluminum Association website, 

http://www.aluminum.org/aluminum-advantage/aluminum-10I. 

io2rid_ 
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make their products. Physical aluminum can be sold through long or 
short term supply contracts or through ad hoc purchases made on “spot” 
markets. Physical aluminum prices are typically established, in part, by 
referencing aluminum prices in the financial markets. 

In the financial markets, aluminum can be sold using a variety of 
financial instruments, including futures, options, swaps, and forwards. 
Those financial instruments can be bought or sold on public 
commodities exchanges, like the London Metal Exchange (LME) or the 
Chicago Mercantile Exchange (CME), or through over-the-counter 
(OTC) transactions. Published aluminum prices on the exchanges, most 
commonly the LME’s “Official Price” for aluminum, play an important 
role as the reference price in contracts for physical aluminum. 

Physical aluminum contracts typically establish the aluminum 
price using several pricing components which, when combined, produce 
an “all-in” aluminum price. One key component is the LME Official 
Price for aluminum as of a specific date or as an average over a specified 
period. That price is established through trading on the LME exchange 
and is generally recognized for aluminum as the “global reference for 
physical contracts.”'*’ '' The second key pricing component is a regional 
“premium,” which is intended to reflect the availability of aluminum in a 
particular geographic area and the cost of delivering aluminum there. 

The relevant premium for aluminum sold in the United States is the 
Midwest Aluminum Premium (Midwest Premium). Midwest Premium 
prices are published by a company called Platts, which derives it by 
conducting surveys of the contract prices between physical spot market 
aluminum buyers and sellers for delivery of the metal. Large 
aluminum users typically closely monitor the LME and Midwest 
Premium prices, since both pices will larply determine the all-in pme 
they will pay for aluminum in contracts with aluminum producers. “ 

Aluminum Prices. Over the past five years, aluminum prices 
have been volatile, with all-in prices sometimes swinging by as much as 


Undated “LME Official Price,” LME website, http://www.lme.com/pricing--and- 
data/pricing/official-price/. 

A third pricing component in physical aluminum contracts may be the cost of producing for 
delivery a particular shape or aluminum alloy. So-called “product premiums” are not a focus of 
the Subcommittee’s Report, See 3/31/2014 Alcoa, Inc. Form 10-Q for the quarterly period 
ending March 31, 2014, at 45, 

http://www.sec.gov/Archives/edgar/data/4281/0001 193 125 141 57 120/d70 1633dl0q.htm. 

See 6/2014 “Methodology and Specifications Guide,” prepared by Platts, at 2, 
https://www.platts.com/IM.Piatts.Conten t/methodoiogyreferences/methodologyspecs/metals.pdf. 
^'’^^See, e.g., Subcommittee briefing by Austal LfSA (10/30/2014). Austal told the 
Subcommittee that it purchases millions of pounds of aluminum each year to build ships for the 
U.S. Department of Defense (DOD). Austal explained that, under its DOD contract, any 
increase in the purchase price of physical aluminum was shared 50% by the company and 50% 
by DOD, which meant that increased aluminum costs required additional U.S. taxpayer dollars. 
Austal indicated that it continually monitors both the LME and Midwest Premium prices. 
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$400 per metric ton within a month.'”* The following graph depicts the 
aluminum all-in price, LME futures price, and Midwest Premium price 
from 2008 to 2014. The Midwest Premium price has climbed 
dramatically, both in dollar terms and as a percentage of the all-in price. 



Source: Prepared by Subcommittee using data provided by Novelis. 

See undated “LME Stocks 20 ! 4-05-06 ” prepared by Novelis, PSI-Novelis-0 1 -000001, 


For many years, the Midwest Premium was a relatively small 
portion of the all-in price for physical aluminum. In recent years, 
however, it has grown more volatile and has dramatically increased in 
both real dollar terms and as a proportion of the all-in price. That 
development has had an adverse impact on many industrial aluminum 
users who believe that higher Midwest Premium prices decrease their 
ability to hed^e price swings and lead to higher all-in prices for 
aluminum. 

Aluminum Trading on the London Metal Exchange. The 

London Metal Exchange (LME) is the dominant market in the world for 
trading aluminum, copper, and other base metals. The exchange is 
physically located in London and falls within the jurisdiction of the 
United Kingdom’s Financial Conduct Authority (FCA). The LME is 
empowered by the FCA to act as the primary regulator for its market."’^" 


Subcommittee briefing by Austal USA (10/30/2014). 

See, e.g., Subcommittee briefing by Novelis, (1 1/3/2014). 

See undated “Regulation,” LME website, http://www.lme.com/regulation/. 
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The LME is owned by London Metals Exchange, which is owned 
by LME Holdings Limited.’^' For many years, the LME was a 
member-owned organization, and several large banks, including 
Goldman, JPMorgan, Barclays, Deutsche Bank, and Citigroup, held its 
shares.'“^ In late 2012, the LME shareholders sold 100% of their shares 
to Hong Kong Exchanges and Clearing Ltd., which is now the sole 
owner of the LME.'°^^ 

The LME offers many types of financial products for trading on 
the exchange, including: 

• Futures - contracts that obligate parties to buy or sell a specified 
amount and type of metal at a specified price on a specified 
future date; and 

• Options - similar to futures contracts except that parties have 
the option rather than an obligation to buy or sell the metal at 
the specified date and price. 

Those financial products can be used to trade a variety of base metals on 
the LME, such as aluminum and copper. 

Every day, the LME publishes official prices for each metal traded 
on the exchange. For aluminum, those include the “cash” price and a 
“three month” futures price. LME prices, especially the daily LME 
Official Price, have become benchmarks for aluminum physical 
contracts. Aluminum market participants also use LME futures to 
hedge their exposure to changes in aluminum prices, although, as 
shown in the chart above, over the last two years, there has been an 
increasing gap between the LME price and the all-in price consumers 


See 12/6/2012 Hong Kong Exchanges and Clearing Limited (HKEx) and LME Holdings Ltd. 
press release, “HKEx and LME Announce Completion of Transaction,” http://www.ime.com/en- 

gb/news-and-events/press-relcases/press-rclcases/2012/l2/hkex-and-!me-announce-completion- 

of-transaction/. 

Id.; “LME Shareholders OK HKEx Takeover Pact,” Resource Investor. Philip Burgert 
(7/25/2012), http://www.resourceinvestor.com/2012/07/25/ime-shareholders-ok-hkeX'takeover- 
pact. 

See 12/6/2012 Hong Kong Exchanges and Clearing Limited (HKEx) and LME Holdings Ltd. 
press release, “HKEx and LME Announce Completion of Transaction,” http://www.lmc.com/en- 
gb/news-and-events/press-rclcases/press-releases/20!2/12/hkex-and-lmc-announce-completion- 

of-transaction/. 

See undated “Trading[:] Contract Types,” LME website, 
https://www.lme.coni/trading/contract-types/. 

In many U.S. physical aluminum contracts, for example, the parties agree to deliver a 
specified amount of aluminum on a specified date at the then-prevailing LME Official Price, plus 
the Midwest Premium, plus other specified amounts such as a product premium or additional 
delivery charge. 

1036 some aluminum users hedge their price risk using the LME futures market, several 
others told the Subcommittee that they typically do not hedge their positions on the LME itself, 
but instead engage in bilateral swap transactions with banks or other market participants to hedge 
aluminum prices. Even in those instances, however, the Subcommittee was told that the LME 
price is often the reference price in those swap agreements. See, e.g., Subcommittee briefing by 
Anheuser Busch (10/9/2014). 
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actually pay for aluminum. That growing difference between the LME 
price and the all-in aluminum price has made the LME price a less 
effective hedging tool. 

LME Warrants. Parties trading LME futures contracts can 
generally settle those contracts in one of two ways. The first and most 
common method is called offsetting. Under that settlement method, a 
party’s obligation to deliver or take delivery of metal under an LME 
futures contract can be negated by their entering into an equivalent but 
opposite transaction, such as buying a short to match a long position. 
This settlement method offers a purely financial option, since funds can 
be used to purchase the necessary offsetting positions. 

The other way to settle an LME contract is to deliver or take 
delivery of LME “warrants,” documents that convey actual legal title to 
specific lots of metal stored in LME-approved warehouses. This 
settlement option results in ownership of physical metal. In order for 
physical metal to be used to settle an LME trade, it must be “warranted” 
by the LME as meeting certain quality and quantity requirements and 
being maintained in a warehouse approved by the LME. In the case of 
aluminum, the LME warrant conveys title to a specific lot of 25 metric 
tons of “high grade primary aluminum” stored in an LME-approved 
warehouse.'®^ 

While physical settlement is relatively rare, the LME has 
emphasized its importance: 

“This presence, or threat, of delivery has the result of constantly 
ensuring that the LME price is in line with the physical market 
price. It also enables industry to sell material via the Exchange 
delivery system in times of over supply, and use the LME as a 
source of material in times of extreme shortage. 

The LME warranting system has, for much of its history, enabled the 
LME to function as a market of last resort for market participants 
seeking to buy metal. Put simply, the owner of a future, through the 


11/2013 “Summary Public Report of the LME Warehousing Consultation,” prepared by 
London Metal Exchange, at 7, 

https://www.lme. com/~/media/Files/Warehousing/Warehouse%20consultation/Public%20Report 
%20of%20the%20LME%20Warehousing%20ConsuItation.pdf (One LME aiuminum warrant 
equals 25 metric tons of the metal). 

* See “Futures Contract Specifications[:] LME Aluminum Futures,” LME website, 
http://www.lme.com/metaisMon-ferrous/aluminium/contract-spccifications/futures/ (reflecting a 
number of specifications regarding the appropriate volume and characteristics of the aiuminum). 
The LME also has warrants for certain aluminum alloys that can be traded on the exchange; they 
convey title to a specific lot of 20 tons of A380.1, 226 or AD12.1 aluminum alloy. See “Futures 
Contract Specifications[:] LME Aluminum Alloy Futures,” LME website, 
http://www.lme.eom/metals/non-ferrous/aiuminium-alloy/contracl-specificalions/futures/ . 

See undated “FAQ: Why is the physical delivery important for minor metals futures?” LME 
website, http://www.lme.eom/about-us/faqs/#. 
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warrant settlement system, could expect to receive title to metal on a 
specific date at a specific price. In addition, the LME explained, the 
ownership of warrants could be utilized as a “backstop” for negotiations 
in a financial transaction.*'’'*'’ 

If an owner of metal under LME warrant decided to remove its 
aluminum from the LME warehouse, the owner would have to take steps 
to have its warrants “cancelled.”*'’'" To cancel the warrants, the owner 
must notily the warehouse holding the metal, and the warehouse must 
complete the necessary paperwork and notily the LME, which monitors 
the amounts of metal stored in eaeh LME-approved warehouse. It is 
only after the warrants are cancelled, the owner of the metal has settled 
outstanding rent and other warehouse charges, and the owner has 
provided the warehouse with shipping instructions that the metal is 
placed in a queue for load-out from the LME warehouse. 

For most of LME’ s history and at most warehouses, metal owners 
could load out metal stored in an LME warehouse within a few days or 
weeks. Over the past several years, however, long lines or “queues” to 
load out metal from some LME-approved warehouses have developed, 
in particular with respect to aluminum. In some cases, warrant owners 
have had to wait months, a year, or even longer to take possession of 
warranted aluminum. As discussed more fully below, in the United 
States, as the queue has grown, the difference between the LME official 
price and the all-in market price for physical aluminum has widened, 
reducing the effectiveness of the LME price as a hedge for aluminum 
prices. 

LME Warehouses. While the LME does not own or operate the 
warehouses where aluminum and other exchange-traded metals are 
stored, it enters into a standard, non-negotiable Warehouse Agreement 
with the warehouse owners, allowing them to store LME-warranted 
metal in exchange for compliance with the terms and eonditions of the 
Warehouse Agreement.*'’'**’ 

Currently, more than 700 LME-approved warehouses are in 
operation. *'*'*'* LME-approved warehouses are loeated in many countries 


See 1 1/2013 “Summary Public Report of the LME Warehousing Consultation,” prepared by 
London Metal Exchange, at 68, 

https://www.lme.eom/~/media/Files/Warehousing/Warehouse%20consultation/Public%20Report 

%20of%20the%20LME%20WaTehousing%20Consuitation.pdf. 

See In re Aluminum Warehousing Antitamst Litigation . Case No. 13-md-02481-KBF (USDC 
SD New York), Complaint (4/1 1/2014), atf 147. 

See 8/8/2014 letter from Goldman legal counsel to Subcommittee, “Follow-Up Requests,” 
PSl-Goldman- a -000001 - Oil, at 008. 

See In re Aluminum Warehousing Antitrust Litigation , Case No. I3“md-02481-KBF (USDC 
SD New York), Complaint (4/1 1/2014), at f 156; Opinion and Order (8/25/2014) (ECF No. 564), 
at 9. 

See undated “Approved Warehouses,” LME website, 
https://www.lme.com/trading/warehousing-and-brands/warehousing/approved-warehouses/. 
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around the globe and store a vast volume of metals. For many years, 
LME warehouses were owned by independent warehousing companies 
that did not engage in commodities trading. Beginning in 2010, 
however, many of those warehouse companies were bought by bank 
holding companies or trading houses with extensive commodity trading 
operations. 

Some of the key global networks of LME-approved warehouses 
are operated by Metro, which is owned by Goldman;'*’""’ Henry Bath & 
Sons, which was recently sold by JPMorgan to Mercuria Energy 
Trading;"’"’’ Pacorini Metals, which is owned by Glencore, a 
commodities trading house; NEMS Ltd. (recently renamed Impala 
Terminals) which was acquired by Trafigura, a commodities trading and 
logistics company; and C. Steinweg Handelsveem, an independent 
warehousing firm unaffiliated with a trading company. 

Aluminum Trading on the CME. The CME Group Inc. owns 
four exchanges on which commodity-related financial products are 
traded, including futures, options, and swaps linked to aluminum. 

The CME Group is primarily regulated by the U.S. Commodity Futures 
Trading Commission (CFTC) and the U.S. Securities and Exchange 
Commission (SEC). 

In 2012, the CME Group began offering a new financial product 
related to aluminum called the “Aluminum MW U.S. Transaction 
Premium Futures” contract. That futures contract was made available 
for trading on COMEX, one of the CME Group’s commodity 
exchanges. It represented the first exchange-traded product allowing 
aluminum market participants to manage price risks associated with the 
Midwest Premium for aluminum."’^” In May 2014, the CME Group 


See, e.g., “Metals Warehousing: The Perfect Hedge & The Perfect Storm?,” Hard Assets 
Investor. Tom Vulcan (3/23/2012), http://\vww.hardassetsinvestor.com/features/3567-metals- 
warehousing-the-perfect-hedge-a-the-perfect-storm.html. 

See “Goldman and JPMorgan enter metal warehousing,” Financial Times . Javier Bias 
(3/2/2010), http;//www.ft.com/int!/cms/s/0/5025f82a-262e-I ldf-aff3- 
00144feabdc0.htmi#axzz3CkHqTn7n . 

See 10/3/2014 Mercuria press release, “Mercuria Closes Acquisition of J.P. Morgan Chase 
Physical Commodities Business,” http://www.mercuria.com/media-room/business- 
news/mercuria-closes-acquisition-jp-morgan-chase-physical-commodities-business. 

See “Metals Warehousing: The Perfect Hedge & Tlie Perfect Storm?,” Hard Assets Investor . 
Tom Vulcan (3/23/2012), http://www.hardassetsinvestor.cotn/features/3567-metaIs- 
warehousing-lhe-perfect-hedge-a-the-perfect-storm.html. 

See undated “Driving Global Growth and Commerce,” CME Group website, 
http://www.cmegroup.com/company/history/. The four exchanges are the Chicago Mercantile 
Exchange (CME), Chicago Board of Trade (CBOT), New York Mercantile Exchange 
(NYMEX), and the Commodity Exchange (COMEX) which is a division of the NYMEX. 

See 8/9/2013 CME Group press release, “CME Group Announces the First Aluminum 
Midwest Premium Contracts Traded,” http://investor.cmegroup.com/investor- 
relations/releasedetail.cfm?Re!easeID-784335. At die time of its introduction, the CME said it 
was offering the product, because “[i]n the past three years, the premium increased from $0.04/Ib 
to close to $0.09/ib and it is now a larger component of the aluminum consumer’s cost and risk. 
This contract enables market participants in North America to better manage their price risk.” 
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launched a second new aluminum-related product for trading on 
COMEX, a futures contract for delivery of physical aluminum in North 
America. CME described the new contract, which is intended to be an 
all-in price, as designed to increase price transparency for aluminum and 
enable market participants to better manage price risks than is currently 
possible using LME futures.'®’’ To date, however, both of the new 
CME aluminum products have been thinly traded.'®’^ 

Aluminum Trading in the Over-the-Counter (OTC) Market. 

Aluminum and aluminum-related derivatives are also traded over-the- 
counter (OTC), which means they are traded outside official exchanges 
like the LME and COMEX. 

Aluminum-related swaps executed in the OTC market are often 
customized to address specific issues. They inelude, for example, swaps 
designed to permit aluminum market participants to hedge their price 
exposure to the all-in price of aluminum, the LME price, or the Midwest 
Premium, which has been steadily increasing in price and volatility over 
the last few years.’®” The Subcommittee has been told that large 
financial institutions, including Goldman, and major aluminum 
consumers have traded those aluminum swaps in the OTC market.’®” 

Another type of aluminum trading that takes place in the OTC 
market, outside of the exchanges, involves trading LME warrants for 
aluminum lots held in different warehouse locations.'®” That trading 
takes place because the value of aluminum is affected by where it is 
located and how long it may take to remove the aluminum from the 
warehouse. For example, warrants for aluminum held in a warehouse 
with a long queue may be worth less than warrants for aluminum held in 
a warehouse with no queue. Relative values of warrants for aluminum 
held in different locations may change by the day as warehouse queues 
lengthen or shorten. 

Because OTC trades are not subject to the same reporting as those 
that occur on regulated exchanges, it is difficult to determine the overall 
size of the OTC aluminum market and the types of financial instruments 
that are most common. 


Undated “FAQ: Aluminum MW US Transaction Premium Platts (25MT) Swap Futures,” CME 
Group website, 

http;//www.cmegroup.com/trading/metals/fi1es/faq_aluminum_mw_us_transaction_premium_sw 

ap.pdf. 

See 3/1 8/2014 CME Group press release, "CME Group to Launch North American 
Physically Delivered Aluminum Futures,” http://onIine.wsj.eom/article/PR-CO-20 1 403 1 8- 
907146.htmL 

Subcommittee briefing by CFTC (9/2/2014). 

See 9/17/2014 letter from Goldman legal counsel to Subcommittee, “Foilow-Up Requests,” 
PSl-Go!dmanSachs-l5-000001, at 003. 

See, e.g., Subcommittee briefing by Anheuser-Busch (10/9/2014). 

Subcommittee briefing by London Metal Exehange (8/1/2014). 
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Relationship Between Warehouse Queues and Aluminum 
Prices. A critical factor affecting aluminum trading in recent years has 
been an unprecedented growth in the size of physical aluminum 
inventories at LME-approved warehouses, as industrial demand for the 
metal plummeted during the financial crisis and metal owners sought to 
sell or store their excess stocks.’®^® The increase in aluminum inventory 
was particularly dramatic at Metro’s Detroit warehouses. At the same 
time the physical aluminum inventories increased, warrant holders with 
metal in the Metro Detroit warehouses experienced increasingly long 
queues before they could remove their aluminum from the warehouses. 
Those queues, over time, have been highly correlated with the increases 
in the Midwest Premium prices. 

At the end ofFebruary 2010, just after Goldman acquired Metro, 
the Midwest Premium was approximately $134 per metric ton.'°^’ It has 
since steadily climbed to over $400."*^* In dollar terms, the Midwest 
Premium climbed over 300% in just a few years. Over the same period, 
the queue went from about 40 days to over 600 days.’°^^ 


See 1 1/2013 “Summary Public Report of the LME Warehousing Consultation,” prepared by 
LME, at 20, 

https://www.lme.eom/~/media/Files/Warehousing/Warehouse%20consultation/Public%20Report 

%20of%20the%20LME%20Warehousing%20Consuitation.pdf. 

See undated “LME Stocks 2014-05-06,” prepared byNovelis, PSI-Novelis-01-000001. 

Id. 

See undated “Harbor’s Estimated Aluminum Load-Out Waiting Time in LME Detroit 
Warehouses, prepared by Harbor Aluminum, PSI-HarborAlum-0 1-000001. 
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As depicted in the chart below, the increase in the Midwest 
Premium has been highly correlated with the growth of the queue at 
Metro’s Detroit warehouses. 


Detroit Queue and Platts MW Aluminum Premium 



——Queue ^^MWP (Right Axis) 


Source: Prepared by the Subcommittee using information provided by Harbor Aluminum. See 
undated “HARBOR’S estimated aluminum load-out waiting time in LME Detroit Warehouses 
vs harbor’s MW Transactional Premium,” prepared by Harbor Aluminum, PSI- 
HarborAluminum-03-000004. 

Between 2010 and 2014, the changes in queue length at the Metro 
warehouses in Detroit and the changes in the Midwest Premium price 
had a correlation coefficient of approximately 0.89, an exceptionally 
high correlation.'”*’” 

Many market participants, including many large aluminum users, 
contend that the longer queues are pushing up the Midwest Premium, 
which is intended to reflect, in part, storage costs, and that the increased 
Midwest Premium prices result in higher all-in aluminum prices. The 
Aluminum Users Group, a coalition of large manufacturers Including 
Novelis, Coca Cola, MillerCoors, and others, wrote to the LME that 
market “distortions” due to long queues had resulted in physical 
premiums that “are at least double their normal levels.”'”*" In 2013, a 
MillerCoors representative testified before the U.S. Senate Banking 


Subcommittee calculation using information provided by Harbor Aluminum. See undated 
“HARBOR’S estimated aluminum load-out wmting time in LME Detroit Warehouses vs 
HARBOR’S MW Transactional Premium,” prepared by Harbor Aluminum, PSI- 
HarborAluminum-03-000004- 

10/29/2012 letter from Aluminum Users Group to LME, PSI-AlumUsersGroup-OI-000010- 

012 . 
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Committee that the queues had cost his company “tens of millions of 
dollars in excess premiums over the last several years.” 

Prominent aluminum analysts agree with that view. Jorge Vazquez 
of Harbor Aluminum Intelligence, a leading industry analyst, has said 
that the emergence of long queues led directly to higher premiums, 
commenting that warehouse practices were “being used as a platform to 
inorganically inflate aluminum premiums at the expense of the 
aluminum consumer and at the benefit of some warehouses, banks and 
trading companles.”'*^®^ 

In contrast, the LME and Goldman contend that longer queues 
have not affected the all-in price for aluminum. Although both the LME 
and Goldman concede that the queue has affected premium prices and 
the relative proportions of the all-in price attributable to the premium 
price versus the LME price, they assert that the effect of the longer 
queue has been to drive the LME portion down and the premium portion 
up, leaving the all-in price substantially unchanged. That analysis is 
a minority view, according to briefings provided to the Subcommittee by 
numerous aluminum market participants and experts. Alcoa, the largest 
U.S. aluminum producer, told the Subcommittee, for example, that the 
LME and premium prices are not inversely related, but move 
independently of one another. In a recent filing with the SEC, Alcoa 
wrote that the LME price and the aluminum premium each “has its own 
drivers of variability.”’®^^ Mr. Vazquez, the aluminum analyst, agreed 
with that view, indicating to the Subcommittee that “there has been no 
empirical study or evidence or modeling that suggests changes in LME 
prices and the Midwest Premium are inversely related,” as the LME and 
Goldman have suggested.'®*^ In fact, the LME and Midwest Premium 
prices can and often have moved in the same direction. 


“Examining Financial Holding Companies: Should Banks Control Power Plants, Warehouses 
and Oil Refineries?” hearing before the U.S. Senate Banking Subcommittee on Financial 
Institutions and Consumer Protection, S. Hrg. 113-67 (7/23/2013), testimony ofTim Weiner, 
Global Risk Manager, Commodities/Metals, MillerCoors LLC, at 9, 
http;//www.gpo.gov/fdsys/pkg/CHRG-l 13shrg82568/html/CHRG"l 13shrg82568.htm. 

1 “Aluminum Premiums To Fall After LME Warehouse Plan?” Metal Miner, (1 1/8/2013), 
http://agmetalminer.com/20 13/11 /OS/aluminum-premium-to-fall-after-lme- warehouse-plan/. ; 
Subcommittee briefing by Jorge Vazquez (9/30/2014). 

See 10/31/2013 “The Economic Role of a Warehouse Exchange” prepared by Goldman 
Sachs Commodity Research (The development of the queues has not affected the total “physical” 
price for aluminum), GSPSICOMMODS00047511 - 545; 11/2013 “Summary Public Report of 
the LME Warehousing Consultation,” prepared by LME, at 24, 

https://www.lme.eom/~/media/FiIes/Warehousing/Warehouse%20consultation/Public%20Report 
%20of%20the%20LME%20Warehousing%20Consultation.pdf (“[L]ong queues reduce the value 
of warrants, and ... it was these lower-value warrants which were being used to settle LME 
contracts and set LME price.”). 

Subcommittee briefing by Alcoa (8/5/2014); 

3/31/2014 Alcoa, Inc. Form 10-Q for the quarterly period ending March 31, 2014, at 45, 
http://www.sec.gOv/Archives/edgar/data/4281/000119312514i57120/d701633dI0q.htm. 

Subcommittee briefing by Jorge Vazquez (9/30/2014). 
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The Subcommittee’s investigation found that, while there was 
disagreement about the impact of the queue on the level of the all-in 
aluminum price, there was broad consensus that the queue had affected 
Midwest Premium prices. The investigation also found that the price 
impacts of the queue had created problems for aluminum users like 
beverage can producers and automobile manufacturers who actually use 
aluminum, because the increasing difference between the all-in price and 
the LME futures price made hedging price risk through the LME market 
increasingly ineffective.'*’^* A number of commercial users told the 
Subcommittee that the lack of effective hedges damages planning and 

1069 

impacts revenues. 

Historically, industrial users seeking to hedge their aluminum price 
risk over time used futures, forwards, or swap transactions linked to 
LME prices. Trading records show that, in the five years prior to 
Goldman’s purchase of Metro, the LME price as a percentage of the all- 
in price for aluminum averaged over 95%, making LME futures a fairly 
effective hedge against all-in aluminum price increases.'*’™ Since 2010, 
however, the portion of the all-in price attributable to the LME price has 
fallen steadily. For example, in January 2014, the LME price made up 
about 75% of the all-in price, eroding the value of LME futures as a 
hedge for aluminum’s all-in price.'” At the same time, the Midwest 
Premium has grown in both in dollar terms and as a percentage of the 
all-in aluminum price. At the end of February, 20 1 0, just after Goldman 
acquired Metro, the Midwest Premium was about $134, or about 6% of 
the all-in price. By the end of January 2014, the Midwest Premium was 
over $450, comprising about 22% of the all-in price."’™ 

Compounding the problem for aluminum users has been the 
difficulty in hedging the growing premium portion of the all-in 
aluminum price. While the CME Group now offers futures to manage 
price risks associated with the Midwest Premium, those new products 
are still thinly traded.'”™ The end result is that aluminum users have 
been less able to hedge their price risk and more susceptible to price 
changes due - not to market forces of supply and demand - but to 
increased Midwest Premium prices highly correlated with longer 


This was, in fact, the explicit reasoning used by the CME when it introduced its Aluminum 
MW U.S. Transaction Premium contract in 2012. Undated, “FAQ: Aluminum MW US 
Transaction Premium Platts (25MT) Swap Futures,” CME Group website, 

http://www.cmegroup.com/trading/metals/files/faq_aluminum_mw_us_transactionj)remium_sw 

ap.pdf 

For example, one manufacturer who uses aluminum to build warships told the Subcommittee 
that its inability to effectively hedge the all-in price has resulted in its taking costly measures, 
including buying substantial amounts of physical aluminum to hold it for future use. 
Subcommittee briefing by Austal (10/30/2014). 

See undated “LME Stocks 2014-05-06,” prepared by Novelis, PSI-Novelis-01-000001 . 

Id. 

Subcommittee briefing by CFTC staff (9/2/2014) . 
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warehouse queues. According to industry aluminum users, those factors 
have cost manufacturers and consumers billions of dollars. 

At the same time the increasing Midwest Premium prices have 
been causing problems for aluminum users, the LME has said that the 
emergence of increasing premiums “convey[ed] an advantage to the 
expertise of merchants and brokers, who have built-up strong modelling 
capabilities around premiums and queues.”'**^^ In other words, the 
increases in the Midwest Premium have benefited aluminum traders. 

(2) Goldman Involvement with Aluminum 

Over the last five years, Goldman has dramatically increased its 
physical aluminum activities. Beginning in 2010, it took control of a 
network of LME-approved warehouses, and helped the warehouses in 
Detroit accumulate the largest stockpile of LME warranted aluminum in 
the United States. It also dramatically increased its own physical 
inventory, building its physical aluminum holdings from less than $100 
million in 2009 to more than $3 billion at one point in 2012. In addition, 
from 2009 until late 2012, Goldman had a significant ownership stake in 
the LME itself, the primary exchange for trading aluminum. In short, 
Goldman owned aluminum, traded in aluminum-related financial 
products, owned part of the exchange where those products were traded, 
owned warehouses where aluminum was stored, and its warehouse sat 
on the committee advising on the rules for how warehouses should 
operate. Those activities made Goldman an increasingly influential 
participant in the aluminum markets. 

(a) Building An Aluminum Inventory 

Prior to 2010, Goldman’s physical aluminum activities appear to 
have been relatively small. From 2008 to 2009, Goldman’s aluminum 
holdings fluctuated between about 1,600 and 44,000 metric tons, 
representing between $2 million and just under $100 million in 
assets.'*”* At the time Goldman acquired Metro in February 2010, 
Goldman actually owned no physical aluminum at all.'"’’ As shown in 


See, e.g., “Examining Financial Holding Companies: Should Banks Control Power Plants, 
Warehouses and Oil Refineries?” hearing before the U.S. Senate Banking Subcommittee on 
Financial Institutions and Consumer Protection, S. Hrg. 113-67 (7/23/2013), testimony of Tim 
Weiner, Global Risk Manager, Commodities/Metals, MillerCoors LLC, at 9, 
http://www.gpo.gov/fdsys/pkg/CHRG-113shrg82568/html/CHRG-n3shrg82568.htm. 

1 1/2013 “Summary Public Report of the LME Warehousing Consultation,” prepared by 
LME, at 29, https;//www.lme.com/~/media/Files/Warehousing/Warehouse% 
20consuItation/Public%20Report%20of%20the%20LME%20Warehousing%20Consul tation.pdf. 

See 2/20/2013 letter from Goldman legal counsel to Subcommittee, “January 1 1, 2013 
Questionnaire,” PSI-Goldman-02-000001, attaching Goldman chart, 
GSPSICOMMODSOOOOOOOl-R - 003-R, at 002-R. 
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the graph below, however, Goldman’s aluminum inventory then began 
to skyrocket. 


Goldman Sachs Physical Alumimum Holdings 

1,600,000 . 



—♦—Annual low* 


—Annual High* 


‘Totals for 2012 and 2013 reflect Goldman Sachs aluminum holdings at the close ofhighest 
and lowest months during those years. Physical holdings may have exceeded or been lower 
than month-ending figures. 


Source: See 2/20/2013 letter from Goldman legal counsel to Subcommittee, “January 1 1, 
2013 Questionnaire,” PSI-Goldman-02-000001, attaching Goldman chart, 
GSPSICOMMODSOOOOOOOl-R, at 002-R; 4/30/2014 letter from Goldman letter to 
Subcommittee, “April 2, 2014 Email,” PSl-GoldmanSachs-09-000001, Exhibit D, at 013. 


By the end of 2010, less than a year after purchasing Metro, 
Goldman’s physical aluminum holdings grew to approximately 95,000 
metric tons worth about $240 million. By the fall of 201 1, Goldman had 
nearly 350,000 metric tons worth more than $860 million.'”’* The trend 
continued in 2012; by year’s end, Goldman’s aluminum holdings 
exceeded 1.5 million metric tons worth more than $3.2 billion 
dollars.'”™ In early 2013, the company sold about half of its 
aluminum.'”*” In September 2013, Goldman’s aluminum holdings 
totaled about 714,000 metric tons, with a market value of about $1.3 
billion.'”*’ 

One reason for the dramatic increase in Goldman’s physical 
aluminum trading was its decision to expand its aluminum trading desk. 
In an interview, Christopher Wibbelman, Chief Executive Officer (CEO) 
of Metro, explained that around the time Goldman purchased the 
warehouse business, he was asked by Goldman to recommend some 
physical aluminum experts with whom Goldman’s trading desk could 


""'Id. 


10™ 4/30/2014 letter from Goldman letter to Subcommittee, “April 2, 2014 Email,” PSI- 

GoldmanSachs-09-000001 - 013, at Exhibit D. GSPSICOMMODS000041 16. 

1080 
1081 y 



565 


217 

discuss the aluminum market.'®*^ He indicated that, shortly thereafter, 
Goldman hired two aluminum traders he had recommended.'®*^ 
Goldman’s physical aluminum trading soon after began to increase and 
its inventory to grow. 

In addition to its rapidly expanding aluminum trading operations, 
between mid-2009 and the end of 2012, Goldman more than quadrupled 
its stake in the London Metal Exchange.*®*"* By 2012, Goldman was 
second only to JP Morgan as the exchange’s largest shareholder.’®*^ 

(b) Acquiring a Warehousing Business 

Goldman also deepened its involvement with aluminum by 
purchasing Metro International Trade Services LLC (Metro), the owner 
of a global network of LME-approved warehouses that stored a variety 
of metals, including aluminum.'®*® Under Goldman’s ownership, Metro 
implemented unprecedented practices to aggressively attract and retain 
aluminum in its Detroit warehouses. Over the next few years, Metro’s 
Detroit warehouses accumulated the largest stockpile of LME warranted 
aluminum in the United States. 

According to Goldman, in 2009, it was approached by 
representatives of Metro about buying the company. '®*’ In February 
2010, Goldman acquired Metro for about S450 million.'®** Goldman’s 
purchase of Metro was the first of a series of warehouse acquisitions by 
financial firms that were also involved in trading metals.'®* 


Subcommittee interview of Christopher Wibbelman (10/6/2014). 

See 8/8/2014 letter from Goldman legal counsel to Subcommittee, “Follow-Up Requests,” 
PSl-Goldman-1 1-000001 - 01 1, at 003 - 004. 

See, e.g., “London Metal Exchange shareholders vote on takeover,” Reuters (7/24/2012), 
http://articles.chicagotribune.eom/2012-07-24/news/sns-rt-Imevotel6e8ioig6-20120724_l_hkex- 
Ime-board-shareholders (“The LME’s top shareholder is JPMorgan, with 1 .4 million shares, 
followed by Goldman with 1.23 million.”). 

See 9/12/2013 letter from Goldman legal counsel to Subcommittee, “January 11, 2013 
Questionnaire,” PSI-GoldmanSachs~06-000001 - 021, at 017 (Exhibit C); “Goldman and 
JPMorgan Enter Metal Warehousing,” Financial Times , Javier Bias (3/2/20 1 0), 
http://www.ft.eom/cms/s/0/5025f82a-262e-l ldf-afT3-00144feabdc0.html#axzz2kXvOR8iX. 
Metro is a Delaware corporation. 

Subcommittee briefing by Goldman (7/16/2014). 

1088 g/ 3/201 1 “Presentation to Firmwide Client and Business Standards Committee,” prepared by 
Goldman, FRB-PSI-707486-500, at 493. Compare Goldman Sachs Group, Form 10-K for the 
fiscal year ending December 3 1 , 20 1 0, at Exhibit 21 . 1 (including “Metro International Trade 
Services LLC” as a subsidiary of GS Power Holdings LLC), with Goldman Sachs Group, Form 
10-K for the fiscal year ending December 31, 2009, at Exhibit 21.1 (not listing GS Power 
Holdings LLC or Metro International as significant subsidiaries). 

A few months later, JPMorgan acquired Henry Bath & Sons which, like Metro, owned a 
global network of warehouses storing aluminum and other metals traded on the LME. See, e.g., 
“Goldman and JPMorgan enter metal warehousing,” Financial Times . Javier Bias (3/2/ 20 1 0), 
http://www.ft.eom/intl/cms/s/0/5025f82a~262e-lldf-afT3-00144feabdc0.html#axzz3CkHqTn7n. 
In March 2010, Trafigura, a commodities trading and logistics company, purchased NEMS Ltd, 
another LME-approved warehousing company. See 3/10/2010 Trafigura press release, 
“Trafigura Belieer B.V. has acquired metal warehousing company NEMS Ltd.,” 
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Goldman’s Global Commodities Principal Investing (GCPI) 
group conducted the analysis and took the lead in the Metro 
acquisition.'®^® Jacques Gabillon, a Goldman executive based in 
London, led the GCPI effort and later became Chairman of Metro’s 
Board of Directors.'®®' 

Goldman has said publicly that it does not consider Metro a 
“strategic business” for the financial holding company.'®®^ Goldman 
told the Subcommittee that its decision to buy Metro was instead driven 
by: (1) the warehouse company’s potential to generate rental income 
arising from storage of a glut of metal in the market (due to reduced 
demand from the financial crisis and recession); and (2) the potential for 
the warehouse company’s rental income to act as a counter-cyclical 
source of income compared to Goldman’s trading revenues. ® In 201 1, 
Goldman projected internally that, by April 2013, the Metro investment 
would have “returned more than the full invested capital and continue to 
pay out substantial annual dividends.”'®®'' 

At the time of the acquisition in 2010, Goldman stated publicly 
that Metro would “continue to operate independently,” and the 
company’s top management remained largely in place. '®®^ Metro’s 
senior executives at the time of acquisition, including Christopher 
Wlbbelman, Mark Askew, and Michael Whelan, had each been with the 
company for more than a decade, and were seasoned leaders intimately 
familiar with the warehousing business.'®®® 

At the same time, however, Goldman installed a new Board of 
Directors at Metro that consisted exclusively of Goldman employees, 
including several executives in the company’s Global Commodities 


http;//www.trafigura.com/media-ccntre/latest-news/l 8580/#.U7rxFvIdVu0. In September 20 1 0, 
Glencore International, a commodities trading company, purchased the Pacorini Group’s LME- 
warehousing assets. See “Glencore completes deal for Pacorini Metal,” Reuters, Michael Taylor 
(9/14/2010), http://www.reuters.eom/article/20l0/09/l4/pacorini-metals- 
idUSLDE68D0RR20100914. The Pacorini warehouse in Vlissingen is the only other warehouse 
in the world with lengthy aluminum queues. 

Subcommittee interview of Jacques Gabillon (10/14/2014). 

Id. 

7/31/2013 “LME Warehousing and Aluminum,” Goldman Sachs website, 
http://www.goldmansachs.com/media-relations/in-the-news/archive/goldman-sachs-physical- 
commodities-7-3 1-13 .html. 

Subcommittee briefing by Goldman (7/16/2014); Subcommittee interview of Gregory 

Agran (10/10/2014). 

8/3/201 1 “Presentation to Firmwide Client and Business Standards Committee,” prepared by 
Goldman, FRB-PSI-707486 - 500, at 493. 

See “Goldman and JPMorgan enter metal warehousing,” Financial Times . Javier Bias 
(3/2/2010), http://www.ft.com/intl/cms/s/0/5025f82a-262e-ndf-afO- 

00144feabdc0.html#axzz3CkHqTn7n.; “Wall Street, Fed F£K:e off Over Physical Commodities,” 
Reuters, David Sheppard, Jonathan Leff, and Josephine Mason (3/2/2012), 
http://www.reuters.eom/article/20i2/03/02/us-fed-banks-commodities- 
idUSTRE8211CC2012030. 

Subcommittee interview of Christopher Wibbelman (10/6/2014). 
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group.'”’’ The following chart identifies the Goldman employees who 
served on the Metro Board at some point during the last five years: 

Goldman Employees Who Served as Metro Board Members 


2009 to 2014 


Goldman Employee 

Goldman Department 

From Date 

To Date 

Agran, Gregory 

Global Commodities 

2/1/2010 

12/1/2011 

Attwood Scott, 

Victoria* 

Securities Div 

Compliance 

2/1/2010 

11/16/2012 

Bulk, Maxwell* 

Global Deriv Ops Mgmt 

2/1/2010 

7/1/2014 

Gabiilon, Jacques 

GCPI head 

2/1/2010 

CURRENT 

Haynes, Oliver* 

Securities Div 

Compliance 

10/30/2012 

4/1/2014 

Holzer, Philip 

EO PIPG Sales 

2/15/2010 

3/1/2014 

Murphy, Ken 

Archon** 

3/1/2010 

5/1/2011 

Mancini,Robert* 

Assetco*** 

2/1//2010 

12/1/2012 

McDonogh, Dermot 

Controllers' Admin 

3/1/2010 

CURRENT 

Siewert, Richard 

Media Relations 

10/1/2012 

CURRENT 

Weiss, Michael 

Securities Div 

Compliance 

1/23/2013 

CURRENT 

West, Owen 

Natural Gas Trading 

11/28/2011 

CURRENT 


*Former Goldman employee 

**Archon refers to Archon LP, which is the predecessor to Goldman Sachs Realty 


Management LP. 

***Assetco likely refers to GCPI, which stands for Global Commodities Principal 
Investing group. 

Source: 8/15/2014 letter from Goldman Sachs legal counsel to Subcommittee, PSI- 
GoldmanSachs-1 7-000001 - 009, at Exhibit A, GSPSICOMMODS00046225; 1 1/11/2014 
Briefing by Goldman legal counsel to Subcommittee (describing Archon and Assetco). 


In its documentation, Goldman indicated that it relied on the 
Gramm-Leach-Bliley merchant banking authority to purchase the Metro 
warehousing business."”® That authority requires a financial holding 
company making a merchant banking investment to retrain from 
becoming involved in the routine management of the portfolio company 
and that it sell the company within ten years of acquisition."”’ Despite 
Goldman’s assertions that it was “not involved in the day-to-day 
management of the company,”'"” after the acquisition, many business 
decisions by Metro required review and approval by Metro’s Board of 


8/15/2014 letter from Goldman legal counsel to Subcommittee, “Follow-Up Requests,” PSI- 
GoldmanSachs- 17-000001 - 009, at Exhibit A, GSPSICOMMODS00046225. 

See 7/25/2012 Goldman “Presentation to Fiimwide Client and Business Standards 
Committee: Global Commodities,” FRB-PSI-200984 - 1043, at 1000. 

See discussions of the Gramm-Leach-Bliley merchant banking authority in Chapter 2 and 3, 
above. 

1100 7/31/2013 “LME Warehousing and Aluminum,” Goldman Sachs website, 

http://\vww.goldmansachs.com/media-relations/in-the-news/archive/goldman-sachs-physical- 

commodities-7-31-l3.htm]. 
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Directors or a Board subcommittee, both of which were comprised 
entirely of Goldman employees.*'*” 

Goldman has stated that “under the rules governing its purchase, 
we have to sell it within ten years from the date we bought it.”"**^ 
Because Goldman characterized the Metro acquisition as a merchant 
banking investment, it did not notify or obtain prior permission from the 
Federal Reserve. 

(c) Paying Incentives to Attract Outside Aluminum 

Soon after its acquisition by Goldman, Metro significantly 
increased its spending on “freight incentives” to entice aluminum 
owners to move metal into its Detroit warehouses. Those financial 
incentives led to Metro’s loading aluminum into its Detroit warehouses 
at an historic rate, resulting in Metro’s expanding its Detroit operations, 
building the largest aluminum stockpile in the United States, and 
constructing a near monopoly of the U.S. LME aluminum storage 
market. The unprecedented warehouse queues that were developed at 
Metro’s Detroit warehouses forced metal owners to wait months, a year, 
or at one point nearly two years to get their metal out of storage. 

Storing an Aluminum Glut. Beginning in 2008, the financial 
crisis led to an unprecedented increase in the aluminum inventories at 
LME-approved warehouses, as industrial demand for the metal 
plummeted and metal owners sought to sell or store their excess 
stocks."**^ As reflected in the graph below, between the end of January 
2008 and the end of February 2010, global stocks of LME-warranted 
aluminum more than quadrupled, from less than 1 million to more than 
4.5 million metric tons."*’'* Inventories of LME-warranted aluminum in 
the United States alone saw a similar dramatic increase, from less than 
400,000 to nearly 2.1 million metric tons over the same period. "*’^ 


Subcommittee interview of Christopher Wibbelman (10/6/2014). Approval was required, 
for example, for each of the six meny-go-round deals described below. 

1102 7/31/2013 “LME Warehousing and Aluminum,” Goldman Sachs website, 
http://www.goidmansachs.com/media-relations/in-the-news/archive/goldman-sachs-physicai- 
commodities-7-3 1-13 .html. 

See, e.g., 11/2013 “Summary Public Report ofthe LME Warehousing Consultation,” 
prepared by LME, at 20, 

https://www.lme.eom/~/media/Files/Warehousing/Warehouse%20consuItation/Public%20Report 

%20of%20the%20LME%20Warehousing%20Consultation.pdf. 

See undated “LME Stocks 2014-05-06,” prepared by Novclis, PSl-Novelis-01-000001. 

1105 
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Global LME Aluminum Stocks 



Source: Prepared by the Subcommittee using information provided by Novelis. See undated 
“LME Stocks 2014-05-06,” prepared by Novelis, PSI-Novelis-0 1-000001. 


Metro was a prime beneficiary of the increasing aluminum 
stockpiles. Whereas in January 2008, less than 400,000 metric tons of 
LME warranted aluminum were in storage in the entire United States, 
by the end of February 2010, Metro’s Detroit warehouses alone were 
storing about 915,000 metric tons."°^ Over the next two years, Metro’s 
Detroit aluminum stocks continued to grow, reaching about 1 million 
metric tons in January 2011, and about 1 .4 million metric tons by 
February 2012."®* A year later in 2013, they remained at nearly 1.4 
million metric tons"®^ and, by February 2014, Metro’s Detroit 
aluminum stocks stayed steady about 1.5 million metric tons, nearly all 
of which was on LME warrant. " 

Its increased aluminum inventories were accompanied by 
significant gains in Metro’s share of the U.S. LME aluminum storage 
market. According to internal materials provided to Metro’s Board of 
Directors, in early 2012, Metro’s share of the U.S. LME aluminum 


Id. 

See 3/1 1/2010 “MITSI Holdings LLC[:) Board of Directors Meeting,” prepared by Metro 
and Goldman (hereinafter “3/2010 MITSI Board Meeting”), GSPSICOMMODS00009519 - 542, 
at 534. 

See 2/15/201! “MITSI Holdings LLC Board of Directors Meeting,” prepared b)' Metro and 
Goldman, GSPS1COMMODS00009492 - 505, at 500 (hereinafter “2/201 1 MITSI Board 
Meeting”); 3/21/2012 “MITSI Holdings LLC Bom-d of Directors Meeting,” prepared by Metro 
and Goldman, GSPSICOMMODS00009423 - 449, at 429. 

See 3/26/2013 “MITSI Holdings LLC Board of Directors Meeting,” prepared by Metro and 
Goldman, GSPSICOMMODS00009355 - 377, at 360, 363. 

See 3/24/20 i4“MrrSI Holdings LLC Board of Directors Meeting,” prepared by Metro and 
Goldman, GSPSICOMMODS00009268 - 286, at 273, 276. 
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storage market stood at 70%.’"' By February 2013, it topped 78%.'"^ 

A year later, in 2014, the eompany’s share of the U.S. LME aluminum 
storage market exceeded 85%."" 

To accommodate the increased aluminum inflows, Metro expanded 
its operations in Detroit, tripling the number of its warehouses from 
about 9 or 10 in 2010, to nearly 30 in 2014."’"’ 

Paying Freight Incentives. Metro’s near-monopoly of the U.S. 
LME aluminum storage market was built on the aluminum stored in its 
Detroit warehouses. In January 2008, only 52,000 metric tons of LME- 
warranted aluminum was stored in LME-approved warehouses in 
Detroit; by February 2014 Metro’s Detroit warehouses had more than 
1.5 million metric tons,’"^ an astounding increase. According to the 
LME, “revenues generated by large stocks allowed warehouses to offer 
incentives to attract more metal and this exacerbated the problem.”'"^ 

In other words, the more metal Metro had, the more rent it received, and 
the more incentives it could afford to pay. 

Metro’s Increasing budget allocation for aluminum freight 
incentives supports that analysis. In early 2010, just after Goldman 
acquired the company, Metro paid nearly $37 million in freight 
incentives to attract aluminum to its warehouses.’"^ That figure 
doubled in one year to nearly $79 million in 201 1, grew to nearly $103 
million in 2012, and reached nearly $129 million in 2013, an increase of 
nearly 350% over four years. " " 

The rapid increase in freight payments took place with the 
knowledge and approval of the Goldman employees sitting on Metro’s 
Board of Directors. The freight incentive payment amounts were a 
regular part of the business review conducted by the Metro Board, using 
figures supplied by Metro management. In fact, in the very first Board 
meeting conducted after Goldman’s acquisition of Metro, the new Board 
of Directors, comprised of exclusively Goldman employees, discussed 


3/21/2012 “MITSl Holdings LLC Board of Directors Meeting,” prepared by Metro and 
Goldman, GSPSICOMMODS00009423 - 449, at 431. 

3/26/2013 “MITSI Holdings LLC Board of Directors Meeting,” prepared by Metro and 
Goldman, GSPSICOMMODS00009355 - 377, at 360, 363. 

3/24/2014 “MITSI Holdings LLC Board of Directors Meeting," prepared by Metro and 
Goldman, GSPSICOMMODS00009268 - 286, at 273, 276. 

Subcommittee interview of Christopher Wibbelman (10/6/2014). 

See undated Novelis internal data, prepared by Novelis, PSI-Novelis-0 1-00000 1; 3/24/2014 
MITSI Holdings . LLC Board of Directors Meeting, prepared by Metro and Goldman, 
GSPSICOMMODS00009268 - 286, at 273. 

'"^1 1/2013 “Summary Public Report of the LME Warehousing Consultation,” prepared by 
LME, at 24, 

https://www.lme.eom/~/media/Files/Warehousing/Warehouse%20consultation/Public%20Report 

%20ol%20the%20LME%20Warehousing%20Consultation.pdf 

See 9/17/2014 letter from Goldman legal counsel to Subcommittee, PSI-GoldmanSachs-15- 

000001 - 015, at 006 (Exhibit A), 

1118 ,. 
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freight incentives as a factor that would affect the company’s monthly 
cash requirements. ' ' 

The growth in incentive payments was controversial, since it 
resulted in Metro’s affecting the flow of physical aluminum in the U.S. 
marketplace,"^” In October 2012, a coalition of large aluminum users 
wrote to the LME complaining about “distortions” in the aluminum 
market, including warehouse incentives that “lure[d] metal away from 
the physical market” and contributed to increases in the Midwest 
Premium."^' Jorge Vazquez, a leading aluminum analyst, told the 
Subcommittee that while warehouse incentives have long been part of 
the aluminum market, it was a completely new phenomenon to have a 
warehouse company, in this case Metro, capture a critical mass of 
aluminum, use rent revenues from that critical mass to increase its 
incentive payments, and outbid others in the market for aluminum."^^ 

Warning Against Exceptional Inducements. The LME 
warehousing agreement, which sets the rules by which LME warehouses 
operate, warns against “artificially” affecting the metals markets by 
“Warehouses giving exceptional inducements”: 

“[T]the proper functioning of the market through the liquidity and 
elasticity of stocks of metal under Warrant should not be 
artificially or otherwise constrained by Warehouses giving 
exceptional inducements or imposing unreasonable charges for 
depositing or withdrawing metals, nor by Warehouses delaying 
unreasonably the receipt or dispatch of metal, save where 
unavoidable due to force majeure.”"^^ 

The LME’s warehousing agreement has long provided the LME 
with authority to investigate all charges levied. Since April 2014, it has 
also had the right to compel warehouse companies to provide 
information about their activities, “including, without limitation, details 
of all Inducements paid to attract the load-in of metal and details of the 
provenance of loaded-in metal, including information about metal which 
may have been previously in that Warehouse, or in another facility 
operated by the same Warehouse or member of the Warehouse’s 


’"’See 3/2010 MITSI Board Meeting,” prepared by Metro and Goldman, 
GSPSICOMMODS00009519 - 542, at 530. 

' Warehouses offering incentives directly compete against buyers offering more than the LME 
price to aluminum sellers. As the LME put it, “[t]he warehouse incentive often underpins the 
willingness of merchants to bid a premium for producers’ excess metal.” 11/2013 “Summary 
Public Report of the LME Warehousing Consultation,” prepared by LME, at 27, 
https://www.lme.eom/~/media/Files/Warehousing/Warehouse%20consultation/Public%20Report 
%20of%20the%20LME%20Warehousing%20Consultation.pdf 

See 10/29/2012 letter from Aluminum Users Group to the London Metal Exchange, PSI- 
AlumU sersGroup-0 1 -0000 1 0, 

Subcommittee interview of Jorge Vazquez (9/30/2014). 

4/1/2014 “Terms and conditions applicable to all LME listed warehouse companies,” 
prepared by LME, at Clause 9.3.1, LME_PSI0001406 - 427. 
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group. In addition, under the agreement, the LME can “impose 
additional load-out requirements on a Warehouse which the Exchange 
considers to have intentionally created or caused, or attempted to create 
or cause, a queue by the use of inducements or any other method. 

The LME’s authority to investigate and impose additional load-out 
requirements on warehouses that intentionally create queues is designed 
to detect and prevent unfair warehouse practices. In 2013, the LME 
stated in a report that warehouse inducements were “possibly[] relatively 
commonplace,” but it had “not historically had cause to investigate” 
them.”^^ In December 2013, however, as discussed in more detail 
below, the LME opened an investigation into the inducements paid by 
Metro related to aluminum.*'^* The investigation included examining 
the freight incentives Metro paid to attract metal owners whose 
aluminum was already stored within its Detroit warehouses."^^ 

(d) Paying Incentives to Retain Existing Aluminum 

Under Goldman’s ownership, Metro’s efforts to build aluminum 
stocks in its Detroit warehouses using incentives were not limited to 
offering freight incentives to attract so-called “free metal” from outside 
its warehouses. Metro also offered millions of dollars in incentives to a 
few large metal owners whose aluminum was already stored inside the 
Metro warehouse system. Most of those transactions involved Metro 
paying millions of dollars in incentives for a financial firm to cancel its 
warrants on metal held in Metro warehouses; join the queue to exit the 
Metro warehouse system; upon reaching the head of the queue, load out 
the metal from one Metro warehouse and re-load it into another Metro 
warehouse nearby; and later re-warrant the aluminum. Those “merry- 


Id. at Clause 9.3.3 -9.3.4. 

Id. 

' The LME’s powers to investigate and take enforcement actions related to inducements may 
be limited. However, the LME has introduced amendments to its warehousing agreement that 
may enhance its powers, including by providing the LME with the power to compel warehouses 
to provide details of the inducements they pay, and the LME may impose additional load-out 
requirements on warehouses that it determines have intentionally created or caused or attempted 
to create or cause, a queue by the use of inducements or any other method. 1 1 /7/20 1 4, 
“Consultation on Changes to the Warehouse Agreement,” prepared by LME, 
https://www.lme.com/~-/niedia/files/notices/2014/2014_l 1/I4%20319%20wl49%20consultation 
%20on%20changes%20to%20the%20warehouse%20agreement.pdf. 

1/2013 “Summary Public Report of the LME Warehousing Consultation,” prepared by 
LME, at 55, 

https://www.lme.eom/~/media/Files/Warehousing/Warehouse%20consultation/Public%20Report 
%20of%20the%20LME%20Warehousing%20ConsuItation.pdf. See In re Aluminum 
Warehousing Antitrust Litigation . Case No. I3-md-02481-KBF (USDC SD New York), 
Declaration of Mark Bradley in Support of the London Metal Exchange’s Motion to Dismiss All 
Complaints (5/23/2014), LME_PSI0000696 - 722, at 700 (representatives of both Metro and 
Pacorini, the companies that own warehouses with significant queues, sit on the LME’s 
Warehousing Committee). 

1128 12/4/2013 letter from LME to Metro, GSPSICOMMODS00046656 [sealed exhibit], 
12/6/2013 letter from LME to Metro, GSPSICOMMODS00046658 [sealed exhibit]; 
3/10/2014 letter from LME to Metro, GSPSICOMMODS00046827 [sealed exhibit]. 



573 


225 

go-round” deals resulted, not only in Metro’s retaining the metal inside 
its system, but also in lengthening its load-out queue and essentially 
blocking other metal owners from exiting Metro warehouses. When 
asked to identify ail of these types of deals, Goldman identified six 
involving over 600,000 metric tons of aluminum. 

Metro also saw four large proprietary aluminum cancellations 
involving about 500,000 metric tons of aluminum held by Goldman or 
JPMorgan whose warrant cancellations further lengthened the Detroit 
warehouse queue. In addition, Metro disclosed 13 transactions in which 
it received “break fees” from metal owners who withdrew aluminum 
from its U.S. warehouses earlier than planned and where the amount of 
those fees was linked to the Midwest Premium price. By obtaining fees 
linked to a rising Midwest Premium, Metro could potentially benefit 
financially in still another way from maintaining a long queue. 

Lengthening the Queue and Blocking the Exits. Warehouse 
income depends upon the rent and other fees paid by metal owners 
storing metal. Warehouses that pay freight incentives to attract 
aluminum can offset that cost through higher rents, longer rental periods, 
or additional fees. A warehouse queue, which requires metal owners to 
wait in line - paying rent until they exit - offers one way to boost rental 
income. If the metal owner at the head of the queue has a large amount 
of metal, it may take weeks or months to load it out, essentially blocking 
the exits for other metal owners still waiting in line and paying rent. 

A queue forms when metal owners cancel their warrants and seek 
to load out their metal from a warehouse at a rate that exceeds the 
LME’s daily warehouse load-out requirement. The LME specifies the 
minimum amount of metal that a warehouse must load-out each day. 
Between 2003 and 201 1, the LME’s minimum load-out rate was 1,500 
metric tons per day for the largest LME warehouses, such as Metro’s 
Detroit warehouses."^' In April 2012, the LME increased that number 
to a rate ranging from 1,500 to 3,000 metric tons a day, depending upon 
a warehouse’s closing stock level."^^ In November 2013, the LME 
adopted a rule that would have linked a warehouse’s load-in rate to its 
load-out rate as of April 2014, but the rule was subjected to a court 

Subcommittee interview of Jacques Gabillon (10/14/2014); 10/22/2014 letter from Goldman 
legal counsel to Subcommittee, PSI-GoldmanSaclis-22-000001 - 004. As discussed below, one 
of the six deals involved warrants that had already been cancelled and were already in the queue 
to exit the warehouse. In that deal, Metro paid incentives for the owner to stay in the queue, load 
out its metal from one Metro warehouse into Miother, and place the metal on warrant. 

See In re Aluminum Warehousing Antitrust Litigation , Case No. 13-md-02481-KBF (IJSDC 
SD New York), Opinion and Order (4/11/2014), at LME_PSI000U37 - 167, at 149; Undated 
“Europe-Economics Analysis Conducted for the LME,” Executive Summary, at 1, LME website, 
https://www.lme. com/~'/media/Files/Warehousing/Studies/Warehouse%20minimum%20Ioading 
%20out%20rates/Europe%20Economics-Summary.pdf. 

See 11/17/201 1, “Changes to LME Policy for Approval of Warehouses in Relation to 
Loading Out Rates - Result of Consultation With Warehouse Companies,” prepared by LME, 
LME_PSI0001085 -089. 
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challenge.' Metro nevertheless began voluntarily complying with the 
new rule in April. After the court challenge failed, the LME 
announced on October 27, 2014, that it would proceed with the rule."^^ 
The new rule provides that, as of February 2015, a warehouse which has 
a queue over 50 days and which continues to load in metal, will be 
subject to additional load-out requirements aimed at reducing the queue 
and preventing new queues from forming in the future. 

Together, the LME’s rules create a minimum daily load-out rate 
for LME-approved warehouses; they do not place any cap on the amount 
of metal that may be loaded out each day. A warehouse may always 
load out more than the specified minimum. According to Goldman, 
however, while the LME sets a minimum rather than maximum daily 
rate, “it is well understood by market participants that LME warehouses 
have an incentive to maximize inventory and rent and are likely to 
deliver metal at the minimum load-out rate.”"^^ Despite the emergence 
of long queues under Goldman’s ownership, Metro has largely 
continued the practice of loading out aluminum at, and not above, the 
LME’s minimum daily rate."^* 

In addition, the LME does not require Metro to apply the minimum 
load-out rate to each one of its warehouses, but rather allows Metro to 
apply the load-out rate on a collective basis, to all of Metro’s 
warehouses in the Detroit area as a whole. As a result, Metro has 
combined all of its Detroit warehouses into a single warehouse system 
for purposes of the LME minimum load-out rate, created a single exit 
queue for the entire system, and generally allowed metal to exit the 
system at, but not above, the LME minimum daily rate."''^ Metal 
owners who get to the head of the Metro Detroit queue typically use all 
of the available exit “slots” to load out their metal, so that no one else 
can load out metal at the same time. 

Goldman and Metro’s use of the LME load-out rate as a maximum 
rather than minimum load-out rate has been targeted as an abusive 


' 1 1/10/2014 email from LME to Subcommittee, PSI-LME-06-000001 - 003, at 002. 

1134 ,d 

Id. 

LME Policy Regarding the Approval of Warehouses, Revi.sed 1 February 2015, LME, 
LME_PS10002257 - 278. The new rule does not address the issue of whether numerous 
warehouses may share a single load-out queue, nor does it make any determinations on the 
appropriateness of the incentives and penalties that contributed to the queue at Metro. 

^ ' See 8/6/20 1 3 “Federal Reserve Bank of New York Reputational Risk Questions MITSI 
Holdings LLC,” prepared by Goldman, FRB-PSI-700124 - 150, at 129. 

' See “Examining Financial Holding Companies: Should Banks Control Power Plants, 
Warehouses, and Oil Refineries?,” hearing before the U.S. Senate Banking Subcommittee on 
Financial Institutions and Consumer Protection, S. Hrg. 113-67 (7/23/20 13), prepared testimony 
of Tim Weiner, Global Risk Manager, Commodities/Metals, MillerCoors LLC, at 3 - 4, 
http://www.gpo, gov/fdsys/pkg/CHRG-113shtg82568/html/CHRG-l 13shrg82568.htm. 

Subcommittee interview of Leo Prichard (10/6/2014). 
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practice in over a dozen class action suits. At a 2013 Senate hearing, 
one commercial aluminum user had this to say: 

“[W]hat’s happening is that the aluminum we are purchasing is 
being held up in warehouses controlled and owned by U.S. bank 
holding companies, who are members of the LME, and set the 
rules for their own warehouses. These bank holding companies are 
slowing the load-out of physical aluminum from these warehouses 
to ensure that they receive increased rent for an extended period 
time. Aluminum users like MillerCoors are being forced to wait in 
some cases over 1 8 months to take physical delivery due to the 
LME warehouse practices or pay the high physical premium to get 
aluminum today. This does not happen with any of the other 
commodities we purchase. When we buy barley we receive 
prompt delivery, the same with com, natural gas and other 
commodities. It is only with aluminum purchased through the 
LME that our property is held for an extraordinary period of time, 
with the penalty of paying additional rent and premiums to the 
warehouse owners, until we get access to the metal we have 
purchased.”"'" 

The LME told the Subcommittee that it did not maintain records of 
queues before 2010, but the view of its personnel was that any queues 
that may have existed prior to that year were “short-lived” and the result 
of inclement weather or other discreet events such as a labor strike."'*^ 
That changed in 2010, the same year Goldman purchased Metro. 

Beginning in 2010, as reflected in the graph below, Metro’s Detroit 
warehouses developed a queue which, overall, grew longer and longer 
each year."'*^ In March 20 1 0, just after Goldman purchased Metro, the 
Detroit warehouses had a queue that was slightly more than 40 days."'*'* 
A year later, in March 201 1, the Detroit queue had more than tripled, 
exceeding 150 days."'*^ By March 2012, it had doubled again, to nearly 
300 days.""*^ The queue passed 500 days in October 2013, and 600 days 


See In Re Aluminum Warehousing Antitrust Litigation , 2014 U.S. Dist. LEXIS 121435 
(USDC SDNY)(8/29/2014)(descHbing allegations contained in multiple the class action lawsuit 
complaints). 

See “Examining Financial Holding Companies: Should Banks Control Power Plants, 
Warehouses, and Oil Refineries?,” hearing before the U.S. Senate Banking Subcommittee on 
Financial Institutions and Consumer Protection, S. Hrg. 1 13-67 (7/23/2013), prepared testimony 
of Tim Weiner, Global Risk Manager, Commodities/Metals, MillerCoors LLC, at 3 - 4, 
http://www.gpo.gov/fdsys/pkg/CHRG-l 13shrg82568/html/CHRG-l 13shrg82568.htm. 

9/5/2014 letter from The London Metal Exchange to Subcommittee, LME_PSi0000001 - 
004, at 002. 

' The queue length records were compiled by Harbor Aluminum using LME records, and 
produced to the Subcommittee. See “HARBOR’S estimated aluminum load-out waiting time in 
LME Detroit Warehouses,” prepared by Harbor Aluminum, PSI-HarborAlum-Ol-OOOOOl. 

1144 Id 

Id. 

Id. 
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two months later. In May 2014, the queue to get aluminum out of 
Metro’s Detroit warehouses reached a stunning 674 days. That 
meant an aluminum owner seeking to remove its aluminum from the 
Detroit warehouses would have to wait in line - paying rent - for almost 
two years. 


Metro Detroit Queue Length 

2010-2014 



Source: Prepared by the Subcommittee using information provided by Harbor Aluminum. See 
undated “HARBOR’S estimated aluminum load-out waiting time in LME Detroit Warehouses vs 
HARBOR’S MW Transactional Premium,” prepared by Harbor Aluminum, PSI- 
Harbor Aluminum-03-000004. 


Large aluminum users have denounced the Detroit queue as 
unreasonable and damaging to aluminum markets, and have called the 
LME’s current warehousing system “dysfunctional and prone to 
manipulation.”''"*’ In addition, as described above, the increases in the 
Metro Detroit queue were highly correlated with increases in the 
aluminum Midwest Premium over the same time period which, in turn, 
became a growing component of the all-in price of aluminum. Some 
industrial aluminum users have charged that the longer queues led to 
higher Midwest Premium prices, costing their companies millions of 
dollars."^’ More broadly, one aluminum user, MillerCoors, estimated 
that the dysfunctional aluminum market had imposed an estimated 
“additional $3 billion expense on companies that purchase 


""Id. 

"'"’Id. 

9/9/2013 letter from Aluminum Users Group to LME, “13/208:A201;W076,” PSI- 
AlumUsersGroup-0 1-000002 - 008, at 004. 

“Examining Financial Holding Companies: Should Banks Control Power Plants, Warehouses 
and Oil Refineries?” hearing before the U.S. Senate Banking Subcommittee on Financial 
Institutions and Consumer Protection, S. Hrg. 113-67 (7/23/2013), prepared testimony of Tim 
Weiner, Global Risk Manager, Commodities/Metals, MillerCoors LLC, at 9, 
http://www.gpo.gov/fdsys/pkg/CHRG-I13shTg82568/html/CHRG~l I3shrg82568.htm. 
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aluminum.”"^' While long queues and increasing Midwest Premium 
prices were hurting aluminum users, the LME has said that the 
emergence of increasing premiums “convey[ed] an advantage to the 
expertise of merchants and brokers, who have built-up strong modelling 
capabilities around premiums and queues.”"^^ In addition, as described 
earlier, at the same time Goldman was approving Metro practices that 
lengthened its queue, it was ramping up its own aluminum trading 
operations. 

Driving the Queue Length. The Subcommittee investigation 
found that a significant contributor to the Detroit queue length was a 
number of large warrant cancellations by a small group of financial 
institutions, including Deutsche Bank; Red Kite, a London hedge fund; 
Glencore, a commodities trading firm based in Switzerland; JPMorgan; 
and Goldman. Deutsche Bank, Red Kite, and Glencore were all 
involved in “merry-go-round” deals in which aluminum was loaded out 
of one Metro warehouse and loaded into another. The cancellations 
involving JPMorgan and Goldman involved metal that they held for 
themselves. Each of the five financial firms cancelled 1 00,000 metric 
tons or more, an amount that would have been unprecedented for 
Metro’s Detroit warehouses just a few years earlier. 

Merry-Go-Round Deals. Metro’s merry-go-round deals took 
place in 2010, 2012, and 2013. According to a Metro executive, the 
deals began in the summer of 2010, Just a few months after Goldman 
acquired Metro, when Metro became concerned that owners of 
aluminum in its warehouses were removing the metal from its 
warehouses and storing it elsewhere, leading to a loss of revenue."^^ In 
an effort to curb that loss, Metro executives and the Metro Board of 
Directors, composed exclusively of Goldman employees, made a 
strategic decision to - for the first time - “markef ’ Metro incentives to 
metal owners that already had metal stored in Metro’s warehouses."^'' 

Ultimately, those efforts led to at least six deals with three 
customers: Deutsche Bank, Red Kite, and Glencore. Although each 
deal involved millions of dollars, none was formalized in a signed 


Id., prepared testimony of Tim Weiner, Global Risk Manager, Commodities/Metals, 
MillerCoors LLC, at 4. 

11/2013 “Summary Public Report of the LME Warehousing Consultation,” prepared by 
LME, at 29, 

https://www.Ime. eom/~/media/FiIes/Warehousing/Warehouse%20consuitation/Public%20Report 
%20ofi4)20the%20LME%20Warehousing%20Consultation.pdf 
Subcommittee interview ofChristopherWibbeIman(10/6/2014). 

1154 

Subcommittee interviews of Jacques Gabillon, (10/14/2014) and Christopher Wibbelman 
(10/24/2014). See also 10/22/2014 letter from Goldman legal counsel to Subcommittee, PSI- 
GoidmanSachs-22“000001 - 004. 
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contract. Instead, details were spelled out in an unsigned contract, 
emails, and invoices.”” 

In each deal, Metro provided financial incentives to the owner of 
the aluminum stored in its warehouses to: (1) wait in the queue; (2) 
upon reaching the head of the queue, load out its metal from a Metro 
warehouse; (3) deliver the metal to another nearby Metro warehouse; 
and (4) warrant the metal while in the second Metro warehouse. Each 
deal led to aluminum being loaded out of one Metro warehouse in 
Detroit and loaded right back into another, a practice that one Metro 
forklift operator later told the New York Times amounted to a “merry- 
go-round of metal. 

Because Metro used a single exit queue for all of its Detroit 
warehouses combined, when a warehouse client in a merry-go-round 
deal got to the head of the queue and started loading out metal, that 
client essentially blocked the exits for any other metal owner seeking to 
leave the Metro Detroit warehouse system. In addition, instead of 1,500 
or 3,000 metric tons of aluminum leaving the Metro warehouse system 
each day as envisioned by the LME’s daily minimum load out 
requirement, in the merry-go-round deals, the aluminum that left the 
Detroit warehouses nearly all came right back into the Metro warehouse 
system. The net impact for Metro was that, each day in which the 
front of the queue was occupied by a metal owner executing a merry-go- 
round deal, its warehouses lost virtually no metal. At the same time, the 
merry-go-round deals made money for Metro, not only by preventing the 
loss of metal, but also by helping to lengthen the Detroit queue, 
extending the period during which other metal owners had to pay rent to 
Metro. 

Increases in the Detroit queue length were highly correlated with 
increases in the Midwest Premium, which ultimately affected the entire 
aluminum market. Goldman, through its employees on the Metro Board 
of Directors, reviewed and approved each of the merry-go-round deals 
that lengthened the queue, and throughout the years in which the merry- 
go-round transactions took place, Goldman actively traded aluminum. 


Subcommittee interview of Christopher Wibbehnati (10/6/2014). 

See, e.g., Glencore Ltd. invoice to Metro (6/21/2013), GSPSICOMMODS00046873; Red 
Kite Master Fund Ltd. invoice to Metro (i 1/13^012), GSPSICOMMODS00046876. 

Subcommittee interview of Jacques Gabillon (10/14/2014); “A Shuffle of Aluminum, but to 
Banks, Pure Gold,” New York Times . David Kocieniewski, 

http://www.nytimes.eom/2013/07/2l/business/a-shuffle-of-aluminum-but-to-banks-pure- 
gold.html?pagewanted=ail&_r=l &. 

' The vast majority of the metal that came back into a Metro warehouse was ultimately placed 
back on warrant, while, as of earlier this year, a fraction of it had not been placed on warrant. 



579 


231 

(i) Deutsche Bank Merry-Go-Round Deal 

Goldman acquired Metro in February 2010, and Metro conducted 
its first merry-go-round deal in September 2010, with DB Energy 
Trading, a subsidiary of Deutsche Bank."*® It involved 100,000 metric 
tons of aluminum, most of which was loaded out of one Metro 
warehouse and immediately loaded into another. The transaction was 
not suggested by Deutsche Bank, but by Metro personnel, and reviewed 
and approved by Metro senior executives and the Metro Board of 
Directors’ Commercial Decisions Subcommittee, composed exclusively 
of Goldman employees."*' 

According to Deutsche Bank, the 100,000 metric tons of aluminum 
at issue was held by Deutsche Bank for its own account as part of a so- 
called “cash and carry” trade. Consistent with its general practice, 
Deutsche Bank entered into negotiations with Metro’s agent seeking 
discounted rent."*^ According to Deutsche Bank, Metro declined to 
provide the discounted rent directly, but suggested instead that Deutsche 
Bank move the metal to a cheaper off-warrant storage site at other Metro 
warehouses. According to Deutsche Bank, Metro proposed that 
Deutsche Bank cancel the warrants for the aluminum stored in the LME- 
approved warehouses, wait in the queue to load out the metal, transport 
the aluminum to other Metro warehouses, and after a period of less 
expensive or free rent, re-warrant the metal."** 

While both Deutsche Bank and Metro have acknowledged to the 
Subcommittee that the proposed transaction did, in fact, occur, no formal 
written contract was signed by both parties. Instead, the terms of the 
agreement were spelled out in a contract that was signed by Deutsche 
Bank employees,"** but which Metro CEO Christopher Wibbelman told 


9/15/2010 Warrant Finance Agreement between DB Energy Trading LLC and Metro, 
GSPSICOMMODS00047438. 

Subcommittee interview of Christopher Wibbelman (10/6/2014). 

Subcommittee briefing by Deutsche Bank legal counsel (10/22/2014). A “cash and carry” 
trade occurs when a trader buys physical metal, often through LME warrants, and enters into a 
forward contract to sell the metal at a specified price on a specified date in the future. The trader 
seeks to set a price in the forward contract that will exceed the cost of storing, insuring, and 
financing the purchase of the metal during the period until the sale is executed. The prolonged 
“contango” in the aluminum market during 201 1 and 2012, in which future aluminum prices 
were higher than current prices, made these types of trades profitable. Banks and their holding 
companies, with access to low-cost financing, increasingly entered into cash and carry 
trades. For more information on these trades, see, e.g., “Aluminum Premiums Seen by Rusal 
Exceeding 500 on Demand,” Bloomberg, Agnieszka Troszkiewicz (6/3/2014), 
http://www.bloomberg.eom/news/2014-06-03/aluminum-premiums-seen-by-rusal-exceeding- 
500-on-demand.html; 11/7/2014 email form Deutsche Bank legal counsel to Subcommittee, PSI- 
DB-0 1-000001 - 003, at 002. 

1163 11/7/2014 email from Deutsche Bank legal counsel to Subcommittee, PSI-DB-01 -000001 - 
003, at 002. 

Subcommittee briefing with Deutsche Bank legal counsel (10/22/2014). 

’ See 9/1 5/20 1 0 Warrant Finance Agreement between DB Energy Trading LLC and Metro, 
GSPSICOMMODS00047438. 
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the Subcommittee was never signed by Metro. The Subcommittee 
understands that an agreement was nevertheless reached generally in line 
with the terms of the contract signed by Deutsche Bank. 

The agreement involved Deutsche Bank cancelling warrants 
associated with 100,000 metric tons of aluminum stored in Metro’s 
Detroit warehouses, requesting “the maximum number of [load-out] 
Slots” in the queue, loading the metal out of the warehouses, and 
transporting the metal to other Metro warehouses in Detroit.”** By 
requesting the “maximum number of Slots,” Deutsche Bank essentially 
ensured that the aluminum in the deal would fill Metro’s load-out 
requirement from the day the first lot of Deutsche Bank metal reached 
the front of the queue until all of its aluminum was loaded out, which 
would take more than 65 business days at the minimum load-out rate of, 
then, 1,500 metric tons per day. The agreement also involved Metro 
capping Deutsche Bank’s rent while its aluminum was in the queue 
waiting to be loaded out.”*® 

According to the unsigned contract, Deutsche Bank was 
responsible for paying $42.95 per metric ton in costs to move the metal 
from one Metro warehouse to another. However, the contract also 
contained a provision in which Metro committed to pay the bank the 
same amount, $42.95, for every metric ton of metal that was 
subsequently re-warranted and stored at a Metro warehouse. The effect 
was to offset Deutsche Bank’s costs so long as its aluminum was re- 
warranted and stored in another Metro warehouse, essentially enabling 
Deutsche Bank to move its metal to the new location for free.”™ In 
addition, according to Deutsche Bank, Metro then provided the bank 
with discounts equal to “roughly 1 5 cents/ton/day for the period from 
September 15, 2010 to February 16, 201 1,” a substantial savings.’”' 

Finally, the agreement imposed a substantial penalty on Deutsche 
Bank if it elected to do anything other than re-load the aluminum into a 
new Metro Detroit warehouse and re-warrant it. The agreement 
provided that, if Deutsche Bank sold the metal to a third party at any 
point during the five months covered by the deal, it would have to pay 
Metro a fee of $65 per metric ton, or about $6.5 million for 100,000 
metric tons of aluminum.”™ 


' Subcommittee interview of Christopher Wibbelman (10/6/2014). 

1168 9/15/2010 Warrant Finance Agreement between DB Energy Trading LLC and Metro, 
GSPSICOMMODS00047438. 

1169 

As stated by Deutsche Bank’s legal counsel, “the net cost to Deutsche Bank of moving this 
metal was zero.” 1 1/7/2014 email from Deutsche Bank legal coumsel to Subcommittee, PSI-DB- 
01-000001 -003, at 002. 

Id. 

9/15/2010 Warrant Finance Agreement between DB Energy Trading LLC and Metro, 
GSPSICOMMODS00047438. 
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The agreement essentially provided Deutsche Bank with the rent 
discount it had sought, but instead of applying the discount in a 
straightforward manner to the aluminum already stored in a Metro 
warehouse - a discount permissible under LME rules -- Metro required 
Deutsche Bank to cancel its warrants, join the queue, leave the 
warehouse, and move its metal to a new Metro warehouse. The question 
is why Metro imposed that merry-go-round process as the condition for 
Deutsche Bank’s rent discount. 

There appears to have been no logistical reason to move the metal 
outside of the LME- approved storage space. None of the Metro Board 
of Directors presentations from that period discuss a shortage of LME- 
approved storage space. To the contrary, they show LME inventory 
levels in Detroit dropping immediately following the deal.”^^ Further, 
Metro CEO Christopher Wibbelman told the Subcommittee that he was 
not aware of emy shortage of LME-storage capacity in Metro’s Detroit 
facilities at that time.'*^ 

The most immediate consequence of the transaction was Deutsche 
Bank’s cancellation of warrants on 100,000 metric tons of aluminum, 
which immediately contributed to the queue at the Detroit warehouses. 
On September 15, 2010, there was a short queue in Detroit of about 20 
days.’ "^ One week later, on September 22, 2010, a few days after 
Deutsche Bank cancelled the warrants, Metro had a queue of nearly 120 
days, a significant portion of which was attributable to the bank’s 
warrant cancellation.”’^ The presence of that nearly 120-day queue 
meant that any metal owner that cancelled warrants after September 22, 
2010, would not only have to wait behind Deutsche Bank for their metal 
to be loaded out of the warehouse, but would also have to pay rent to 
Metro while waiting. 

Of the original 100,000 metric tons of aluminum subject to the 
deal, approximately 70,000 metric tons left one Metro warehouse for 
another Metro warehouse in Detroit, and were then re- warranted.”” 

The remaining 30,000 metric tons were placed back on warrant before 
they were actually loaded out.”’* Thus, in the end, all 100,000 metric 
tons were back on warrant at Metro at the end of the deal. The re- 
warranting of that metal ensured that if Deutsche Bank wanted to exit 


See, e.g., i 1/15/2010 “MITSI Holdings LLC Board of Directors Meeting,” prepared by 
Metro and Goldman, GSPSICOMMODS00009559 - 614, at 566. 

Subcommittee interview of Christopher Wibbelman (10/6/2014). 

' See undated “HARBOR’S estimated aluminum load-out waiting time in LME Detroit 
Warehouses vs HARBOR’s MW Transactional Premium,” prepared by Harbor Aluminum, PSl- 
HarborAluminum-03-000004. 

1176 jd. 

11/7/2014 email from Deutsche Bank legal counsel to Subcommittee, PSI~DB-0 1-000001 - 
003 
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the Metro warehouse system in the future, it would have to rejoin the 
queue once more before it could take possession of its aluminum. 

Expressing Concerns. Metro’s merry-go-round transaction with 
Deutsche Bank raised concerns with at least one senior Metro executive. 
In early December 2010, Mark Askew, Metro’s Vice President of 
Marketing, sent an email to Metro CEO Christopher Wibbelman 
expressing concerns about the Deutsche Bank deal."’^ Mr. Askew 
relayed that a customer had “asked about rumours they’d heard on 100 k 
cancellation in September] that we were blocking others.’’"*® The only 
100,000 metric ton cancellation in September at Metro was the one 
involving Deutsche Bank. The rumor, as relayed by Mr. Askew, 
focused explicitly on whether Metro was “blocking others.” 

Mr. Askew’s email also expressed his own concern about the 

transaction: “I remain concerned, as I have expressed from [the] start, 

regarding ‘Q management’ etc (esp in light of conversation Michael said 

he had with Paco on the same a few weeks back).”"*' Mr. Wibbelman 

explained to the Subcommittee that Mr. Askew had “never liked the 
^ 118 ^ 
idea” of offering financial incentives to existing Metro customers. 

Mr. Wibbelman denied that the Deutsche Bank deal was designed to 

help put a queue in place to block other clients from quickly leaving the 

Detroit warehouses."*^ 

As explained earlier, the longer Metro Detroit warehouse queue 
had two immediate consequences. It forced other metal owners to wait 
in line before they could exit and pay rent to Metro while waiting. In 
addition, the longer queue was highly correlated with higher Midwest 
Premiums which, according to some experts and industrial users, 
increased the all-in price for aluminum. Higher aluminum prices 
increased the value of aluminum stockpiles and could also be used to 
benefit trading activities in the aluminum market. 

(ii) Four Red Kite Merry-Go-Round Deals 

Metro conducted four merry-go-round deals with Red Kite, a 
London-based hedge fund that is active in the physical commodities 
markets. In each of the years 201 1, 2012, and 2013, Red Kite, through 
either Red Kite Master Fund Ltd. or Red Kite Management Ltd., was 


''’^12/4/2010 email from Mark Askew, Mefro, to Christopher Wibbelman, Metro (12/4/2010), 
GSPS1COMMODS00047422 - 430. 

"“Id. 

Id. The Subcommittee was told that “Paco” referred to a eompetitor, Pacorini Metals, which 
operated a metals warehouse in Vlissingen, Netherlands, which was also developing an 
unprecedented queue. Subcommittee interview of Christopher Wibbelman ( 1 0/24/20 1 4). 

' Id. Mr. Wibbelman further told the Subcommittee that he believed that part of Mr. Askew’s 
dislike of the deals was that Mr. Askew was not a part of them and was not compensated for 
them as a salesperson. Id. 

"“Id. 
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one of Metro’s top ten customers.”*'* The four merry-go-round deals all 
took place in 2012, and involved a total of nearly 440,000 metric tons of 
aluminum."*^ Approximately 410,000 metric tons were loaded out of 
Metro warehouses and right back into other Metro warehouses.”*^ 
Because a small amount of metal never left Metro, a total of nearly 95% 
of the nearly 440,000 metric tons of aluminum either never left Metro or 
was loaded out of Metro only to be loaded back in to Metro warehouses. 
Each of the four Red Kite deals, like the Deutsche Bank deal, was 
reviewed and approved by Metro senior executives and the Goldman 
employees on the Metro Board’s Commercial Decisions 
Subcommittee.”*’ 

First Three Red Kite Deals. The first three deals with Red Kite 
took place from January through March of 2012. In those transactions, 
Metro offered financial incentives for Red Kite to cancel warrants on a 
combined total of 250,000 metric tons of aluminum, wait in line, load 
out the metal from Metro warehouses, load it back into other Metro 
warehouses, and re-warrant the metal.”** The incentives offered by 
Metro included: ( 1 ) paying a “day one” cash incentive to the metal 
owner when the metal warrants were cancelled,”*^ (2) offering a period 
of free rent, and (3) paying another cash incentive for re- warranting.”’® 
As in the Deutsche Bank deal, each transaction required Red Kite to pay 
a substantial cash penalty to Metro if Red Kite did anything other than 
re-load the metal into a Metro warehouse and re-warrant it.”” The 
terms for all three deals, each of which involved millions of dollars, 
were set out, not in formal signed contracts, but in emails and 
invoices.”” 

Expressing Additional Concerns. Around the same time that 
Metro entered into the first of the series of Red Kite deals, in February 
2012, the Metro Vice President of Marketing, Mark Askew, sent an 
email to Michael Whelan, Metro’s Vice President of Business 
Development, copying Metro CEO Christopher Wibbelman and Metro 


See 10/20/2014 letter from Goldman legal counsel to Subcommittee, 
GSPSICOMMODS00047431 -432. 

See 12/19/2012 “MITSI Holdings LLC Board of Directors Meeting,” prepared by Metro and 
Goldman, GSPSICOMMODS00009332 - 354, at 348 (indicating a combined total of 410,000 
metric tons, which later increased by another 30,000 metric tons, when the final deal rose from 
160,000 to nearly 190,000 warrants). 

"''Id. 

Subcommittee interview of Jacques Gabillon (10/14/2014). 

"" See 3/21/2012 “MITSI Holdings LLC Board ofDirectors Meeting,” prepared by Metro and 
Goldman, GSPSICOMMODS00009423 - 449, at 437. 

This incentive may have been intended to off-set fees associated with the subsequent loading 
out of metal. 

3/21/2012 “MITSI Holdings LLC Board ofDirectors Meeting,” prepared by Metro and 
Goldman, GSPSICOMMODS0000942 - 449, at 437. 

"^'Id. 

Subcommittee interview of Christopher Wibbelman (10/6/2014). 
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Chief Operating Officer Leo Prichard, again expressing concerns about 
engaging in “queue management.”’ 

Neither Mr. Wibbelman nor Mr. Prichard responded. Mr. 
Whelan responded to Mr. Askew’s email by defending the transaction: 

“[W]e are not participating in queue management. We have done 
an off warrant storage deal with a customer who was going to 
remove the metal and place [it] in an off warrant warehouse. We 
were able to provide an off-warrant storage option and make a 
commercial deal that doesn’t in any way violate the rules of the 
LME.”"’^ 

While Mr. Whelan’s email described the Red Kite deal as “off 
warrant storage,” all of the 250,000 metric tons of metal involved in the 
first three deals were subsequently re-warranted."’*’ So were the 
approximately 160,000 tons of aluminum moved to new Metro 
warehouses in the fourth and final deal. In addition, while Mr. Whelan 
stated that the merry-go-round transactions did not violate LME rules, 
Metro told the Subcommittee it had never actually consulted with the 
LME to obtain its view of the deals."’^ 

Although Mr. Askew’s concerns about how the queue was being 
managed were directly communicated in writing to senior Metro 
employees on two occasions, Jacques Gabillon, Chairman of the Metro 
Board of Directors, told the Subcommittee that he was not aware of 
them."’* While the deals themselves were discussed at Metro’s Board 
meetings, Mr. Askew’s concerns appear to have not been."” Minutes 
from a March 2012 Metro Board meeting where the “off- warrant deals” 
were discussed, for example, do not mention Mr. Askew’s concerns or 
indicate any discussion of whether the deal was appropriate or consistent 
with LME rules.’^°° 


2/25/2012 email from Mark Askew, Metro, to Michael Whelan, Leo Prichard and 
Christopher Wibbelman, Metro, GSPSICOMMODS00047422 - 430, at 423. 

Subcommittee interview of Christopher Wibbelman (10/6/2014). 

2/25/2012 email from Michael Whelan, Metro, to Mark Askew, Leo Prichard and 
Christopher Wibbelman, Metro, GSPS1COMMODS00047422, at 423. 

See 12/19/2012 “MITSl Holdings LLC Board of Directors Meeting,” prepared by Metro and 
Goldman, GSPSICOMMODS00009332, at 348. 

Subcommittee interviews of Christopher Wibbelman (10/24/2014) and Jacques Gabillon 
(10/14/2014). As discussed below, without commenting specifically about Metro, the LME told 
the Subcommittee that “the LME would view such behavior as a contravention of the “spirit” of 
the relevant requirements, it may be difficult to argue that it constituted a contravention of the 
“letter” of those requirements.” 

Subcommittee interview of Jacques Gabillon (10/14/2014). 

Subcommittee interviews of Christopher Wibbelman (iO/6/2014) and Jacques Gabillon 
(10/14/2014). 

1200 3/21/2012 “MITSl Holdings LLC Board of Directors Meeting,” prepared by Metro and 
Goldman, GSPSICOMMODS00009423 - 449. 
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Mr. Askew’s earlier email raised the issue of whether the merry- 
go-round deals were being used for “blocking others” - preventing metal 
owners from gaining possession of their stored metal within a reasonable 
period of time. The deals also created a false impression that metal was 
leaving the Metro system when, in fact, the metal was simply being 
moved around. Another concern is that the merry-go-round deals 
contributed to a longer warehouse queue which, in turn, was highly 
correlated with higher Midwest Premium prices, leading to charges by 
industrial users that the queues were distorting the aluminum market and 
increasing aluminum costs for consumers. There is no record, however, 
of any of those problems being discussed at Metro Board meetings at the 
time. 


Fourth Red Kite Deal. After Mr. Askew’s email, Metro entered 
into a fourth merry-go-round deal with Red Kite. That fourth and final 
deal between Red Kite and Metro was the largest. On November 5, 

2012, Metro’s warehouse manager emailed representatives of Red Kite 
about a large amount of aluminum that Red Kite was then storing at 
Metro warehouses in Detroit.'^®' The metal was being held in the name 
of Barclays Bank as part of a financing agreement between the bank and 
Red Kite.’^°^ When the Metro manager emailed Red Kite, the aluminum 
was still under LME warrant in the Detroit warehouses. 

The Metro email contained terms for another merry-go-round deal 
under which Red Kite was to “immediately” cancel warrants for 150,000 
metric tons of metal, place the metal “asap” in the Detroit queue and, 
upon reaching the front of the queue, load the metal out of one Metro 
warehouse and into another Metro warehouse in the Detroit area.'^°^ In 
exchange, Metro agreed to pay Red Kite cash incentives totaling $ 1 96 
per metric ton of metal that completed the loop and was re-warranted.’^”* 


The cash incentives had two components. Like the previous Red 
Kite deals, Metro promised to pay a “day one” incentive, in this case 
equal to $36 per metric ton, when Red Kite cancelled the warrants.'^”’ 


See 1 1/5/2012 email from Gabriella Vagnini, Metro, to Barry Feldman, Red Kite, 
GSPSICOMMODS00046684. 

See 9/26/2014 email from Barclays Capital Inc. to Subcommittee, “Barclay.s [BARC- 
AMER.FID670446],”PSI-Barclays-02-000001. 

See 1 1/5/2012 email from Gabriella Vagnini, Metro, to Barry Feldman, Red Kite, 
GSPSICOMMODS00046684. 

Id. The total amount of aluminum in the transaction later increased to nearly 190,000 tons. 
4/15/2012 Simmons & Simmons letter to LME, Appendix A, GSPSICOMMODS00046850. 

1 1/5/2012 email from Gabriella Vagnini, Metro, to Barry Feldman, Red Kite, 
GSPSICOMMODS00046684. 

See 4/15/2012 Simmons & Simmons letter to LME, Appendix A, 
GSPSICOMMODS00046850, at 854, 

See 3/21/2012 “MITSI Holdings LLC Board of Directors Meeting,” prepared by Metro and 
Goldman, GSPSICOMMODS00009423, at 437. See also Red Kite Master Fund Limited invoice 
to Metro (1 1/13/2012), GSPSICOMMODS00046876 (reflecting an amount of “USD 36.00 
PMT”). 
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The deal provided a second cash incentive of $160 per metric ton when 
the metal was re-warranted.’^*** Together, Red Kite would receive $36 
per metric ton upon cancellation and another $160 per metric ton upon 
re-warranting at other Metro warehouses, for a combined cash incentive 
of $196 per metric ton.'^**® In addition, Metro committed to discount the 
rent it would charge Red Kite at the new warehouse locations and, as in 
other deals, pay the cost of shipping the metal from one warehouse to 
the other. 

While Red Kite retained the right to either sell the metal when it 
reached the front of the queue or move it to a warehouse company other 
than Metro, as before, the Metro agreement imposed a penalty if Red 
Kite did so. Specifically, if Red Kite did not direct the metal back to 
Metro warehouses. Red Kite would have to pay Metro a penalty of about 
$66 per metric ton.'^’** 

The transaction proposed by Metro involved tens of millions of 
dollars, but was never formalized in a signed contract; the November 5 
Metro email and a handful of invoices'^' ' appear to be the only 
documentation of the details of the agreement. Red Kite started 
cancelling its warrants just two days later, on November 7, 2012. Over 
the next six weeks, the hedge fund continued to cancel warrants as the 
amount of aluminum included in the deal reached nearly 1 90,000 metric 
tons.'^'^ Prior to the deal, the queue in Detroit was just over 300 days 
long.'^*'* By the end of December, just after the last of Red Kite’s 
cancellations, the queue was just under 500 days, with a significant 
portion of that increase attributable to Red Kite’s warrant 
cancellations.’^'^ 

In the end, of the nearly 190,000 metric tons covered by the fourth 
Red Kite merry-go-round deal, about 1 82,000 metric tons were loaded 


See, e.g., 1/28/2014 Red Kite Master Fund Ltd. invoice to Metro, 
GSPSICOMMODS00046879 (reflecting an amount of “USD 160.00 PMT”); 4/15/2012 
Simmons & Simmons letter to LME, Appendix A, GSPSICOMMODS00046850, at 854. 

The “day one” incentive may have been intended to offset certain fees and costs associated 
with loading out the metal. 

The $66 per ton fee represented the cost of the $36 prepaid incentive plus an additional $30 
per ton. 4/15/2012 Simmons & Simmons letter to LME, Appendix A, 
GSPSICOMMODS00046850, at 854. 

Subcommittee interview of Christopher Wibbelman (10/6/2014). See also, e.g., 1 1/13/2012 
Red Kite Master Fund Ltd. invoice to Metro, GSPSICOMMODS00046876 (reflecting an amount 
of “USD 36.00 PMT’); 12/20/2012 Red Kite Master Fund Ltd. invoice to Metro, 
GSPSICOMMODS00046877; 1/28/2014 Red Kite Master Fund Ltd. invoice to Metro, 
GSPSICOMMODS00046878; 1/28/2014 Red Kite Master Fund Ltd. invoice to Metro, 
GSPSICOMMODS00046879 (reflecting an amount of “USD 160.00 PMT”). 

Subcommittee interview of Christopher Wibbelman (10/6/2014) 

4/15/2012 Simmons & Simmons letter to LME, at 4, GSPSICOMMODS00046850. 

See undated “HARBOR’S estimated aluminum load-out waiting time in LME Detroit 
Warehouses vs HARBOR’S MW Transactional Premium,” prepared by Harbor Aluminum, PSI- 
HarborAluminum-03-000004. 
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out of Metro warehouses.'^'* Of that, about 160,000 metric tons simply 
went out of some Metro warehouses and back into other Metro 
warehouses.'^’’ Thus, nearly 90% of the metal shipped as pursuant to 
the deal went from Metro right back to Metro. Metro records show that, 
pursuant to this deal, Metro arranged for more than 4,300 truck 
shipments, moving the metal from some Metro warehouses to other 
Metro warehouses in the Detroit area, at a eost of more than $ 1 
million.”** That came on top of the $26 million that Red Kite billed 
Metro for incentive payments under the deal.”'” 

(iii) Glencore Merry-Go-Round Deal 

In February 2013, Metro entered into the sixth and final merry-go- 
round deal disclosed by Goldman. The deal was struck with Glencore, a 
Swiss company active in physical commodity markets. The transaction 
involved Glencore’s loading out about 91,400 metric tons of aluminum 
from Metro warehouses in Detroit, only to load the same amount into 
other Metro warehouses nearby, and warranting the metal. Metro’s 
records reflect that all of the approximately 90,000 metric tons simply 
shuffled between different Metro warehouses.”^" 

The Glencore deal differed from Metro’s other merry-go-round 
agreements in that it did not require Glencore to first cancel its warrants. 
That was because the company had already cancelled the warrants, and 
the metal was already in the queue to exit Metro’s warehouses. Prior 
to execution of the deal, as with the other merry-go-round deals, the 
Glencore deal was reviewed and approved by senior Metro executives 
and by the Metro Board’s Commercial Decisions Subcommittee, 
composed exclusively of Goldman employees. In addition, it was 


4/15/2012 Simmons & Simmons letter to LME, Appendix A, GSPSICOMMODS00046850. 
The remaining 21,600 metric tons - totaling about 10% of the original deal amount - were 
shipped outside of the Metro warehouse system, because Red Kite had sold the metal to a third 
party. 

The 21,600 tons were purchased from Red Kite and shipped to another warehouse. See 
4/15/2012 Simmons & Simmons letter to London Metal Exchange, Appendix A, 
GSPSICOMMODS00046850. 

4/15/2012 Simmons & Simmons letter to LME, shipment spreadsheet, 
GSPSICOMMODS00046902. 

Id. at Invoice Summary, GSPSICOMMODS00046872. 

However, according to Glencore, at least 70,000 metric tons was metal that had just 
previously been on-warrant at Metro. 1 1/7/2014 email from Glencore to Subcommittee, PSI- 
Glencore-Ol-OOOOOl, at 003. According to Goldman and Glencore, the deal involved a warrant 
incentive for 50,000 metric tons, as well as two swaps, one for 20,000 metric tons and another 
for 21,000. In addition, according to Glencore there was another deal that involved a separate 
warrant incentive for 25,000 to 75,000 additional metric tons. 1 1/7/2014 email from Glencore to 
Subcommittee, PSI-Glencore-Ol-OOOOOl - 003, at 003. 

4/15/2012 Simmons & Simmons letter to LME, Appendix A, GSPSICOMMODS00046850; 
11/7/2014 email from Glencore to Subcommittee, PSI-Glencorc-Ol-OOOOOl - 003, at 002. 
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presented to the full Metro Board which, again, consisted solely of 
Goldman employees.’™ 

According to Goldman, the Glencore deal consisted of the the 
following components. The first component, which covered about 

50.000 metric tons of aluminum, was similar to past deals, in that Metro 
agreed to pay a cash incentive, this time $198 per ton, for any metal that 
the company subsequently re-warranted at a Metro warehouse. 

The second component Involved two physical aluminum swaps. In 
the first swap, Metro arranged for Glencore to receive 21,000 metric 
tons of aluminum free on truck (FOT) in Baltimore from another metal 
owner, plus $15 per metric ton from Metro, in return for Glencore’s 
delivering to that third party warrants for 21,000 metric tons in 
Detroit.'^ '' Mr. Wibbelman explained that Metro was able to help 
arrange the swap, because the owner of the aluminum in Baltimore had 
previously committed to shipping more than that amount, which he 
estimated at approximately 80,000 metric tons, to Metro. Mr. 
Wibbelman explained that Metro simply asked the metal owner to 
replace the obligation to deliver 21,000 metric tons to Metro with an 
obligation to deliver 21,000 metric tons to Glencore. The second swap 
involved Metro’s arranging for Glencore to receive 20,000 metric tons 
of aluminum FOT in Mobile from yet another metal owner, plus $20 per 
metric ton from Metro, in return for Glencore’s again delivering to that 
third party warrants for 20,000 metric tons in Detroit. 

By engaging in this transaction, Glencore was able to obtain 

41.000 metric tons of aluminum from other warehouses, plus cash. 
Glencore told the Subcommittee that this transaction also allowed 
Glencore to save on the costs on shipping metal from Detroit. 

According to Glencore, Metro was able to keep approximately 91,000 
metric tons in its Detroit warehouses on warrant, as well as save the 
costs of shipping 21,000 metric tons of metal to Detroit from 
Baltimore.’^ * When the aluminum covered by the merry-go-round deal 
reached the head of the queue, each day on which that metal was loaded 


See 4/15/2012 Simmons & Simmons letter to LME, at 6, GSPSICOMMODS00046839; 
12/19/2012 “MITSI Holdings LLC Board of Directors Meeting,” prepared by Metro and 
Goldman, GSPSICOMMODS00009332 - 354, at 348. 

See 6/21/2013 Glencore Ltd. invoice to Metro, GSPSICOMMODS00046873 (reflecting 
50,046.872 metric tons at $198 per metric ton); Subcommittee briefing by Glencore 
(10/31/2014). 

See 9/24/2013 Glencore Ltd. invoice to Metro, GSPSICOMMODS00046875 (reflecting 
21,407.022 metric tons at $15 per metric ton); Subcommittee briefing by Glencore (10/31/2014). 
Subcommittee interview of Christopher Wibbelman (10/24/2014). 

See 6/21/2013 Glencore Ltd. invoice to Metro, GSPSICOMMODS00046874 (reflecting 
19,949.939 metric tons at $20.15 per metric ton); Subcommittee briefing by Glencore 
(10/31/2014). 

Subcommittee briefing by Glencore (10/31/2014). 

.228 
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out, Metro experienced no net loss of metal, while other metal owners 
were effectively blocked from leaving the Metro system. 

As a result of the deal, all 91,000 metric tons covered by the deal 
were subsequently warranted. To execute the transaction, Metro 
arranged for more than 2,200 individual truck shipments between Metro 
warehouses in the Detroit area and paid nearly $500,000 for those 
shipments. In addition, a Metro invoice summary indicated that, as 
of March 2014, the warehouse had been billed about $11 million by 
Glencore for the incentive payments under the agreement. 

At about the time of this deal, Michael Whelan, who had taken the 
lead on this deal as well as the other merry-go-round transactions, was 
promoted. After more than a dozen years at Metro, Mark Askew 
resigned.'^^"' 

Transporting Merry-Go-Round Metal. When asked whether the 
merty-go-round deals complied with LME rules, Jacques Gabillon, 
Chairman of the Metro Board of Directors, as well as head of Goldman’s 
Global Commodities Principal Investing group, told the 
Subcommittee that they did.'^^^ He stated that, if metal associated with 
cancelled warrants was loaded back into the same warehouse from 
which it came, that would have violated an LME requirement that 
precludes warehouses from counting metal that is off warrant but “still 
on the Warehouse’s premises” toward their load-out obligations.'^^* But 
the LME rules did not preclude a warehouse from loading out metal and 
then moving into a nearby warehouse belonging to the same company, 
according to Mr. Gabillon.'^^’ He told the Subcommittee that, to ensure 
no LME violation occurred, Metro had set up a system to exclude the 
originating warehouse from the list of possible destinations for metal 


While the deal did not involve new cancellations, and so did not, by itself, lengthen the 
queue, by remaining in line, it blocked the exits and ensured that metal that would otherwise 
have been loaded out of Metro’s system stayed within Metro. 

4/15/2012 Simmons & Simmons letter to LME, Appendix A, GSPSICOMMODS00046850. 
According to Glencore, approximately 71,000 metric tons of the metal that was ultimately placed 
on warrant at Metro was previously on warrant at Metro, while the remaining 20,000 tons were 
not previously on warrant at Metro. 1 1/7/2014 email from Glencore to Subcommittee, PSI- 
G!encore-01-00000I - 003, at 003. Nevertheless, the net effect was that Metro kept 91,000 
metric tons on warrant at Metro. 

Id. at shipment spreadsheet, GSPSICOMMODS00047097. 

Id. at Invoice Summary, GSPSICOMMODS00046872. 

Subcommittee interview of Christopher Wibbelman (10/6/2014). 

See “Marketing vice president Askew quits metals warehouse” Reuters (4/12/2013), 
Metrohttp://www. reuters.com/article/2013/04/l2/metals-warehousing-askew- 
idUSL5N0CZlHA20130412. 

Subcommittee interview with Jacques Gabillon (10/14/2014). 

Id. See also “Terms and conditions applicable to all LME listed warehouse companies,” 
LME website, at ^6.3.2, 

https;//www.lme.com/~/media/Files/Warehousing/Warehouse%20consultation/Proposed%20revi 

sed%20Warehouse%20Agreement.pdf, 

Subcommittee interview with Jacques Gabillon (10/14/2014). 
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being loaded out of that warehouse.'^^* While Mr. Gabillon said that the 
Metro merry-go-round deals complied with the LME load-out rules, the 
LME itself has not, to date, made a public determination on that issue, as 
discussed below. 

The Metro system for transporting metal that was part of a merry- 
go-round deal produced some unusual metal movements. For example, 
on October 2, 2013, several trucks were loaded with aluminum at a 
Metro warehouse on Lafayette Street in Mount Clemens, Michigan, 
destined for another Metro warehouse about twelve miles away. That 
same day, several trucks were loaded with aluminum at a third Metro 
warehouse in New Baltimore, Michigan, and shipped to the Lafayette 
Street warehouse. The next day, the Lafayette Street warehouse again 
shipped out several truckloads of aluminum only to be on the receiving 
end of metal shipments the day after that.'^^’ In short, over the space of 
two days, the Lafayette Street warehouse saw truckloads of virtually 
identical aluminum shipments depart, arrive, depart, and arrive again. 

On another occasion, in November 2013, Metro loaded aluminum 
out of one warehouse and moved it into another warehouse about 200 
feet away across a parking lot.'^‘'° Goldman told the Subcommittee that 
warehouse personnel didn’t know whether the metal was moved across 
the parking lot on the property to the second warehouse, or instead was 
driven around the block on public streets.'^'" In any event, multiple 
trucks trundled tons of aluminum from one warehouse location to the 
other just a few feet away.'^'*^ 

On another three-day period, in December 2013, pursuant to a 
merry-go-round deal, trucks carrying tons of aluminum transported that 
aluminum to and from the exact same warehouses in a circular pattern at 
odds with rational warehouse activity. The trucks loaded the aluminum 
from the first warehouse, unloaded it at the second, picked up different 
lots of aluminum from the second warehouse, and drove it to the first 
where it was unloaded. Those trucks bearing similar loads of aluminum 
did not transport the metal for free, but imposed substantial costs on 
Metro to carry out the transactions. 

Thousands of similar shipments occurred during the course of 
Metro’s merry-go-round deals. In fact, according to Goldman, between 
February 2010 and January 2014, more than 625,000 tons of aluminum 
were loaded out of a Metro warehouse in Detroit only to be loaded right 
back into another Metro facility in Detroit, all part of the Metro metal 


123* 

See 4/15/2012 Simmons & Simmons letter to LME, chart, GSPSICOMMODS00046906 - 
615. 

See Spreadsheet prepared by Goldman, GSPSICOMMODS00046902, at 974 - 975. 
Subcommittee interview of Christopher Wibbelman (10/24/2014). 

See Spreadsheet prepared by Goldman, GSPSICOMMODS00046902, at 974 - 975. 
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merry-go-round.*^''^ In the end, while the truck movements created a 
false impression that metal was actually leaving the Metro warehouses, 
in fact, almost all of the metal was simply being moved around the 
warehouse system in Detroit. 

Reacting to the Metro Merry-Go-Round. Metro’s practice of 
loading metal out of one Metro warehouse only to load it back into 
another Metro warehouse came to the public’s attention through a July 
20, 2013, front-page New York Times article that disclosed the practice 
and raised fresh concerns about the integrity of the aluminum market. 
The article quoted a former Metro forklift operator who described a 
“merry-go-round of metal,” and indicated that the practice had become a 
running joke among some warehouse workers. 

On July 23, 2013, the Senate Banking Subcommittee on Financial 
Institutions and Consumer Protection held a hearing on bank 
involvement with physical commodities, and focused attention more 
broadly on the Metro Detroit warehouse queue, raising concerns that it 
was distorting the aluminum market and inflating aluminum prices.'^"'® 
One witness from MillerCoors testified that companies like Metro had 
created bottlenecks that slowed the removal of aluminum from their 
warehouses, and forced metal owners to pay additional rent. He further 
testified that those actions had cost MillerCoors “tens of millions of 
dollars in excess premiums over the last several years,” and imposed an 
estimated “additional $3 billion expense on companies that purchase 
aluminum.”'^''^ In an attempt to quiet the uproar, Goldman issued a 
statement offering, as one media report put it, “to speed up delivery of 
aluminum to users of the metal and proposed changes to industry rules 
amid claims that its warehouse unit created shortages and drove up 


10/22/2014 letter from Goldman legal counsel to Subcommittee, PSl-GoldmanSachs-22- 
000001 - 004, at 002, 

1244 Shuffle of Aluminum, but to Banks, Pure Gold,” New York Times . David Kocieniewski, 
http://www.nytimes.eom/2013/07/21/business/a-shuffle-of-aluminum-but-to-banks-pure- 
gold .htmi?pagewanted==all&_r= 1 & . 

Id. Concerns about Metro’s lengthening queue and its effect on aluminum markets had 
begun years earlier. See, e.g., “Wall Street Gets Eyed in Metal Squeeze,” Wall Street Journal . 
Tatyana Shumsky and Andrea Hotter (6/17/201 1), 

http;//onane.wsj.com/articles/SBI0001424052702304186404576389680225394642. 

See “Examining Financial Holding Companies: Should Banks Control Power Plants, 
Warehouses, and Oil Refineries?” hearing before the U.S. Senate Banking Subcommittee on 
Financial Institutions and Consumer Protection, S. Hrg, 113-67 (7/23/2013), opening statement 
of Subcommittee Chairman Sherrod Brown, http://www.gpo.gov/fdsys/pkg/CHRG- 
n3shrg82568/html/CHRG-I13shrg82568-htm. 

Id., prepared testimony of Tim Weiner, Global Risk Manager, Commodities/Metals, 
MillerCoors LLC, at 4. 

1248 “Qoldman Sachs Offers Aluminum to Clients Stuck in Queue,” Bloomberg, Michael J. 
Moore and Agnieszka Troszkiewicz (7/31/2013), http://www.bioomberg.eom/news/2013-07- 
31/goldman-sachs-offers-aluminum-to-clients-stuck-in-queue.htm]. 
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Despite that offer, in August 2013, more than a dozen class action 
lawsuits were filed against Goldman, Metro, the LME, and others, by 
aluminum purchasers claiming; 

“[DJefendants together arranged to stockpile aluminum in 
warehouses in the Midwestern portion of the United States and 
delayed load-outs of such aluminum, causing storage costs to 
increase. This led to an increase in the Midwest Premium, a price 
component that incorporates a number of inputs including storage 
costs. Plaintiffs allege that their purchases of aluminum are priced 
with reference to the Midwest Premium, and that they therefore 
paid inflated prices.”'^'*’ 

Triggering LME Investigation. Another development from the 
New York Times article was that, shortly after its publication, an LME 
examiner visited Metro and made a number of inquiries into Metro’s 
practices. Several months later, on December 4, 2013, the LME notified 
Metro that the exchange had opened a formal investigation “into the 
circumstances surrounding the movement of primary aluminum between 
listed warehouses” operated by Metro in Detroit. A few days later, 
LME sent Metro a request for documents and information about Metro’s 
cancellation practices, the inducements it offered to metal owners who 
participated in the merry-go-round transactions, and whether Metro 
considered those metal shipments consistent with its load-out obligations 
under LME rules.'^^' The LME also asked why Metro had not consulted 

• • • 1252 

the exchange about the practice before engaging in it. 

On January 27, 2014, Metro responded to the LME’s letter.'^” 

The response drew upon information provided by a number of Metro 
and Goldman employees, including Jacques Gabillon, head of 
Goldman’s GCPI group and Chairman of Metro’s Board of Directors. 
Metro’s response detailed the last Red Kite deal and the Glencore deal 
described above. As to the unusual movements of metal that resulted 
from the deals, Metro asserted that once the aluminum was loaded onto a 
truck, the owner of the metal was entitled to send it anywhere the owner 
wanted - including back to Metro. Metro wrote: 

“[Metro] considers metal that is loaded free on truck (EOT) at the 
owner’s instruction, in accordance with the order of priority 
required by the LME ... to count towards the operator’s load-out 


See In Re Aluminum Warehousing Antitrust Litigation . 2014 U.S. Dist. LEXIS 121435 
(USDC SDNY)(8/29/2014)(court decision describing allegations; it dismissed the class action 
suits for lack of standing). 

12/4/2013 letter from LME to Metro, GSPSICOMMODS00046656 [sealed exhibit], 
12/6/2013 letter from LME to Metro, GSPSICOMMODS00046658 [sealed exhibit], 

'“Ud. 

1253 j/ 27/2014 letter from Simmons & Simmons to LME, GSPSICOMMODS00046661. 

Id. at Appendix A, GSPS1COMMODS00046666. The four previous merry-go-round deals 
were not within the time scope of the LME’s document request. 
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obligations. At that point, the warehouse operator has released 
possession of the metal and thus has loaded-out the metal from its 
warehouse. The LME has long reeognized the right of the metal 
owner to decide what to do with free metal, and, as the operator of 
LME-approved warehouses, Metro is bound to respect the owner’s 
instruction. 

Metro stated that, “consistent with LME requirements, Metro 
deducts metal from its inventory once a bill of lading has been signed by 
both Metro and the truck operator.”’^^* Metro also wrote that LME’s 
external auditors had reviewed Metro’s operations pursuant to inventory 
audits in 2012, and “no material issues” were noted in the Audit 
Summary or any follow up.'^^^ 

On March 10, 2014, LME sent another letter to Metro, asking for 
details about Metro’s vetting and approval process for the deals, and 
asking for new information, including whether Metro employees had 
“brokered” the merry-go-round deals identified in Metro’s January 
letter, and whether Metro had considered asking LME “as to the 
appropriateness” of the deals. LME also asked whether “Metro 
consider[ed] that the incentives it offered contributed to the perpetuation 
of metal queues in Detroit.” 

On April 15, 2014, Metro replied to the LME’s letter.'^®® Metro 
said that it was “unable to pinpoint which party first initiated the 
Transactions.” As to whether the warehouse company had 
considered asking the LME its view of the deals, Metro stated that the 
company “regards its process for reviewing all transactions to be a 
matter of sound corporate practice and governance and therefore did not 
make enquiries to the LME regarding the [Red Kite and Glencore] 
Transactions.” Metro also denied that the merry-go-round deals had 
contributed to the perpetuation of the queue stating that “Metro has no 
influence over warrant cancellations.” Metro made that statement 
even after paying millions of dollars in incentives for warrant 
cancellations. 

Metro also attempted to justify the incentives offered to Red Kite 
and Glencore, by explaining that it was “competing with other storage 


1255 j/ 27/2014 letter from Simmons & Simmons to LME, QSPS1COMMODS00046661, 662. 
Id. 

Id. 

3/10/2013 letter from LME to Metro, GSPSICOMMODS00046827 - 833, at 828 [sealed 
exhibit]. 

Id. at 831. 

1260 4/J5/2012 letter from Simmons & Simmons to LME, GSPSICOMMODS00046834 - 849. 
Id. at 837. 

Id. at 838. 

Id. at 844. 
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options available” to those companies.'^®^ Metro also continued to 
assert that the deals were consistent with LME rules: 

“Metro does not consider the incentives it offered to be 
‘exceptional inducements’ that ‘artificially or otherwise 
constrained’ the ‘proper functioning of the market through the 
liquidity and elasticity of stocks of metal under warrant.’ (Clause 
9.3.1 of the Warehouse Agreement.)” 

The Subcommittee is not aware of any correspondence between LME 
and Metro since Metro’s April reply. The LME would not comment on 
the existence or status of the investigation.’^®® 

The Subcommittee then asked the LME whether it would 
“consider it a violation of its load out rule for an owner of multiple 
warehouses to “load out” metal from one warehouse only to load it back 
in to another warehouse owned by the same company in the same 
geographic region.” The LME told the Subcommittee that “while the 
LME would view such behavior as inconsistent with the “spirit” of the 
relevant requirements, it may not violate the “letter” of those 
requirements because the relevant terms may be susceptible to more than 
one interpretation.”'^®’ The LME has recently initiated a consultation on 
changes to its warehousing requirements to stop the practice.'^®* 

(e) Benefiting from Proprietary Cancellations 

In addition to the merry-go-round deals, four large proprietary 
cancellations by JPMorgan and Goldman also measurably lengthened 
the Detroit queue. The JPMorgan cancellations involved about 200,000 
metric tons of aluminum and took place in January and December 2012. 
The Goldman cancellations involved more than 300,000 metric tons of 
aluminum and took place in May and December 2012. 

JPMorgan Cancellations. In January 2012, JPMorgan cancelled 
warrants for nearly 1 00,000 metric tons of aluminum held at Metro in 
Detroit. JPMorgan told the Subcommittee that the aluminum belonged 
to JPMorgan Chase Bank, which was not acting as an agent for any 


'“Id., at 843. 

Id. at 842. 

The LME has consistently declined the Subcommittee’s invitations to discuss the matter, 
citing the LME’s role as a regulator. In particular, the LME stated that “as an instrumentality of 
the government of the United Kingdom and a market regulator, the LME maintains strict 
confidentiality of ongoing investigations into approved warehouses and therefore we are unable 
to provide further information. . . . The LME’s confidentiality obligations stem from multiple 
sources.” 11/10/2014 letter from LME to Subcommittee, LME_PS10002459, at 461. 

1267 id_ 

1268 1 1/7/2014 “Consultation and Proposed Amendments to the Policies and Procedures Relating 
to the LME’s Physical Delivery Network,” prepared by LME, 

https://www.lme.com/''/media/liIes/notices/2014/2014_i 1/I4%203 1 8%20a310%20w!48%20ph 
ysicai%20network%20reform%20consultation%20notice.pdf. 
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client but was acting on its own behalf, and that the purpose of the 
cancellation was, in part, to replenish its readily available stocks of 
aluminum. At the beginning of January 2012, the Detroit queue was 
approximately 115 days. By January 20, after JPMorgan had cancelled 
its warrants for 100,000 metric tons, the queue had increased to 216 
days.’^’” A significant portion of that increase was attributable to 
JPMorgan’ s cancellation. According to JPMorgan, after waiting about 
nine months to get through the queue, the majority of the aluminum was 
shipped out of the Metro warehouse and into a Henry Bath LME- 
approved warehouse in Baltimore. 

Nearly a year later, in December 2012, JPMorgan cancelled 
warrants for another approximately 95,000 metric tons of aluminum. 

The bank told the Subcommittee that it was the direct owner of the 
aluminum, it was not acting on behalf of a client, and the purpose of the 
cancellation was to use the aluminum in various future transactions. 

In mid-December 2012, prior to the cancellation, the queue in Detroit 
was less than 350 days. By the end of that month the wait for aluminum 
approached 500 days, with the increase appearing to be largely 
attributable to warrant cancellations by JPMorgan, Red Kite, and 
Goldman. JPMorgan waited in the queue for more than one year. In 
early 2014, the metal was shipped out of the Metro warehouses.'^’'* 
According to JPMorgan, some of the aluminum was ultimately sold to 
clients and the remainder was shipped to other warehouses.'”^ 

Goldman Cancellations. In 2012, the same year as the JPMorgan 
cancellations, Goldman engaged in two large acquisitions of aluminum 
warrants followed by cancellations of many of those warrants. The 
cancellations involved more than 300,000 tons of aluminum worth 
hundreds of millions of dollars. 

Goldman told the Subcommittee that, in 2012, it began to focus on 
building trading relationships with aluminum consumers and set out to 
increase its physical holdings of aluminum to do business with those 


Subcommittee briefing by .JPMorgan (9/5/2014). 

See undated “Harbor’s Estimated Aluminum Load-Out Waiting Time in LME Detroit 
Warehouses, prepared by Harbor Aluminum, PSI-HarborAlum-Ol-OOOOOl . 

Subcommittee briefing by JPMorgan (9/5/2014). At the time, JPMorgan owned the Henry 
Bath warehouses. In March 2014, JPMorgan reached an agreement to sell its physical 
commodities business to Mercuria Energy Group, including the Henry Bath warehousing 
business. See Subcommittee briefing by JPMorgan (9/5/2014); 3/19/2014 JPMorgan press 
release, “J.P. Morgan announces sale of its physical commodities business to Mercuria Energy 
Group Limited,” 

https://www.jpmorgan.com/cm/cs?pagename=JPM_redesign/JPM_Content_C/Generic_Detail_P 

age_Template&cid-l394963095027&c=JPM_Content_C. 

Subcommittee briefing by JPMorgan (9/5/2014), 

See undated “Harbor’s Estimated Aluminum Load-Out Waiting Time in LME Detroit 
Warehouses, prepared by Harbor Aluminum, PSl-HarborAlum-Ol-OOOOOl. 

Subcommittee briefing by JPMorgan (9/5/2014). 
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clients. Goldman told the Subcommittee that it had determined that 
purchasing aluminum warrants on the LME was the most cost-effective 
way to build its physical inventory and set out to buy readily available 
aluminum, meaning aluminum that was not in a warehouse with a queue, 
such as Metro. 

According to Goldman records, in March 2012, it held about 
277,000 metric tons of aluminum. Goldman told the Subcommittee 
that it entered into a large number of LME futures contracts with 
warrants for delivery of aluminum in April 2012.'^^^ At the same time, 
the company sold futures contracts to deliver LME aluminum warrants 
in May and June.'^®° At the time, the vast majority of warrants used to 
settle LME aluminum trades were associated with aluminum held in 
either Detroit or Vlissingen. Since those warrants were associated with 
aluminum held in warehouses with long queues, they were the least 
valuable and the most likely to be used to settle futures trades.'^*' 
According to Goldman, its goal was to buy so many LME warrants for 
April delivery that at least some of those warrants would be for 
aluminum held in warehouses without queues. 

Goldman executed the trades in April 2012, which increased its 
physical aluminum holdings that month to nearly 780,000 tons of 
aluminum with a market value of more than $1.6 billion. According 
to Goldman, however, the effort to secure warrants in warehouses 
without queues was unsuccessful, and the company used many of the 
warrants it had bought to meet its May and June trading 

• 1284 

commitments. 

On May 15, 2012, in the midst of that series of trades, Goldman 
cancelled warrants associated with almost 50,000 metric tons of physical 
aluminum in Metro’s Detroit warehouses. In mid- July 2012, Goldman 

Subcommittee briefing by Goldman (7/16/2014). 

Id. Finding warrants for aluminum at warehouses without queues was difficult since the two 
warehouses with the vast majority of LME warranted aluminum were the Metro warehouses in 
Detroit and the Pacorini warehouses in Vlissingen, both of which had long queues for removal of 
metal. A later public report issued by the LME in November 2013, noted the problem, observing 
that, of the aluminum warrants used to settle trades on September 18, 2013, for example, 99% 
were associated with aluminum in a warehouse with a queue. See 11/2013 “Summary Public 
Report of the LME Warehousing Consultation,” prepared by LME, 

https://www.lme.eom/~/media/Files/Warehousing/Warehouse%20consuitalion/Public%20Report 

%20of%20the%20LME%20Warehousing%20Consuitation.pdf 

2/20/2013 letter from Goldman legal counsel to Subcommittee, at chart, 
GSPSICOMMODS00000002-R. 

Subcommittee briefing by Goldman (7/16/2014). 

1280 

Id.; Subcommittee interview of Gregory Agran (10/10/2014). 

Id.; See 8/8/2014 letter from Goldman to Subcommittee, “Follow-Up Requests,” PSI- 
Goldman- 11 -000001 - 011, at 007; Subcommittee briefing by Goldman (7/16/2014). 

1283 2/20/2013 letter from Goldman legal counsel to Subcommittee, at chart, 
GSPSICOMMODS00000002-R. 

8/8/2014 letter from Goldman legal counsel to Subcommittee, “Follow-Up Requests,” PSI- 
Goldman-l 1-000001 -01 1, at 007; Subcommittee interview of Gregory Agran (10/10/2014). 



597 


249 

cancelled warrants for another 45,000 metric tons in Detroit, for a 
combined total of 95,000 metric tons.'^*^ Prior to Goldman’s first set of 
cancellations, in mid-May 2102, the queue in Detroit was about 285 
days.’^*'’ By mid-July 2012, after the last of Goldman’s cancellations, it 
had increased by nearly a third to around 370 days.'^*’ 

A few months later, in December 2012, driven by what Goldman 
called a “longer-term strategy to developing our consumer franchise 
business,” the company again set out to significantly increase its 
holdings of physical aluminum.'^** According to Goldman, discussions 
with aluminum consuming clients had identified “interest in having 
Goldman Sachs serve as a source of supply for metal in the future and as 

• 1289 

a counterparty on forward-starting hedge transactions.” 

Goldman told the Subcommittee that, despite its failure to obtain 
any significant number of warrants outside of Detroit and Vlissingen 
during the prior spring, it decided to try the same strategy again - buying 
such a large volume of LME warrants that at least some would likely 
come from warehouses without queues.'^^® Goldman ultimately 
purchased LME futures contracts for December delivery with warrants 
for more than 1 million tons aluminum, a huge amount. At the same 
time, the company sold a large number of futures contracts for January 
2013 .'^^* 

In the midst of that series of trades, Goldman’s physical aluminum 
holdings grew to more than 1.5 million metric tons of aluminum worth 
more than $3.2 billion, nearly five times the amount held just weeks 
earlier. As with the first attempt, however, Goldman obtained few 
warrants for aluminum in a warehouse without a queue. According to 
Goldman, it then used about half of the LME warrants to settle its short 
January contracts. Even after that, at the end of January 2013, Goldman 
held nearly 825,000 metric tons of aluminum worth more than $1.76 
billion.'"''^ 

Goldman said that the LME warrants that were not used to settle 
the January contracts were then cancelled, which significantly increased 
the queue in Metro’s Detroit warehouses as well as the queue in the 
Pacorini warehouses located in Vlissingen, Netherlands where much of 

12*3 4/30/2014 letter from Goldman legal counsel to Subcommittee, “April 2, 2014 Email,” PSl- 
GoldmanSachs-09-000001 - 013, Exhibit C, at 01 1. 

See undated “Harbor’s Estimated Aluminum Load-Out Waiting Time in LME Detroit 
Warehouses, prepared by Harbor Aluminum, PSI-HarborAlum-O I -000001. 

1287 

8/8/2014 letter from Goldman legal counsel to Subcommittee, “Follow-Up Requests,” PSI- 
Goldman-1 1-000001 - 01 1, at 007. 

1289 

1290 

“• 

4/30/2014 letter from Goldman legal counsel to Subcommittee, “April 2, 2014 Email,” PSI- 
GoldmanSachs-09-000001 - 013, Exhibit D, at 013. 
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the warranted aluminum was located.'^^^ Over just three days in mid- 
December 2012, Goldman cancelled warrants for more than 227,000 
metric tons of aluminum in Detroit. 

Why Goldman thought that the second aluminum trade would 
succeed when the first failed is unclear, but what is clear is that, for a 
second time, Goldman’s cancellations lengthened the Metro Detroit 
queue. In mid-December 2012, prior to Goldman’s cancelling the 
warrants, the queue in Detroit was Just under 350 days.'^^^ By the end 
of December 2012, the wait to get aluminum out of the Metro warehouse 
system was approaching 500 days, with the increase largely attributable 
to warrant cancellations by JPMorgan, Red Kite, and Goldman. 

As explained earlier, longer queues in Detroit were highly 
correlated with higher Midwest Premiums. According to Goldman, 
longer queues and higher Midwest Premiums would directly impact 
LME prices. At the same time Goldman was cancelling its warrants, 
it was actively trading financial products tied to the price of aluminum, 
including the LME price. 

(f) Benefiting from Fees Tied to Higher Midwest 
Premium Prices 

Under Goldman’s ownership, Metro entered into a series of 
transactions that enabled it to benefit financially from the rising Midwest 
Premium, which was highly correlated to its own lengthening queue in 
Detroit, 

As explained above, the Midwest Premium is a key price 
component in U.S. aluminum contracts that, along with the LME price, 
produces the all-in price for physical aluminum. The premium is 
intended to reflect, among other factors, storage costs for aluminum. 


8/8/2014 letter from Goldman legal counsel to Subcommittee, “Follow-Up Requests,” PSI- 
Goldman-1 1-000001 -011, at 007. 

4/30/2014 letter from Goldman legal counsel to Subcommittee, “April 2, 2014 Email,” PSl- 
GoIdmanSachs-09-000001 - 013, Exhibit C, at OU. 

See undated “Harbor’s Estimated Aluminum Load-Out Waiting Time in LME Detroit 
Warehouses,” prepared by Harbor Aluminum, PSI-HarborAlum-01 -000001 . 

For another explanation of the correlation between the queue and the Midwest Premium 
price, see In Re Aluminum Warehousing Antitrust Litigation, 2014 U.S. Dist. LEXIS 121435 
(USDC SDNY)(8/29/2014)(court decision summarizing the position taken by aluminum buyers: 
“LME stored aluminum in the Detroit area determines the level of the Midwest Premium. As 
trader rather than user dynamics took root in the LME w'arehouses, the level of the Premium 
became driven by trading dynamics rather than actual supply and demand of aluminum users. . . . 
A direct result of this was to increase storage duration, thus storage costs, thereby increasing the 
Midwest Premium.”). 

Goldman has strenuously argued, however, that queues simply impact the LME price in 
relation to the physical price. Put another way, in Goldman’s opinion, as the queue gets longer, 
the Midwest Premium gets higher and the LME price falls, yet the “all in price” remains the 
same. See “The economic role of a warehouse exchange,” Goldman Sachs (10/31/2013), 
GSPSICOMMODS0004751 1 - 545, at 513. 
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While the Midwest Premium used to be an inconsequential part of the 
all-in price, about 4%; over the last five years, it has increased 
substantially, and, since January 2014, has been more than 20% of the 
all-in price. As shown in a graph earlier, between 2010 and 2014, the 
increases in the Midwest Premium have had an extremely high 
correlation of 0.89 with increases in the length of the Metro Detroit 
queue. In other words, when the queue lengthened, the Midwest 
premium almost always increased. 

In response to Subcommittee questions, Goldman disclosed that, 
from 2010 through 2014, in at least 13 arrangements, Metro received 
payments from some warehouse clients of amounts that were directly or 
indirectly tied to the Midwest Premium price. Agreements that 
potentially link Metro revenues to the Midwest Premium raise conflict 
of interest concerns, since a Metro financial interest in the premium 
price would create an incentive for the company to develop and maintain 
longer queues. 

Each month since Goldman acquired Metro, Goldman’s Global 
Commodities Principal Investing (GCPI) group produced a one-page 
management brief for Isabelle Ealet, who was Global Head of GS 
Commodities until she was promoted to co-head of the Securities 
Division in 2012.’^®' The Metro management briefs included such 
information as Metro’s gross year-over-year profit, inventory 
projections, and business highlights. The June 2011 management 
brief stated that “Metro showed another month of record financial 
performance,” and highlighted “Extraordinary income from 
counterparties sharing physical premium with Metro after delivering 
metal previously under financing deals into the physical market.”’^®^ 

Ms. Ealet told the Subcommittee that she did not recall that briefing 
document and could not explain how Metro’s counterparties were 
“sharing physical premium with Metro.”'^”'* 

Goldman told the Subcommittee that the “premium sharing” 
payments referenced in the brief and other payments like it were “a 
means of compensating Metro for, among other things, rent discounts 
Metro provided based on the understanding that the customer would 


See chart entitled, “Detroit Queue and Platts MW Aluminum Premium,” above. 

10/2/2014 letter from Goldman legal counsel to Subcommittee, PSI-GoldmanSachs-21" 
000001 - 010, at 002 and Appendix A, GSPSICOMMODS00046531; and 10/3/2014 letter from 
Goldman legal counsel to Subcommittee, PSI-GoldmanSachs-27-000001 and attachment, 
GSPSICOMMODS00046630. 

Subcommittee interview of Jacques Gabillon (10/14/2014). 

See, e.g., 6/201 1 “Metro International Trade Services Management Brief,” prepared by 
Metro and Goldman, GSPSICOMMODS00009668. 

Id. 

Subcommittee interview with Isabelle Ealet (10/14/2014). 
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hold metal for a period that is longer than the period for which the 
customer ultimately held the metal in Metro’s warehouses.”'^”^ 

Goldman identified 29 agreements between 2010 and 2014 in 
which a customer paid Metro a “break fee” for selling physical 
aluminum that was held at a Metro warehouse under a discount rent 
agreement. Thirteen of those 29 agreements were associated with the 
sale of metal stored in Metro warehouses in the United States. The 
Midwest Premium was the applicable premium in those sales. It appears 
that Metro earned more than $7.3 million in break fees from those 13 

. 1308 

agreements. 

Metro CEO Christopher Wibbelman told the Subcommittee that 
Metro got a better deal out of the break fees than it would have if Metro 
had simply continued with the discount rent agreements. The 
amounts were also sufficiently large that they were brought to the 
attention of the head of Goldman’s Commodities division and described 
as “Extraordinary income” in “another month of record financial 
performance.”'^'° The premium sharing arrangements gave Metro 
another financial reward for longer queues,'^” since longer queues were 
highly correlated with higher Midwest Premium prices - higher prices 
that produced additional income for Metro through the premium sharing 
agreements. 


(g) Sharing Non-Public Information 

A second set of issues involves the extent to which Metro shared 
commercially valuable, non-public information with Goldman 
employees who were involved in commodities and trading in the 
aluminum markets. 

Background on Information Sharing. In the regular course of 
business, LME-approved warehouses acquire information on warehouse 
metal stocks, current and future metal shipments, LME warrant 
cancellations, and warehouse queue lengths that is not available 
generally to market participants. The LME has recognized that traders 

10/2/2014 letter from Goldman legal counsel to Subcommittee, PSI-GoldraanSachs-2l- 
000001, at 002. 

Id. The “break fee” refers to a fee paid by the client for breaking the agreement with Metro 
to keep its metal in a Metro warehouse for a specified period of time. Subcommittee interview 
of Christopher Wibbelman (10/6/2014). 

Id. iO/2/2014 letter from Goldman legal counsel to the Subcommittee, PSI-GoldmanSachs- 
21-000001, at 002, and attachment,GSPSiCOMMODS00046531; 10/3/2014 letter from 
Goldman legal counsel to the Subcommittee, PSI-GoIdmanSachs-27-000001, and attachment, 
GSPS1COMMODS00046630. 

1308 

Subcommittee interview with Christopher Wibbelman (10/6/2014). 

6/201 1 “Metro International Trade Services Management Brief” prepared by Metro and 
Goldman, GSPSICOMMODS00009668. 

Of course, the principal reward was the ability to charge additional rent to those who may 
want to exit Metro’s Detroit warehouses, but were blocked by the queue. 
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privy to such warehouse information before it becomes available to the 
broader market could use that non-public information to benefit their 
trading strategies, gaining an unfair advantage over the rest of the 
market and their own counterparties. To prevent inappropriate sharing 
or the misuse of market sensitive information, the LME has required 
warehouse companies who are affiliated with trading companies to set 
up information barriers between the two. 

The LME requirements relating to erecting so-called “Chinese 
walls” between the warehouse and trading operations state that “it is 
essential that personnel engaged in trading activities in relation to the 
LME market do not come into possession of any Confidential 
Information” from the warehouse, including warehouse stock figures, 
proposed or actual metal shipments to or from an LME warehouse, and 
information relating to the issuance and canceliation of LME 
warrants. The requirements state that such confidential information 
may be provided only to certain “Designated Individuals” and that the 
number of such individuals at affiliated trading companies should be 
“kept to a minimum.”'^'^ Under LME requirements, information shared 
with a trading company “will be confined to common directors and 
others who have management responsibility for both entities.”’^’'* 

Prior to its purchase of Metro, Goldman identified the “perception 
of misuse of confidential [Metro] information” as a key investment 
risk.'^'^ To address that risk, Goldman issued a policy to ensure 
compliance with LME information sharing requirements, warning: 

“It is strictly prohibited for Metro to disclose any information 
about pending metal deposits or withdrawals or to give any 
specific information relating to storage terms, client deals or 
financing transactions to individuals within [Commodities Sales 
and Trading or any other Goldman personnel not approved to 
receive information]. It is also prohibited for Metro staff to share 
any information which is reported to or published by the LME 
ahead of publication to the market.”'^'® 

Despite that Goldman policy, and a corresponding one at Metro, 
the Subcommittee found that confidential Metro information was 


1 1/17/201 1 “Information Barriers Between Warehouse Companies and Trading Companies,’ 
prepared by LME, at 1 -3 (hereinafter, “LME Information Barrier Rules,”), 
https://www.lme.eom/~/media/FiIes/Notiees/201 1/201 l_l !/il_334_A326_Wi73_Information_ 
Barriers_Between_Warehouse_Companies_and_Trading_Companies.pdf. 

Id. at 4. 

Id. 

See 8/6/2013 “Federal Reserve Bank of New York Reputational Risk Questions MITSI 
Holdings LLC,” prepared by Goldman, FRB-PSI-700124 - 150, at 130. 

3/26/2014 “Information Barrier Policy: Metro and Other GS Business and Personnel,” 
prepared by Goldman, GSPSICOMMODS00004059 - 076, at 066. 
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made available to dozens of Goldman employees, including 
personnel active in trading commodities. 

Metro Executives. Metro’s CEO, COO, and Chairman of 
the Board all told the Subcommittee that they viewed Metro’s and 
Goldman’s information barrier policies as prohibiting them from 
sharing specific Metro-related information with Goldman 
aluminum traders or others involved in trading aluminum.'^’’ 

Beginning in April 2012, the LME began mandating that 
warehouse companies affiliated with a trading company engage a third 
party to ensure that their policies and procedures complied with the 
exchange’s information barrier requirements.'^'* Metro hired 
PricewaterhouseCoopers (PwC) to conduct its 2012 and 2013 reviews. 

According to Goldman, the PwC reviews took place over several 
weeks in which the auditor independently tested and verified each of the 
controls put in place by Metro to protect against inappropriate sharing of 
confidential warehouse information. Both PwC reviews concluded that 
Metro’s assertions that its information barriers were in compliance with 
LME requirements were “fairly stated, in all material aspects.”'^'^ 

PwC’s assessments, however, were limited to reviewing Metro’s 
information barriers, since the LME requirement applies only to 
warehouse companies and not to their affiliated trading companies. 

PwC did not undertake a similar review of Goldman. 

Goldman Access to Metro Information. For its part, Goldman 
told the Subcommittee that internal audits of Goldman’s information 
barriers have not identified problems. While a significant number of 
Goldman employees are authorized under Metro’s and Goldman’s 
policies to receive confidential information from Metro, Goldman 
advised the Subcommittee that “Compliance has found no unauthorized 
instances where Metro confidential information was transmitted to 
Goldman Sachs sales and trading personnel.”'^^" 

Goldman’s information barriers policy identifies three categories 
of “Designated Individuals” who are permitted access to certain 
confidential Metro information. One group consists of certain 


Subcommittee interviews of Christopher Wibbelman (10/6/2014), Leo Prichard (10/6/2014 ), 
and Jacques Gabillon (10/14/2014). 

1 1/1 7/201 1 ‘information Barriers Between Warehouse Companies and Trading Companies,” 
prepared by LME, at 6*7, 

htlps://www.lme.com/"“/media/Fiies/Notices/201 1/201 1_1 1/i l_334_A326_Wi73_Information 
Barriers_Between_Warehouse_Companies_and_Trading_Companies.pdf. 

8/8/2014 letter from Goldman legal counsel to Subcommittee, “Follow-Up Requests,” PSI- 
Goldman-l 1-000001-011, at 005. 

See 8/6/2013 “Federal Reserve Bank of New York Reputational Risk Questions MITSI 
Holdings LLC,” prepared by Goldman, FRB-PSI-700124-I50, at 133; 8/8/2014 letter from 
Goldman legal counsel to Subcommittee, “Follow-Up Requests,” PSI-Goldman-1 1-000001 - 

on, at 010. 
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employees in Goldman’s Global Commodities Principal Investing 
(GCPI) group. A second group is made up of Goldman employees who 
sit on Metro’s Board of Directors. A third group includes certain senior 

132i 

managers in Goldman’s Securities Division. 

Global Commodities Principal Investments. As mentioned 
above, GCPI is the group within Goldman’s Global Commodities group 
that makes equity investments in commodities-related businesses like 
power plants and coal mines, and it was GCPI personnel who conducted 
the analysis and strategy that led to Goldman’s purchase of Metro. 

Ten Goldman employees assigned to GCPI have been authorized 
to receive monthly data packages from Metro containing warehouse 
related confidential information. GCPI data packages include 
information on Metro stock levels, warrant cancellations, deal-specific 
freight incentives, rent discounts, and future metal flows, the latter of 
which is referred to as Metro’s “deal pipeline.” For example, for the 
month ending November 2012, the GCPI data packet showed more than 

550.000 tons of metal under contract for delivery to Metro’s Detroit 
warehouse. Of that amount, the data packet indicated that only about 

1 10.000 metric tons had been warranted and that 74,000 metric tons of 
metal already in the warehouse was awaiting warranting, the latter figure 
being particularly sensitive market information because it was not 
reflected in public stock reports. 

Goldman told the Subcommittee that its GCPI personnel requires 
detailed non-public information from Metro on a monthly basis to 
conduct business planning, estimate cash flows, and support Metro. 
Information on Metro’s “deal pipeline,” meaning metal that is under 
contract for delivery to Metro warehouses, is information not included in 
the LME’s public warehouse stock reports until the metal was delivered 
and warranted. It is important to prevent such information from being 
shared with traders as it could give a trading company an advantage by, 
for example, allowing it to better predict spreads between cash and 
futures aluminum prices. Such insight could not only inform a firm’s 
trading strategy but would allow it to assess risks associated with 
particular trades. 


3/26/2014 “Information Barrier Policy: Metro and Other GS Business and Personnel,” 
prepared by Goldman, GSPS1COMMODS00004059 - 076, at 060, 066. 

Subcommittee briefing by Goldman Sachs (7/16/2014). 

8/15/2014 letter from Goldman legal counsel to Subcommittee, “Follow-Up Requests,” PSI- 
GoidmanSachs-17-000001-009, at Exhibit A, GSPS1COMMODS00046225. 

12/1/2012 MITSI Holdings, LLC, GCPI data packet, prepared by Metro and Goldman, 
GSPSICOMMODS00040203, at 205; 2/19/2010 “Conflict Management Procedures Between 
Metro and Other GS Businesses and Personnel,” prepared by Metro and Goldman, FRB-PSl- 
602457 -471, at 458. 

Subcommittee briefing by Jorge Vazquez (9/30/2014). 
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Goldman Employees on Metro Board. A second group of 
persons designated to receive confidential Metro information are the 
Goldman employees who sit on the Metro Board. Following its 
purchase of Metro, Goldman installed a new Board of Directors 
consisting exclusively of Goldman employees, more than half of whom 
were from the Global Commodities group. Board Members included 
individuals associated with commodity trading, commodity operations, 
and GCPI. One Board Member ran Goldman’s Natural Gas and Power 
Trading group and was head of GCPI during his time on the Board. 
While the composition of the Board has varied since 2010, it has always 
been wholly comprised of Goldman employees, many from Goldman’s 
Global Commodities group.’^^^ Metro supplies each Board member 
with information packets which are produced and distributed on a 
quarterly basis. 

Goldman has said that the format of the Board packets “ensures 
that no market sensitive non public information is disclosed.” While 
less detailed than the data packets provided to GCPI employees, the 
Board packets have included substantial information about future 
expected metal flows and stock levels. For example, the packet 
produced for an October 2012 Board meeting described the “Current 
Deal Pipeline” for metal to be delivered to Metro warehouses, 
indicated “Metro has another 277 [thousand metric tons] booked,” and 
“Detroit continues to be the key inbound location for Metro.”'^^' 

In another example, information provided to the Board in June 
2013, showed more than 576,000 tons of metal, including 400,000 tons 
of aluminum, in Metro’s deal pipeline at the end of May 2013. The 
Board packet also stated that Detroit “continues to be the key inbound 
location for Metro with another 431 [thousand metric tons] of metal 
expected. 


See 12/5/201 1 MITSI Holdings LLC Board of Directors Meeting, prepared by Metro and 
Goldman, GSPSICOMMODS00009287 - 309, at 290; 3/2010 MITSI Board Meeting, prepared 
by Metro and Goldman , GSPSICOMMODS00009519 - 542, at 534 (Gregory Agran left 
Metro’s Board of Directors at the end of 201 1). 

8/15/2014 letter from Goldman legal counsel to Subcommittee, “Follow-Up Requests,” PSI- 
GoldmanSachs-17-000001 - 009, at Exhibit A, GSPSICOMMODS00046225. See also chart 
listing Metro Board members, above. 

8/8/2014 letter from Goldman legal counsel to Subcommittee, PSI-Goldman~l 1-000001 - 
on, at 009. 

3/26/2014 “Information Barrier Policy: Metro and Other GS Business and Personnel,” 
prepared by Goldman, GSPSICOMMODS00004059 - 076, at 063. 

3/2010 MITSI Board Meeting, prepared by Metro and Goldman, 

GSPSICOMMODS000095 19 - 542, at 535 (“Metro’s deal book pipeline consists of a series of 
committed deals based on verbal agreements with market counterparties”). 

5335 jq/ 4/2012 MITSI Holdings LLC Board ofDirectors Meeting, prepared by Metro and 
Goldman, GSPSICOMMODS00009398 - 422, at 409. 

5332 5/19/2013 MITSI Holdings LLC Board ofDirectors Meeting, prepared by Metro and 
Goldman, GSPSICOMMODS00009378 - 397, at 387, 
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Again, experts told the Subcommittee that information on existing 
and upcoming aluminum flows could be commercially valuable to a 
trading company by providing insight into market direction, helping 
with predictions of future spreads, and informing the strategic direction 
for its trading activities. 

Senior Goldman Managers. The third and final group of 
Goldman employees designated to receive confidential Metro 
information work for the Goldman Securities Division. The Securities 
Division at Goldman oversees the Global Commodities group, including 
Commodity Sales, Commodity Trading, and GCPI. Isabelle Ealet is the 
current co-head of the Securities Division and is responsible for the 
Division’s commodity-related business. Prior to being named to that 
position in January 2012, Ms. Ealet was global head of the Commodities 
group.'”'* 

Beginning in March 2010, Ms. Ealet began receiving monthly 
reports, called a “management brief,” that provided her with confidential 
Metro information, including information about future metal flows in 
Metro’s deal pipeline.”” For example, a September 2010 brief 
discussed an off-warrant deal reached for 1 00,000 metric tons of 
aluminum at Metro and included a graph projecting Metro stock 
balances. Similarly, a November 201 1 brief stated that Metro 
expected to put in excess of 1 00,000 metric tons on warrant the 
following month. Subsequent briefs discussed future metal flows, 
referring to “strong 2013 pipeline,” and metal outflows “offset by a 
strong pipeline and inflows.”'”* 

LME’s information barrier requirements state “it is essential that 
personnel engaged in trading activities in relation to the LME market do 
not come into possession of any Confidential Information”'”^ The 
LME has told the Subcommittee, however, that “personnel engaged in 
trading activities” as discussed in its requirements would not necessarily 
include executives, such as Ms. Ealet, even though they supervised 


Subcommittee briefing by Jorge Vazquez (9/30/2014), 

1.334 ^2 Securities Heads Are Latest to Leave Goldman,” New York Times . Susanne Craig 
(1/1 1/2012), http://dealbook.nytimes.eom/2012/01/ll/global-securities-co-heads-to-leavc- 
goldman/?_php=true&_type=bIogs&_r=0. 

Subcommittee interview of Isabelle Ealet (10/14/2014). 

1336 9/20 1 0 “Metro International Trade Services Management Brief,” prepared by Goldman, 
GSPSiCOMMODS00009675. 

1 1/201 1 “Metro International Trade Services Management Brief,” prepared by Goldman, 
GSPSICOMMODS00009670. 

4/2013 “Metro International Trade Services Management Brief,” prepared by Goldman, 
GSPSICOMMODS00009664; 9/2013 “Metro International Trade Services Management Brief,” 
prepared by Goldman, GSPSICOMMODS00009690. 

11/17/2011 “Information Barriers Between Warehouse Companies and Trading Companies,” 
prepared by LME, at 1-3, 

https://www.lme.eom/~/media/FiIes/Notices/201 1/201 l_i 1/1 1_334_A326_W1 73 Information^ 
Barriers_Between_Warehouse_Companies_and_Trading_Companies.pdf 
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trading activities.'^'”’ According to the exchange, whether or not the 
prohibition on access to confidential information applied would depend 
on the extent of the supervisor’s involvement in setting trading 
strategy.*’'*' Ms. Ealet told the Subcommittee that while she was not 
typically involved in the day-to-day management of trading, she may 
become involved in specific trades or issues from time to time. 

Other Goldman Employees. At the Subcommittee’s request, 
Goldman identified more than 30 additional Goldman employees, other 
than the groups already discussed, who, since 2010, have been provided 
access to confidential Metro information.'’'*’ They include individuals 
working in the bank’s Market Risk Management & Analysis, tax, 
litigation, accounting, audit, compliance, derivatives, and commodities 
departments.”'*'* 

The Subcommittee interviewed, among others, Gregory Agran, 
who formerly headed GCPl and is now the Global co-head of 
Commodities for Goldman; Jacques Gabillon, the current head of GCPI 
and Chairman of Metro’s Board of Directors; and Isabelle Ealet, former 
Global Head of Commodities and current co-head of Goldman’s 
Securities Division. Ms. Ealet and Mr. Agran told the Subcommittee 
that they could not recall any instance in the past five years in which any 
commercially sensitive warehouse information had been shared in 
violation of the Goldman information-sharing policy. Nor could either 
recall any occasion on which a concern was raised that the information 
barriers policy had been violated.”'” 

Mr. Gabillon recalled one information-sharing related incident that 
had been registered by Michael Whelan, a senior Metro executive, who 
brought that matter to Mr. Gabillon’s attention in 2013.”'** According to 
Mr. Gabillon, the incident involved a Goldman commodities trader who 
came to him and expressed unhappiness with a zinc-related transaction 
involving Metro in New Orleans. Mr. Gabillon said the interaction 
was unusual as it was the only occasion he could recall in which a trader 
approached him directly about a Metro-related issue. Mr. Gabillon said 
that he told the trader to take the complaint to his own reporting chain. 
Mr. Gabillon also said that he reported the incident to compliance.”'** 


Subcommittee briefing by LME (8/1/2014). 

Id. 

Subcommittee interview of Isabelle Ealet (10/14/2014). 

8/15/2014 letter from Goldman legal counsel to Subcommittee, “Follow-Up Requests,” PSl- 
GoldmanSachs-1 7-000001-009, at Exhibit A, GSPSTCOMMODS00046226. 

1344 

Subcommittee interviews of Isabelle Ealet (10/14/2014) and Gregory Agran (10/14/2014). 
Subcommittee interview of Jacques Gabillon (10/14/2014). 

1347 

1348 
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However, according to Christopher Wibbelman, another senior 
executive at Metro, Michael Whelan, the company’s Vice President of 
Business Development, had registered a concern about an interaction 
between a Goldman trader and Mr. Gabillon.'^'*’ The incident was 
apparently the same as that referred to by Mr. Gabillon and discussed 
above. A June 2013 email from Mr. Whelan to Mr. Wibbelman, 
apparently referring to the interaction, stated that Mr. Whelan was 
resigning from the company and identified concerns with Metro’s 
“Chinese Wall” policy. Mr. Whelan wrote; 

“I have some questions and concerns regarding the Chinese Wall 
Policy that is in place which regulates the interaction between 
Metro International, its customers, and J. Aron [Goldman’s 
primary commodities trading subsidiary]. This morning’s 
confrontation was extremely questionable.” 

Mr. Wibbelman told the Subcommittee he could not recall the details of 
the “confrontation” referred to in the 2013 email. 

Goldman told the Subcommittee that the bank’s compliance 
department subsequently determined that no breach of the LME 
information barriers policy had occurred with respect to the incident, but 
declined to provide any documentation. Metro’s CEO, Christopher 
Wibbelman, told the Subcommittee that he believed that Goldman came 
to that conclusion, in part, because the LME Chinese Wall policy covers 
only information that could flow from the warehouse company to 
Goldman.'^” Goldman told the Subcommittee that the compliance 
review involved its Legal Department, and asserted and declined to 
waive attorney-client privilege in refusing to provide documents related 
to that review. 

All told, nearly 50 Goldman employees, including Commodities 
executives and traders, have had access to confidential Metro 
information, including information that could be commercially valuable 
to a trading company. 


Subcommittee interview of Christopher Wibbelman (10/6/2014). 

6/14/2013 email from Michael Whelan to Christopher Wibbelman, “Resignation,” 
GSPSICOMMODS00047430. 

Subcommittee interviews of Christopher Wibbelman (10/6/2014). 

10/20/2014 letter from Goldman legal counsel to Subcommittee, “Follow-Up Requests,” 
PSI-GoldmanSachs-20-000001 - 041, at 002 - 003. 

Subcommittee interview of Christopher Wibbelman (10/6/2014). 

10/20/2014 letter from Goldman legal counsel to Subcommittee, “Follow-Up Requests,” 
PSI-GoldmanSachs-20-000001 - 041, at 002 - 003. 

8/15/2014 letter from Goldman legal counsel to Subcommittee, “Follow-up Requests,” PSI- 
Goldman Sachs-17-00000! - 005, at 002, and Exhibits A and B, PSI-GoldmanSachs-17-000007, 
009 (also listed as GSPSICOMMODS00046225 - 226). 
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(h) Current Status 

Current relations between Goldman and Metro appear to be 
strained. In addition, in mid-2014, Goldman announced it was 
“exploring” a possible sale of the warehouse business. 

Strained Relations. Prior to its acquisition by Goldman, Metro 
had built a robust warehousing business. Its senior executives, including 
Christopher Wibbelman, Mark Askew, and Michael Whelan, had each 
been with the company for more than a decade, and had been intimately 
involved in its economic well-being. 

After being acquired by Goldman, Metro’s executives were 
required to obtain approval for a large swath of Metro’s business 
activities, including each of the merry-go-round deals described 
above.’^^’ According to Metro CEO Christopher Wibbelman, Metro 
employees found it, at times, “demanding” to work for Goldman. He 
indicated, for example, that Goldman traders sometimes pressured Metro 
employees to provide free or discounted rent when storin| metal in the 
warehouses that Metro found not commercially viable. 

Mr. Wibbelman told the Subcommittee that he “never rolled over” 
to Goldman, and that Metro was repeatedly told by its Chairman of the 
Board, Jacques Gabillon, that Metro should always act in the best 
interests of Metro. 

Nevertheless, according to Mr. Wibbelman, at one point, there was 
what Mr. Wibbelman called a “falling out” between Metro and 
Goldman.'^^' The contours of that dispute remain unclear, with some 
evidence suggesting that it involved Goldman’s decision to not store 
zinc in Metro after receiving an incentive from Metro to store it 
there.'^®^ The dispute was ultimately raised to Metro’s Chairman of the 
Board, Jacques Gabillon, and Isabelle Ealet, for resolution. Mr. 
Wibbelman told the Subcommittee that the matter was resolved, but 
relations remained strained. He said that, unlike his former marketing 
staff, he had not spoken with Goldman’s traders about sales issues in 
perhaps eight or nine months.'^®^ 

Resignations and Departures. One of the complicating factors in 
determining what happened at Metro is the significant turnover in 
personnel. Since the end of 2012, key personnel have left both Metro 


1356 

1357 

1358 

1359 

1360 

1361 

1362 
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Subcommittee interview 
Id. 

Id. 

Id. 

Id. 

Id. 

Id. 

Id. 


of Christopher Wibbelman (10/6/2014). 
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and Goldman. In February 2013, Mark Askew, Metro’s Vice President 
for Marketing resigned after repeatedly raising concerns with Metro’s 
“queue management.”'^®"' Shortly thereafter, despite a recent promotion, 
Michael Whelan, another senior Metro executive, resigned, citing 
concerns with Metro’s “Chinese Wall Policy” in his resignation 
email. The senior aluminum trader at Goldman, who was hired after 
a referral by Mr. Wibbelman, also resigned.'"®® Lastly, a Goldman 
compliance executive who served on Metro’s Board of Directors also 
left at about that time to take a new job.'"®" 

In May 2014, a Goldman spokesman stated publicly that Goldman 
was “exploring a sale” of its warehousing business, but as of November 
2014, Goldman still owns it.'"®* 

(3) Issues Raised by Goldman’s Involvement with 
Aluminum 

Perhaps the most striking aspect of Goldman’s foray into physical 
aluminum and the metals warehouse business is the extent to which, 
within three years, its actions significantly impacted U.S. aluminum 
markets. Goldman’s ownership of Metro, Metro’s rise to dominance in 
the U.S. LME aluminum storage business, and the long queues to 
remove metal from Metro have generated LME rule changes, Senate 
hearings, a New York Times expose, class action litigation, and ongoing 
allegations by industrial aluminum users that Metro’s and Goldman’s 
actions have increased aluminum prices and disrupted the aluminum 
market as a whole. Concerns include conflicts of interest, access to 
commercially valuable non-public information, and unfair trading 
advantages. 


(a) Conflicts of Interest 

The facts discovered by the Subcommittee raise at least four 
different types of conflict of interest issues, involving the merry-go- 
round trades, proprietary metal cancellations, premium sharing, and 
Goldman’s authority over Metro operations. 

Merry-Go-Round Transactions. The merry-go-round trades 
created multiple conflicts of interest for Metro and its owner, Goldman. 


1364 52/4/2010 email from Mark Askew, Metro, to Christopher Wibbelman, Metro, 
GSPSICOMMODS00047422. 

6/14/2013 email from Michael Whelan to Christopher Wibbelman, “Resignation,” 
GSPSICOMMODS00047430. 

1366 “QQ5(5jj,an Sachs heads of metals to retire.” Financial Times . Jack Farchy (10/1 1/2012), 
http://www.ft.eom/intl/cms/s/0/497280ba-13d0-Ue2-8260-00144feabdc0.htmi#axzz3IilMkdjk. 
This compliance staffer joined a Geneva-based commodities trading firm. 

See, e.g., “Goldman Puts Metals Warehouse Business Up For Sale,” Wall Street Journal . 
Tatyana Shumsky and Christian Berthelsen (5/20/2014), 

http://online.wsj.eom/articles/SBi0001424052702303468704579574283591643044. 
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Those warehouse clients were asked to get into or stay in the warehouse 
queue to load out their metal. Cancellations of their warrants, which 
typically involved 100,000 or more metric tons of aluminum, 
significantly increased the length of the Metro Detroit queue. The 
longer queue was highly’correlated with higher Midwest Premium 
prices, since that premium reflects, in part, metal storage costs, and 
longer queues meant increased rental payments. Higher Midwest 
Premiums, according to most experts with whom the Subcommittee 
spoke, also meant higher aluminum prices. Lengthening the queue, then 
- “queue management” - could be seen as, not only producing more 
rental income for Metro, but also higher prices for the aluminum held or 
being traded by Goldman. 

When a metal owner involved with a merry-go-round trade got to 
the head of the warehouse queue, it often took weeks or months to load 
out its metal, essentially blocking the exits for all other metal owners 
until it was done. At the end of the process, the metal owner in the 
merry-go-round transaction re-loaded its metal into another Metro 
warehouse, and in the overwhelming number of cases, re-warranted the 
metal. The end result was that the delays imposed on the other metal 
owners in the Metro system appear to have had little economic rationale, 
but increased revenues to Metro and its owner, Goldman. The merry- 
go-round trades also involved an element of deception, since the metal 
being loaded “out” did not actually leave the Metro system at all, but 
went from one Metro warehouse to another.'^^^ The LME is still 
considering whether such in-system transfers meet its minimum load-out 
requirement. 

The evidence indicates that Goldman personnel, through the Metro 
Board of Directors and otherwise, reviewed and approved the merry-go- 
round deals. That meant senior Goldman personnel knew of the deals 
ahead of time, including the size, nature, and, in some instances, the 
timing of the cancellations. Goldman personnel acquired that 
information during the same period that Goldman itself was 
accumulating physical aluminum and engaging in substantial aluminum- 
related transactions. 

In the end, the merry-go-round trades resulted in some clients 
receiving surreptitious financial incentives for leaving their metal within 
the Metro warehouse system while, at the same time, making it harder 
for other warehouse clients to exit. The deals resulted in more rent for 


Metro counted the more than 600,000 metric tons of aiuminum loaded “out” in tlie six 
merry-go-round deals as helping it meet the LME’s daily minimum load out requirement, even 
though it appears that nearly all of that metal was loaded right back into a Metro warehouse. See 
4/15/2014 letter from Metro legal counsel to LME, GSPSICOMMODS00046834 - 849, at 
Appendix A, 835; 12/19/2012 MITSl Holdings LLC Board Meeting, prepared by Metro and 
Goldman, GSPSICOMMODS00009332 - 354, at 348. 
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Metro, offered trading opportunities for Goldman, and had the effect of 
distorting the aluminum market. 

Other Warehouse Transactions. Other Metro warehouse 
transactions also raised conflict of interest concerns. Like the merry-go- 
round transactions, the large proprietary aluminum cancellations by 
Goldman and JPMorgan added to the Metro Detroit queues, were 
correlated with increases in the Midwest Premium price, and blocked the 
exits for other metal holders seeking to withdraw metal from the Metro 
system. Because longer queues also contributed to increased Metro 
rental income, Goldman’s proprietary cancellations raised the conflict of 
interest concern that its actions added to Metro’s revenues at the expense 
of Metro’s clients, while ultimately benefiting Goldman as the owner of 
Metro. 

The premium sharing payments, described earlier, allowed Metro 
to profit when the Midwest Premium rose. That type of financial 
incentive, which was not publicly disclosed, converts a warehouse 
company from a neutral actor in the aluminum marketplace to a biased 
market participant favoring higher premium prices. The LME has told 
the Subcommittee, however, that provided those arrangements did not 
relate to an LME contract, they would not violate LME rules prohibiting 
a warehouse company from taking a direct or indirect interest in an LME 
contract.'^’” 

Influencing Warehouse Management. Still another set of 
conflict of interest concerns involved Goldman’s influence over Metro 
policies and actions. Because Metro was acquired as a merchant 
banking investment, Goldman was not permitted under U.S. law to 
routinely manage or control Metro. The evidence indicates, however, 
that Goldman required Metro senior management to clear many business 
decisions through the Board of Directors, which was composed 
exclusively of Goldman employees. That included Board review and 
approval of the merry-go-round deals. Later, when Metro was publicly 
criticized for its lengthy queues, it was Goldman who announced that it 
would swap metal with any aluminum end user waiting in Metro’s 
queue. In addition, Goldman provided significant assistance to 
Metro’s legal and compliance functions. 

Goldman might contend that Metro’s decisions about financial 
incentives, including in the merry-go-round deals, involved millions of 
dollars and novel arrangements that were not matters of routine 
management and so should have been subject to Board oversight. 
Goldman may, in fact, have been involved with reviewing and 

10/15/2014 email from LME legal counsel to Subcommittee, PSI-LME-03-000001 - 004. 

See, e.g., “Goldman Sachs Offers Aluminum to Clients Stuck in Queue,” Bloomberg, 
Michael ,T. Moore (7/31/2013), http;//www.bloomberg.coin/news/201 3-07-3 1/goldman-sachs- 
offers-aiuminum-to-ciients-stuck-in-queue.htm!. 
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approving all of Metro’s financial incentive programs. But when a 
trading company influences the incentives paid by a warehouse company 
to attract or retain metal, its actions may, as they did here, end up 
influencing prices in the corresponding markets. Similarly, if a trading 
company influences the incentives paid to metal owners for cancelling 
warrants, it also influences the length of the warehouse queue which, as 
discussed above, is highly correlated with the Midwest Premium price. 
The same is true for a trading company that influences a warehouse 
company’s load out policies, which have a direct impact on the 
warehouse queue. In all of these cases, the trading company’s influence 
over the warehouse company’s actions may provide the trading company 
with trading advantages. 

Each of these conflicts is embedded in the larger issue of 
commodity trading companies owning commodity warehousing 
companies. Traditionally, LME-approved warehouses were owned by 
companies that were not engaged in trading. It is only in the last five 
years that a significant portion of LME-approved warehouses have come 
under the ownership of companies that trade in the commodity 
markets.'^’^ That new development raises serious conflict of interest 
concerns illustrated by the Metro-Goldman relationship. 

(b) Aluminum Market Impact 

The Metro warehouse practices described above also had a broader 
market impact. In the last five years, Metro has expanded rapidly and, 
by early 2014, controlled 85% of the U.S. LME aluminum storage 
market. It also developed an extraordinarily long queue that was highly 
correlated with the recent, unprecedented increases in the Midwest 
Premium. 

Metro’s warehouse practices in Detroit likely contributed to the 
Midwest Premium’s rapid rise since 2010, in both real dollar terms and 
in its growing percentage of the all-in price of aluminum. That 
percentage increase necessarily reduced the percentage of the all-in 
aluminum price attributable to the LME reference price, undermining 
the ability of aluminum users to effectively hedge their price risks on the 
LME futures market. Higher premium prices and less effective hedging 
tools have caused widespread difficulty for aluminum users facing 
volatile aluminum prices, including in the defense, transportation, 
beverage, and construction sectors. These facts suggest that changes in 
aluminum prices over the past several years may not have been simply 
the product of fundamental market forces of supply and demand, but 
also responses to the warehousing practices and transactions described in 
this report. To restore the integrity of warehousing operations and 


1372 


See earlier discussion. 
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aluminum pricing, it seems essential to separate warehouse companies 
from trading companies. 

(c) Non-Public Information 

A third set of concerns highlighted by Goldman’s physical 
aluminum activities involves the issue of a trading company’s gaining 
unfair advantages through access to commercially valuable, non-public 
information. When Goldman acquired Metro, it acquired a company 
with vast amounts of commercially valuable, non-public information 
about aluminum including, with respect to incoming and outgoing metal 
shipments, information regarding large cancellations, metal re- 
warranting, non-LME metal stockpiles, and queue lengths. As described 
earlier, access to that type of information can give a commodity trader 
an unfair advantage over trading counterparties. 

While both Metro and Goldman have information barrier policies 
designed to implement the LME’s requirements, those policies and 
LME’s rules nevertheless allowed over 50 Goldman employees, 
including some with trading and trading management responsibilities, to 
receive routine reports with commercially valuable, non-public 
information from Metro. For example, Gregory Agran, sat on 
Metro’s Board of Directors at the same time he headed a commodities 
trading desk for Goldman and worked alongside Goldman aluminum 
traders on the same trading floor in New York.'^’'* Similarly, Isabelle 
Ealet, who was, for most of the relevant period, Head of Global 
Commodities at Goldman, received information about Metro while, at 
the same time, exercising responsibility over all of Goldman’s 
commodities-related trading operations, including aluminum trading. 

When Goldman acquired Metro and obtained access to non-public 
Metro information, it also increased its aluminum trading, hired new 
aluminum traders friendly with Metro management, accumulated 
massive aluminum holdings, engaged in outsized aluminum transactions, 
and traded in aluminum-related swaps. In addition, Goldman 
employees, through the Metro Board of Directors and otherwise, 
reviewed and approved the merry-go-round deals, which meant 
Goldman personnel had non-public information about the deals ahead of 
time, including the size, nature, and timing of the cancellations. 


8/15/2014 letter from Goldman legal counsel to Subcommittee, “Follow-up Requests,” PSl- 
Goldman Sachs- 17-000001 - 005, at 002, and Exhibits A and B, PSI-GoIdmanSachs-17-000007, 
009 (also listed as GSPSICOMMODS00046225 - 226). 

Subcommittee interview of Gregory Agran (10/14/2014). 

Subcommittee interview of Isabelle Ealet (10/14/2014). Ms. Eaiet told the Subcommittee 
that, despite receiving written Metro briefings and occasional updates from Jacques Gabillon, she 
exercised little to no oversight of Metro operations and was generally not involved in individual 
commodities trading strategies or positions. Id. 

See 9/17/2014 letter from Goldman legal counsel to Subcommittee, “FoIIow-Up Requests ” 
PSI-GoldmanSachs- 15-000001 - 015, at 003. 
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If Metro or Goldman were to violate the LME’s information 
barrier requirements, the LME could rescind approval of Metro’s 
warehouse system. But doing so could disrupt LME trading worldwide 
and damage the LME itself, making it a difficult penalty to impose. 
Another problem is that U.S. law today does not prohibit the use of 
material, non-public information in commodity transactions in the same 
manner as securities transactions. For most of its 200-year history, 
commodity futures markets were relatively small in size and dominated 
by commodity producers and users seeking to hedge price risks. They 
traditionally controlled roughly 70% of the futures trading, while 
speculators controlled only about 30%.’^’* Today, however, those 
percentages have reversed, and financial firms - including bank holding 
companies - have become the dominant players in commodity markets. 

Pursuant to the Dodd-Frank Act, the Commodity Futures Trading 
Commission adopted a rule that is intended to implement an “insider 
trading” prohibition that is similar to the longstanding prohibition on 
insider trading in the securities laws.'^’’ It is unclear, however, if the 
CFTC’s new prohibition applies to the facts described here, and if so, 
how it might work. For example, even assuming that the LME rule and 
Metro information barrier policies established a sufficient duty to not 
trade based on non-public warehouse information, it is unclear whether 
the scope of the prohibition would cover trading in the physical markets, 
as opposed to the financial markets. If markets are to be fair in their 
operations, larger traders should be legally precluded from using 
material non-public information gained from warehouse ownership to 
benefit their trading activities in the physical and financial markets for 
commodities stored in those warehouses. 

In the meantime, a trading company that has access to non-public 
information from a warehouse company presents the former with 
ongoing opportunities to use that information to benefit its trading 
activities. 


The LME may be in the process of establishing new, more practical penalties and 
enforcement powers. 1 1/10/2014 email from LME to Subcommittee, PSI-LME-OO-OOOOOl - 
003. 

See “Excessive Speculation and Compliance with the Dodd-Frank Act,” hearing before the 
Permanent Subcommittee on Investigations, S. Hrg. 112-313 (1 1/3/201 1) , at 32-33, 
http://www.gpo.gov/fdsys/pkg/CHRG-1 12shrg72487/pdf/CHRG-l 12shrg72487.pdf (testimony 
of CFTC Chairman Gary Genseler indicating that, 201 ! , 80% of the oil futures market 
participants were speculators, as opposed to producers or consumers). 

See “Rule 180.1 : The CFTC Targets Fraud and Manipulation,” New York Law Journal. 
David Mesiter, Jocelyn Strauber and Brittany Bettman, (4/7/2014), 

http;//www.newyorklawjournal.com/id="1202649563488/Rule-1801-Thc-CFTC-Targets-Fraud- 

and-Manipuiation?siretum=20l41010180332. 
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(4) Analysis 

All three of the financial holding companies examined by the 
Subcommittee were heavily involved with aluminum trading. In 
addition, Goldman was not the only financial holding company that 
owned a network of LME-approved warehouses. For four years, 
JPMorgan owned the Henry Bath network of LME warehouses, 
although those warehouses operated without lengthy queues and 
JPMorgan sold the business in 2014. 

Goldman’s aluminum activities and its ownership of Metro 
illustrate troubling issues involving conflicts of interest, market 
distortions, and the potential to gain unfair trading advantages from non- 
public information, all of w'hich can arise when a financial holding 
company owns a commodity-related business at the same time it is 
actively trading the same commodities. Since being acquired by 
Goldman, Metro’s practices have likely added billions of dollars in costs 
to a wide range of aluminum users, from beer makers to car 
manufacturers to defense companies that make warships for the Navy. It 
is past time for the Federal Reserve and other regulators, including the 
LI^, to adopt and enforce needed safeguards on this high risk physical 
commodity activity. 
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V. MORGAN STANLEY 

Morgan Stanley has a long history of involvement with a vast array 
of physical commodities. For many years prior to becoming a bank 
holding company in 2008, Morgan Stanley built up an extensive series 
of businesses involving oil products, adding natural gas as a secondary 
focus in recent years, among other commodities. This case study 
examines Morgan Stanley’s involvement with natural gas through 
trading, investments in a major pipeline company, and actions to 
construct its own natural gas compression facility. It also examines how 
Morgan Stanley once ran an empire of oil-related commodity activities, 
including trading, storing, transporting, and supplying oil products, 
including supplying jet fuel to airlines. Each of the financial holding 
companies examined by the Subcommittee was heavily involved with oil 
and natural gas activities; this case history illustrates common issues 
involving operational risks and conflicts of interest. 

A. Overview of Morgan Stanley 

Morgan Stanley is a large global financial services firm 
incorporated under Delaware law and headquartered in New York 
City.'^*'* It is listed on the New York Stock Exchange (NYSE) under the 
ticker symbol “MS.”'^*' In addition to being one of the largest financial 
holding companies in the United States, Morgan Stanley conducts 
operations in more than 25 countries and has over 55,000 employees. 

In 2013, Morgan Stanley reported total consolidated assets of $833 
billion, $32 billion in revenues, and net income of $3.6 billion.'^*^ 

Morgan Stanley Leadership. The Chairman of the Board and 
Chief Executive Officer of Morgan Stanley is James P. Gorman.’^®"* He 
has been Chief Executive Officer since 2010 and Chairman of the Board 
since 2012.'^*^ His predecessor was John J. Mack. The Chief Operating 
Officer is James Rosenthal, and the Chief Financial Officer is Ruth 


2013 Morgan Stanley Annual Report, filed with the SEC on 2/25/2014, at 1, 
http://www.sec.gov/Archives/ edgar/data/895421/0001 193 125 140673 54/d63 9242dl01c.htm. 

Undated “Investor Relations,” Morgan Stanley website, 
http://www.morganstanlcy.com/about/ir/ sec_filings.htmi. 

Id.; undated “Global Offices,” Morgan Stanley website, 
http://www.morganstanley.com/about/offices/ index.html; undated “Morgan Stanley,” New 
York Times , http://dealbook.on.nytiraes.coin/public/ overview?symbol=MS; 6/30/2014 
“Holding Companies with Assets Greater Than $10 Billion,” prepared by the National 
Information Center using data from the Federal Reserve, Federal Financial Institutions 
Examination Council website, http://wvw.fFiec.gov/mcpubweb/nicweb/Top50Form.aspx. 

2013 Morgan Stanley Annual Report, filed with the SEC on 2/25/2014, at 50, 
http://www.sec.gOv/Archives/edgar/data/89542I/0001193I2514067354/d639242dl0k.htm; 
12/31/2013 “Consolidated Financial Statements for Holding Companies,” Form FR Y-9C, filed 
by Morgan Stanley with the Federal Reserve. 

2013 Morgan Stanley Annual Report, filed wifii the SEC on 2/25/2014, at 21, 
http;//www.sec.gov/Archives/edgar/data/895421/000! 193 125 14067354/d63 9242dl0k.htm. 
i38rid_ 
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Porat.'^*® The Global Co-Heads of Morgan Stanley Commodities are 
Simon Greenshields and Colin Bryce. Three other senior 
commodities executives are Peter Sherk, Head of North American 
Power and Gas; Deborah Hart, Chief Operating Officer of North 
American Power and Gas; and Nancy King, Global Head of Oil Liquids 
Flow.*^*® 

(1) Background 

Morgan Stanley was formed by former members of J.P. Morgan & 
Company after enactment of the Glass-Steagall Act of 1933.'^*^ 

Because the Glass-Steagall Act required the separation of commercial 
banking and investment banking activities, in 1935, Henry S. Morgan, 
and Harold Stanley left J.P. Morgan & Company, which chose to remain 
a bank, and formed Morgan Stanley as a separate securities firm,'^’° 
Since its formation, the firm has grown significantly while conducting a 
wide range of securities, investment, and other financial activities, 
including trading in commodities. Morgan Stanley first registered with 
the CFTC as a futures commodity merchant in 1982,*^^' and over the 
next few years began trading oil and natural gas futures and options. 

In 1986, Morgan Stanley became a publicly traded corporation.”^^ 

Bank Holding Company. In September 2008, in the midst of the 
financial crisis, Morgan Stanley submitted, and the Federal Reserve 
approved on the same day,”’^ an application to become a bank holding 


Id. 

1387 1/9/2013 “Morgan Stanley Commodities Business Overview,” prepared by Morgan Stanley, 
FRB-PSI-624436 - 508, at 450. 

13S8 9/19/2014 letter from Morgan Stanley legal counsel to Subcommittee, PSI-MorganSlanley- 
13-000001 -009, at 005. 

Undated “Company History - Interactive Timeline,” Morgan Stanley website, 
http://www.morganstanley.eom/about/company/timeiine/index.html#/year/1930. 

'3‘'^Id. 

Undated “Morgan Stanley & Co. LLC,” National Futures Association BASIC website, 
http://www.nfa.futures.org/basicnet/Details.aspx?entityid=UpygXzt3Ct4%3d&rn=N. 

1/9/2013 “Morgan Stanley Commodities Business Overview,” prepared by Morgan Stanley, 
FRB-PSI-624436 - 508, at 450; 2/1 1/2013 presentation “Morgan Stanley Commodities Business 
Overview,” prepared by Morgan Stanley for the Subcommittee (hereinafter, “2013 Morgan 
Stanley Commodities Business Overview”), PSI-MorganStanley-0 1-000001 - 027, at 004. 

Undated “Company Flistory - Interactive Timeline,” Morgan Stanley website, 
http://www.morganstanley.eom/about/company/timelme/index.html#/year/1980. 

9/21/2008 “Application to the Board of Governors of the Federal Reserve System by Morgan 
Stanley for prior approval to acquire 100% of Morgan Stanley Bank, National Association and 
thereby become a Bank Holding Company Pursuant to Section 3(a)(1) of the Bank Holding 
Company Act and a Declaration to become Financial Holding Company pursuant Section 225.82 
of Regulation Y,” prepared by Morgan Stanley and filed with the Federal Reserve, FRB-PSJ- 
302972 - 996 (full capitalization of some words omitted). 

1395 9/21/2008 “Order Approving Formation of Bank Holding Companies and Notice to Engage 
in Certain NonBanking Activities,” prepared by the Federal Reserve, 
http://www.federaIreserve.gOv/newsevents/press/orders/orders20080922a2.pdf; 9/21/2008 
Morgan Stanley press release, “Morgan Stanley Granted Federal Bank Holding Company Status 
by U.S. Federal Reserve Board of Governors ” 
http://www.morganstanley.com/about/press/articles/6933.html. 
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company with access to Federal Reserve lending programs. At the same 
time, Morgan Stanley converted an industrial bank it held in Utah into a 
national bank under supervision of the OCC.'^®'’ Morgan Stanley also 
elected to become a financial holding company. Today, Morgan 
Stanley owns two banks with federal deposit insurance, Morgan Stanley 
Bank, N.A. and Morgan Stanley Private Bank, N.A.’^^® At the end of 
2013, their combined deposits totaled about $1 12 billlon.’^^^ 


Key Subsidiaries. In addition to its banks, other key Morgan 
Stanley subsidiaries include Morgan Stanley & Co. LLC, a U.S. broker- 
dealer and futures commission merchant; Morgan Stanley Smith Barney 
LLC, another U.S. broker-dealer and futures commission merchant; and 
Morgan Stanley Capital Services LLC, a U.S. swap dealer. Morgan 
Stanley Capital Group Inc. is its leading U.S. subsidiary in the 
commodities area; it is also a swap dealer. Its leading U.K. 
subsidiary is Morgan Stanley & Co. International pic, which is 
registered as a broker-dealer. 


1396 9/21/2008 “Order Approving Formation of Bank Holding Companies and Notice to Engage 
in Certain NonBanking Activities,” prepared by the Federal Reserve, at 1, 
http://www.federalreserve.gOv/newsevents/press/orders/orders20080922a2.pdf. 

Undated “Financial Holding Companies,” prepared by the Federal Reserve, 
http://www.federalreserve.gov/bankinforeg/fhc.htm. 

Undated “Bank Find Results: Morgan Stanley,” prepared by Federal Deposit Insurance 
Corporation (FDIC), 

http://research.fdic. gov/bankfmd/results.html?name=Morgan+Stanley&fdic=&address=&city=& 
state®&zip= (listing seven FDIC registered banks with the “Morgan Stanley” name, but 
identifying Morgan Stanley Bank, N.A. and Morgan Stanley Private Bank, N.A. as the only two 
banks witli active FDIC status). Morgan Stanley Bank, N.A. is headquartered in Sail Lake City, 
Utah and has only one location. It was first established as an industrial bank on May 25, 1990, 
as Mountainwest Financial Corp. In 1998, it changed to Morgan Stanley Dean Witter Bank, Inc., 
and look its current name in 2008, when it also converted into a commercial bank under OCC 
supervision. See undated “Morgan Stanley Bank, National Association (FDIC #: 32992),” 
prepared by FDIC, FDIC website, 

http://research.fdic. gov/bankfind/detail.htmI?bank=32992&name=Morgan%20StanIey%20Bank, 
%20National%20Association&searchName-Morgan%20StanIey&searchFdic=&city=&state=& 
zip=&address=&tabld=l. Morgan Stanley Private Bank, N.A. is headquartered in Purchase, 

New York and also owns “Morgan Stanley Trust Office” in Wilmington, Delaware. Morgan 
Stanley Private Bank, N.A was established on August 12, 1996, under the name “Dean Witter 
Trust FSB” as a stock savings bank in Jersey City, New Jersey. On March 24, 1998, it changed 
its name to Morgan Stanley Dean Witter Trust FSB. On December 10, 2001, the bank changed 
its name again to “Morgan Stanley Trust.” On July I, 2010, the bank changed to its current 
name and converted into a commercial bank under OCC supervision. See undated “Morgan 
Stanley Private Bank, National Association (FDIC #: 34221),” prepared by FDIC, FDIC website, 
http://research.fdic. gov/bankfind/detail.htmJ?bank=34221&name= 

Morgan%20Stan!ey%20Private%20Bank,%20NationaI%20Association&searchName=^Morgan% 
20Stanley&searchFdic=&city=&state=&zip=&address=&tabId=l. See also 6/30/2013 Morgan 
Stanley Quarterly Report, filed with the SEC on 8j^2013, at 8-9, 
http;//www.sec.gov/Archives/edgar/data/895421/000I193I2513317186/d542053d]0q.htm. 

20 1 3 Annual Report for Morgan Stanley, filed with the SEC on 2/25/20 1 4, at 98, 
http ://www.sec.gov/Archives/edgar/data/89542I/000n93 125 14067354/d639242dl0k.htm. 

7/1/2014 “2014 Morgan Stanley Resolution Plan” (hereinafter “2014 Morgan Stanley 
Resolution Plan”), prepared by Morgan Stanley, at 9, 

http://www.federalreserve.gov/bankinforeg/resolution-pians/raorgan-stanley- 1 g-20 14070 1 .pdf 
‘‘'“"id. 

1402 
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Major Business Lines. According to Morgan Stanley, it has three 
primary business segments: (1) Institutional Securities, which provides 
financial advisory, capital-raising, lending, trading, and investment 
services to institutional clients such as corporations, hedge funds, and 
other financial institutions; (2) Wealth Management, which provides 
similar services to individual investors “through a network of 16,784 
global representatives in 649 locations”; and (3) Investment 
Management, which provides equity, fixed income, real estate investing, 
and merchant banking activities and services for institutional Investors, 
high net worth individuals, hedge funds, private equity funds, and real 
estate funds.''’”^ The Institutional Securities segment’s trading and sales 
activities include both financial and physical commodity activities. 

Commodities. With respect to commodities, Morgan Stanley told 
the Subcommittee that the “overwhelming majority of business in 
physical commodities resides in Morgan Stanley Commodities,” which 
is part of its Institutional Securities business segment.''"’^ “Morgan 
Stanley Commodities,” also referred to at times as “Global 
Commodities” and, in the past, as the “Worldwide Commodities 
Group,” is headquartered in Purchase, New York,'‘'°^ In 2013, Morgan 
Stanley Commodities managed “365 dedicated front office employees 
and over 1,000 total employees... covering markets 24 hours per 
day.”'^“’ 

Within the commodities group, Morgan Stanley maintained five 
offices, or “desks,” organized around particular types of commodities: 
(1) Oil Liquids; (2) North American Electricity and Natural Gas; (3) 
European Union and Asia Pacific Electricity and Natural Gas; (4) 
Metals; and (5) Other Commodities. In addition, Morgan Stanley 
Commodities maintained a “Principal Investments” office that invested 


Id. at 9-12. See also 2012 Morgan Stanley Annual Report, filed with the SEC on 2/26/2013, 
at 2-6, 

http://www.sec.gOv/Archives/edgar/data/895421/000 11931251 3077 1 9 1 /d484822dl Ok.htm 
2014 Morgan Stanley Resolution Plan, at 10; Subcommittee briefing by Morgan Stanley 

(9/_8/2014). 

7/16/2013 letter from Morgan Stanley legal counsel to the Subcommittee (hereinafter “2013 
Morgan Stanley response to Subcommittee questionnaire”), PSI-MorganStanley-07'000001 - 
034, at 001 . See also 8/29/2014 “Morgan Stanley Infrastructure Partners, Overview of Southern 
Star,” MS-PSI-OOOOOOOl - 037, at 005, 007 (showing Commodities is part of Institutional 
Securities); 2014 Morgan Stanley Resolution Plan, at 10; 2012 Morgan Stanley Annual Report, 
filed with the SEC on 2/26/2013, at 3-4, 

http://www-sec.gOv/Archives/edgar/data/89542I/0001 193 125 130771 91 /d484 822dl0k.htm. 
Morgan Stanley explained to the Subcommittee that its Wealth Management business segment 
had also maintained, since 2008, a small inventory of precious metals, but was not otherwise 
involved with physical commodities. 2013 Morgan Stanley response to Subcommittee 
questionnaire, at 6. 

Subcommittee briefing by Morgan Stanley (2/4/2014). See also 5/7/2009 “Morgan Stanley 
Global Commodities Overview,” prepared by Morgan Stanley (hereinafter “2009 Morgan 
Stanley Global Commodities Overview”), FRB-PSI-618889 - 908, at 893. 

2013 Morgan Stanley Commodities Business Overview, at 004. 

Id. at 011-027. See also 2009 Morgan Stanley Global Commodities Overview, at 893. 
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on behalf of Morgan Stanley in commodity-related businesses; a “Global 
Marketing” office which marketed physical commodities and 
commodity-related services; and a “Commodities Risk Managemenf ’ 
office, which analyzed and monitored risks associated with commodities 

• 1409 

transactions. 

One key legal entity executing activities on behalf of Morgan 
Stanley Commodities was Morgan Stanley Capital Group Inc. (MSCG), 
which conducted the bulk of its commodities trading in the futures, 
swaps, options, forwards, and spot markets.''"*’ MSCG also, through 
various subsidiaries, owned key physical commodity businesses, 
including the Heidmar Group, a marine transportation company, " 
Wellbore Capital LLC, an oil and gas exploration company,''"^ and 
Wentworth Holdings LLC, a shell company seeking to build natural gas 
compression facilities, as described further below.' In addition, 
MSCG personnel sometimes executed physical commodity supply 
contracts, such as contracts to supply jet fuel to airlines as described 
below.*'"^ Morgan Stanley also owned numerous other subsidiaries 
involved with physical commodities, including, for example, 
TransMontaigne Inc., which operated an oil storage and pipeline 
company as described below; MSDW Power Development Corporation, 
which developed power plants and solar power companies, and Morgan 
Stanley Commodities Trading Hong Kong Holdings Limited.""® 

Commodities-Related Merchant Banking. In addition to its 
commodities group, Morgan Stanley engaged in commodity-related 
activities through certain investment funds and merchant banking 
activities undertaken in other areas of the bank. Morgan Stanley’s 
Investment Management business segment included a unit called 
“Merchant Banking and Real Estate Investments.”''"^ It housed at least 
two Morgan Stanley partnerships with commodity-related 
investments.''"* 


2009 Morgan Stanley Global Commodities Overview, at 893. 

Subcommittee briefmg by Morgan Stanley (2/4/2014). See also 2009 Morgan Stanley 
Globa! Commodities Overview, at 901. 

See 2013 Morgan Stanley Annual Report, Exhibit 21, filed with the SEC on 2/25/2014, 
http://www.sec.gov/Arehives/edgar/data/895421/0001 193125 14067354/d639242dex21.htm. 

8/2/2006 “Morgan Stanley Capital Group Inc. signs definitive agreement to acquire the 
Heidmar Group,” Morgan Stanley press release, 
http://www.morganstanley.com/about/press/articles/3767.html. 

See, e.g., 7/16/2013 letter from Morgan Stanley legal counsel to Subcommittee, PSI- 
MorganStanley-07-000001 - 034, at 008, 034, 

H14 9/19/2014 letter from Morgan Stanley legal counsel to Subcommittee, PSI-MorganStanley- 
13-00000! - 009, at 004 (tracing ownership chain from MSCG to Wentworth Holdings LLC). 
Subcommittee briefing by Morgan Stanley (2/4/2014). 

Mlbjd^ 

Subcommittee briefmg by Morgan Stanley (9/8/2014). 

Id.; 8/29/2014 presentation, “Morgan Stanley Infrastructure Partners Overview of Southern 
Star,” prepared by Morgan Stanley, MS-PSl-OOOOOOOl - 037, at 005; 9/1 1/2013 “Morgan 
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The first was Morgan Stanley Infrastructure Partners LP (MSIP) 
which Morgan Stanley established in 2007.*'"® A Morgan Stanley 
subsidiary, MS Infrastructure GP LP, acted as MSIP’s general partner; 
Morgan Stanley employees actually directed and oversaw the 
investments; and Morgan Stanley was the largest single investor with a 
nearly 11% ownership stake valued at about $430 million.*'*^*’ MSIP 
raised $4 billion for investments in infrastructure prOjl^ects around the 
world, focused in part on energy and utility projects. One key 
holding was Southern Star Central Corporation which owns natural gas 
storage facilities and pipelines in the U.S. Midwest, described further 
below.*'*^^ Others were Continuum Wind Energy which developed and 
financed wind farms in India; SAESA Group, which is the second 
largest energy distributor in Chile; and Zhaoheng Hydropower, which 
operated hydropower plants in China. 

The second partnership within Merchant Banking and Real Estate 
Investments is Morgan Stanley Global Private Equity. Like the 
infrastructure partnership, a Morgan Stanley subsidiary acted as the 
general partner; Morgan Stanley employees actually directed and 
oversaw its investments; and Morgan Stanley was the largest single 
investor with an ownership interest varying from 23% to 33% since 
2008. Morgan Stanley Global Private Equity has sponsored five 
investment funds, some of which have made commodity-related 


Stanley Infrastructure Platform Review,” prepared by Morgan Stanley, FRB-PSI-400321 - 382, 
at 326. 

8/29/2014 presentation, “Morgan Stanley Infrastructure Partners Overview of Southern 
Star,” prepared by Morgan Stanley, MS-PSl-OOOOOOOl - 037, at 009. 

Id. at 002, 006, 009 (disclosing $430 million MSIP investment by Morgan Stanley in fund 
that raised $4 billion overall); Subcommittee briefing by Morgan Stanley (9/8/20 1 4); 1 0/24/20 1 4 
presentation “Morgan Stanley Infrastructure Partners Southern Star Follow Up Questions,” 
prepared by Morgan Stanley, MS-PSI-00000455 - 475, at 456; 9/1 1/2013 “Morgan Stanley 
Infrastructure Platform Review,” prepared by Morgan Stanley, FRB-PSl-400321 - 382, at 328. 

8/29/2014 presentation, “Morgan Stanley Infrastructure Partners Overview of Southern 
Star,” prepared by Morgan Stanley, MS-PSI-OOOOOOOI - 037, at 009, 01 1 ; 9/1 1/2013 “Morgan 
Stanley Infrastructure Platform Review,” prepared by Morgan Stanley, FRB-PSI-400321 - 382, 
at 33 1. See also undated “OECD Assets within Morgan Stanley Infrastructure Portfolios,” 
prepared by Morgan Stanley Infrastructure, 
http://v7Wvv.morganstanley.com/infrastructure/poitfolio.html. 

See 8/23/2012 Morgan Stanley press release, “Morgan Stanley Infrastructure Partners 
Acquires Full Ownership of Southern Star Central Corp.,” 
http://www.morganstaniey.eom/infrastructure/pdf/msin_082320l2.pdf. 

9/1 1/2013 “Morgan Stanley Infrastructure Platform Review,” prepared by Morgan 
Stanley, FRB'PSI-400321 - 382, at 333; undated “Home,” on the Continuum Wind Energy 
website, http://continuumenergy.in/ (providing the company history and stating it is majority- 
owned by MSIP); 1 1/8/20 1 1 Morgan Stanley press release, “Morgan Stanley Infrastructure 
Announces Sales of Its Interest in SAESA Group,” 

http://www.morganstaniey.com/infrastruclure/pdf/ll08201 1. pdf (indicating MSIP acquired a 
50% ownership interest in SAESA Group in 2008, and sold it in 2011). 

Subcommittee briefing by Morgan Stanley (9/8/2014); 10/24/2014 “Morgan Stanley 
Infrastructure Partners[;] Southern Star Follow Up Questions,” prepared by Morgan Stanley, 
MS-PSI-00000455 - 475, at 460 [sealed exhibit]. 

See 5/21/2013 letter from Morgan Stanley legal counsel to Subcommittee, PSI- 
MorganStaniey-05-000001 - 006, at 003. 
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investments. The most recent fund, for example, has investments in 
Triana Energy, a U.S. natural gas exploration and production company; 
Trinity, a U.S. carbon dioxide pipeline company; and Sterling Energy, a 
U.S. natural gas gathering, processing, and marketing company. 

In 2013, Morgan Stanley prepared a list of its “Commodities 
Division Merchant Banking Investments” and provided it to the Federal 
Reserve.*'*^’ The list identified investments in a new TransMontaigne oil 
storage facility expected to begin operations in late 2013, an aircraft fuel 
storage facility at an airport in the Netherlands, and a number of solar 
power projects.''*^^ The list did not include any reference, however, to 
the commodity-related investments made by the Morgan Stanley 
Infrastructure or Global Private Equity investment funds. In June 
2014, Morgan Stanley reported to the Federal Reserve that it held 
merchant banking investments with a total value of about $ 1 1 billion, of 
which about $5 billion was held under the Gramm-Leach-Bliley Act; it 
remains unclear how many of those were commodity related and 
whether the total included the commodity-related projects in the two 
investment funds. 

Commodities Trading. At the same time it conducts a wide range 
of physical commodity activities, Morgan Stanley trades commodities- 
related financial instruments, including futures, swaps, and options, 
involving billions of dollars each day. Morgan Stanley is among the ten 
largest financial institutions in the United States trading financial 
commodity instruments, according to Coalition Development Ltd., a 
company that collects commodity trading statistics. OCC data 
indicates it is one of the largest financial institutions trading commodity- 
related derivatives. 

Commodities Revenues. Historically, commodity activities 
provided a significant revenue stream for Morgan Stanley. Over time, 
revenues derived from this area have dropped substantially. According 
to an internal Morgan Stanley presentation, in 2008, the commodities 


See undated “Morgan Stanley Global Private Equity - Portfolio,” Morgan Stanley website, 
http://www.morganstanley.corn/inslitutional/invest_management/private_equity/portfolio,html. 
™ Undated “Commodities Division Merchant Banking Investments,” prepared by Morgan 
Stanley, FRB-PSI-400001 - 382, at 318. 

Id. 

H29jd, 

6/30/2014 “Consolidated Holding Company Report of Equity Investments In Nonfinancial 
Companies - FR Y-12,” prepared by Morgan Stanley and filed with the Federal Reserve, FRB- 
PSI-800009-012. 

9/2014 “Global & Regional Investment Bank League Tables - 1H2014,” prepared by 
Coalition Development Ltd., PSI-Coalitton-01-000019 -025, at 020 - 021. 

12/31/2013 “OCC Quarterly Report on Bank Trading and Derivatives Activity Fourth 
Quarter 201 3,” prepared by OCC, at Tables 1 and 2, http;//www.occ.gov/topics/capilal- 
markets/financia!-matkets/trading/derivatives/dq413.pdf. 
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group produced about $3 billion in revenues for the firm,*''^^ with “22% 
and 26% [c]ompound [a]nnual [g]rowth [r]ates for revenues and [pjrofit 
[bjefore [t]ax, respectively.”''*^'' The Federal Reserve estimated that, as 
of March 31, 2011, Morgan Stanley had about $13.1 billion in 
commodities-related assets, of which about $9 billion “relate[d] to the 
ownership and trading of oil-related commodities” and $900 million 
“relate[d] to the ownership and trading of electricity and natural gas in 
North America.”'''^^ 

In a 2013 presentation to the Subcommittee, however, Morgan 
Stanley provided data showing that its commodities revenues had 
declined every year since 2008.'''^® From a total of $3 billion in 2008, 
its net revenues had fallen by two-thirds in 2012, to $912 million.'''^^ 
The oil liquids desk experienced the greatest drop in revenues, falling 
from $1.4 billion in 2008, to a 2012 total of $676 million.'''^* 

(2) Historical Overview of Involvement with 
Commodities 

According to Morgan Stanley, it first began trading physical and 
financial commodities in the early lOSOs.'"*” Its first foray was in 1982, 
after it registered as a futures commissions merchant, trading precious 
metals. Over the next few years, Morgan Stanley also began trading 
crude oil and natural gas.''''" In 1984, Morgan Stanley entered into a 
joint venture with Transco Energy Company and others to form the 
Natural Gas Clearinghouse (NGC), which “brokered and marketed 


2009 Morgan Stanley Global Commodities Overview, at 896; 2013 Morgan Stanley response 
to Subcommittee questionnaire, at 5. 

2009 Morgan Stanley Global Commodities Overview, at 891. 

6/19/2011 internal Federal Reserve email, “MS Commodities details for4(o) memo,”FRB- 
PSI-200942-943, at943. 

2013 Morgan Stanley Business Overview, at 009. 

Id. See also “Morgan Stanley Said to Cut 10% of Commodities Jobs Amid Rut,” 

Bloomberg, Michael J. Moore (6/20/2013), http://www.bloomberg.eom/news/print/2013-06- 
20/morgan-stanley-said-to-cut-commodities-jobs-as-revenue-declines.html (“Morgan Stanley is 
cutting jobs in its commodities business, one of the Wall Street’s three biggest, after Chief 
Executive Officer James Gorman said revenue the past two quarters was among the unit’s worst 
in 18 years.”). 

See undated document prepared by the Federal Reserve entitled, “Comparison of Risks of 
Commodity Activities at Morgan Stanley and Goldman Sachs between 1997 and Present,” FRB- 
PSI-200428 - 454, at 452 (presenting two timelines described as having been submitted by 
Morgan Stanley to the Federal Reserve “[djuring exams”) [sealed exhibit]. The same two 
timelines appear in an undated document prepared by the Federal Reserve entitled, “Appendix: 
Morgan Stanley Global Commodities Timelines” (hereinafter “Morgan Stanley Global 
Commodities Timelines”), FRB-PSI-000025 [sealed exhibit]. In addition, one of the timelines 
appears in 2009 “Morgan Stanley Global Commodities Overview,” FRB-PSl-618889 - 908, at 
892; and in 2013 Morgan Stanley Commodities Business Overview, at PSI-MorganStanley-01- 
000011, at on -027. 

2009 Morgan Stanley Global Commodities Overview, at 889 - 908. 

Id. See also 7/8/2010 letter from Morgan Stanley to the Federal Reserve, FRB-PSI-200I73 - 
182, at 174 - 178 (citing investments in various natural gas producing, processing, and 
transportation ventures). 
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natural gas and gas liquids” and ovmed pipeline transportation 
operations.*'*'*^ In 1985, Morgan Stanley bought out the other investors 
to acquire sole ownership, then soldNGC in 1989.’'*'’^ In the late 1980s, 
according to Morgan Stanley, it also began intensifying its activities 
associated with storing oil, chartering oil transport, and refining oil 
products. *'*'*'* During all of this period, Morgan Stanley operated, not as 
a bank, but as a securities firm that had no restrictions on its commodity- 
related investments. 

During the 1990s and the first decade of the 2000s, Morgan 
Stanley continued to increase its commodities trading activities as well 
as its investments in physical commodity businesses. According to 
Morgan Stanley, in the 1990s, it expanded into trading base metals and 
electricity, while making investments in a hydroelectric power producer, 
aluminum manufacturer, and steel rolling mill.*'*'*^ Over time, Morgan 
Stanley acquired additional interests in power plants, holding, directly or 
through subsidiaries, interests in seven power plants (two in the United 
States and five abroad), seven wind |eneration companies, and thirteen 
solar power generation companies. * 

In addition, according to Morgan Stanley, between 1 990 and 2000, 
it invested in the following commodity-related ventures: a company that 
produced fertilizer and other agricultural minerals and chemicals; a pork 
production facility and packing plant; “the largest methanol production 
facility in the U.S.”; and two natural gas companies, one of which 
owned an interstate natural gas pipeline and marketing facility.*'*'*^ 

Other commodity-related holdings included an investment in the 
Tennessee Valley Steel Corporation; an entity which owned two major 
ethylene production facilities and five processing plants; and a railroad 
freight transporter. *'*'** By September 30, 1997, Morgan Stanley reported 
that, through Morgan Stanley Capital Group Inc. and Morgan Stanley & 
Co. International, it was engaged in a “variety of commodity derivative 
and physical commodity transactions ... [in] crude oil and oil liquids. 


5/17/201 1 letter from Morgan Stanley to Federal Reserve, FRB-PSI-200167 - 172, at 171. 

Id. 

2009 Morgan Stanley Global Commodities Overview, at 889 - 908. 

Id. See also 5/17/201 1 letter from Morgan Stanley to the Federal Reserve, FRB-PSI-200167 
-172, at 169 -171. 

See 1 1/27/2009 chart prepared by the Federal Reserve entitled, “Commodities Activities at 
Goldman Sachs and Morgan Stanley,” FRB-PSI-200944 - 959, at 952 [sealed exhibit]. See also 
8/31/2005 “Federal Energy Regulatory Commission Reply to Morgan Stanley” (hereinafter 
“FERC Reply”), prepared by FERC, FERC website, 

http://www.fere.gov/eventcalendar/Files/20050831171232-ER94-1384-030.pdf (listing as parties 
to a FERC enforcement action some Morgan Stanley wholly-owned subsidiaries that owned or 
operated power plants). 

5/17/201 1 letter from Morgan Stanley to Federal Reserve, FRB-PSI-200167 - 172, at 169- 
170; 7/8/2010 letter from Morgan Stanley to the Federal Reserve, FRB-PSI-200173 - 182, at 
175. 

1448 5 / 17 / 201 1 letter from Morgan Stanley to Federal Reserve, FRB-PSI-200167 - 172, at 171; 
7/8/2010 letter from Morgan Stanley to the Federal Reserve, FRB-PSI-200173 - 182, at 175. 
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natural gas, electricity and other power and energy commodities and 
metals.”*''''^ 

In 2000, Morgan Stanley joined other financial institutions and oil 
companies in founding the Intercontinental Exchange (ICE), an 
electronic trading facility specialized in commodity-linked financial 
instruments.''*^'’ Morgan Stanley further expanded its commodities 
activities into the areas of coal and freight (2001), biofuels (2005), 
emissions (2004), and agriculture (2007).'''^' Morgan Stanley also 
became involved with power plants, acquiring 100% ownership of a 
number of power plants, including power plants in Nevada, Georgia, and 
Alabama. All of these activities took place prior to Morgan Stanley’s 
conversion to a bank holding company in September 2008. 

During the 25-year period from 1982 to 2007, Morgan Stanley 
concentrated significant resources on building its investments related to 
oil products, acquiring businesses involved in, not only the trading of 
oil-linked financial instruments, but also the production, storage, 
transport, and delivery of physical oil products, as further explained 
below. Morgan Stanley reported that, by 2008, oil liquids accounted for 
approximately 50% of its Worldwide Commodities Group balance 
sheet.''*” 

In September 2008, in the midst of the financial crisis, when 
Morgan Stanley applied to become a bank holding company, its 
application included this description of its commodity activities: 

“The Applicant trades as principal and maintains long and short 
proprietary trading positions in the spot, forward and futures 
markets in several commodities, including metals (base and 
precious), agricultural products, crude oil, oil products, natural gas, 
electric power, emissions credits, coal, freight, liquefied natural 
gas (‘LNG’) and related products and indices. The Applicant is a 
market-maker in exchange-traded options and futures and OTC 
options and swaps on commodities, and offers counterparties 
hedging programs relating to productions, consumption, 
reserve/inventory management and structured transactions, 
including energy-contract securitizations. The Applicant is also an 


7/8/2010 letter from Morgan Stanley to Federal Reserve, FRB-PSl-200173 - 182, at 173. 

““ Morgan Stanley Global Commodities Timelines; “Intercontinental Exehange to Acquire 

NYSE for $8.2 Billion,” Bloomberg, Nina Mehta & Nandini Sukumar (12/20/12), 

http://www.bloomberg.eom/news/2012-12-20/inteicontinentalexchange-said-in-merger-talks- 

with-nyse-euronext.html (explaining the Intercontinental Exchange as a “1 2-year-old energy and 

commodity futures bourse” with Morgan Stanley as its lead adviser). 

itsi “2009 Morgan Stanley Global Commodities Overview,” FRB-PSl-618889 - 908. 

Subcommittee briefing by Morgan Stanley (1 1/18/2014); 2013 Morgan Stanley Annual 
Report, filed with the SEC on 2/25/2014, Exhibit 21, 

http://www.sec.gOv/Archives/edgar/data/895421/0001 193 125 1 4067354/d639242dex2 1 .htm. 

“*” 2009 Morgan Stanley Global Commodities Overview, at FRB-PSl-618889 - 908, 
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electricity power marketer in the U.S. and owns five electricity 
generating facilities in the U.S. and Europe. The Applicant owns 
TransMontaigne Inc. and its subsidiaries, a group of companies 
operating the refined petroleum products marketing and 
distribution business, and an interest in the Heidmar Group of 
companies, which provide international marine transportation and 
U.S. marine logistics services.”*'*^'* 

The application noted that, in 2007, Morgan Stanley had formed a 
“Merchant Banking Division” which included “private equity funds and 
[an] infrastructure investing group.”*'*^^ 

Morgan Stanley’s 2008 application also included these overall 
observations on its commodities activities, as well as a request for a five- 
year grace period to “conform or divest any impermissible activities”: 

“Physical commodities may exceed the Federal Reserve’s cap of 
5% of Tier 1 capital. The commodities business extends beyond 
the Federal Reserve restriction that physical commodities be 
limited to those for which derivative contracts have been 
authorized for trading on a U.S. futures exchange by the CFTC. . . . 
Accordingly, Morgan Stanley respectfully requests that the Federal 
Reserve grant a five-year grace period during which Morgan 
Stanley can conform or divest any impermissible activities or 
investments. 

Although Morgan Stanley’s application acknowledged that it might be 
asked to divest some of its physical commodity activities, the Federal 
Reserve did not, in 2008, make that request. 

After becoming a bank holding company, Morgan Stanley 
continued for a number of years to expand its physical commodity 
activities. By 2013, Morgan Stanley had accumulated a long list of 
commodity-related subsidiaries. They included Heidmar Group, Inc., 
Morgan Stanley Infrastructure Inc., Morgan Stanley International 
Holdings, Inc., Morgan Stanley Petroleum Development LLC, Morgan 
Stanley Renewables, Inc., MSDW Power Development Corp., MS Solar 
Holdings Inc., MS Solar Solutions Corp., Olco Petroleum, South Eastern 
Electric Development Corporation, South Eastern Generating Corp., and 


9/21/2008 “Application to the Board of Governors of the Federal Reserve System by Morgan 
Stanley for prior approval to acquire 100% of Morgan Stanley Bank, National Association and 
thereby become a Bank Holding Company Pursuant to Section 3(a)(1) of the Bank Holding 
Company Act and a Declaration to become Financial Holding Company pursuant Section 225.82 
of Regulation Y,” FRB-PSt-302972 - 996, at 979 (full capitalization of some words omitted). 

Id. at 982. 

Id. at 986. 
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TransMontaigne Inc., each of which had been involved with acquiring 
interests in businesses that handle physical commodities.’''^’ 

(3) Current Status 

When the Federal Reserve initiated its special review of financial 
holding company involvement with physical commodities in 2010, 
Morgan Stanley was one of the ten banks it examined in detail. Morgan 
Stanley was also featured in the October 2012 Summary Report issued 
by the Federal Reserve’s Commodities Team summarizing the findings 
of the special review.’''^* 

The 2012 Summary Report described Morgan Stanley’s wide- 
ranging physical commodity activities. According to the report, Morgan 
Stanley held operating leases on more than one hundred oil storage tank 
fields with a global storage capacity of 58 million barrels;’''^^ “18 natural 
gas storage facilities in US and Europe with total lease payments as high 
as $2[billion]”;'''®'’ and six power plants, three of which were in the 
United States.’''®' The 2012 Summary Report also noted that Morgan 
Stanley had “over 1 00 ships under time charters or voyages for 
movement of oil product, and was ranked 9th globally in shipping oil 
distillates in 2009.”’''®’ According to the report, Morgan Stanley also 
planned to increase its capacity to ship liquefied natural gas.’''®^ 

The 2012 Summary Report also identified multiple concerns with 
Morgan Stanley’s physical commodities operations. One Federal 
Reserve concern was that Morgan Stanley, like its peers, had insufficient 
capital and insurance to cover potential losses from a catastrophic event. 
The report noted at one point that, while Morgan Stanley had calculated 
a potential oil spill risk of $360 million, through “aggressive 
assumptions” and “diversification benefits,” it had reduced that total by 
nearly 70% to $54 million, allocating risk capital for only that much 
smaller amount.’''®'' In addition, the 2012 Summary Report expressed 
concern that Morgan Stanley had determined that the “operational and 
event risks of owning power facilities” was capped at the dollar value of 


See, e.g., 2013 Morgan Stanley Annual Report, filed with the SEC on 2/25/2014, Exhibit 21, 
http://www.sec.gov/Archives/edgar/data/895421/0001 193 125 140673 54/d639242dex21.htm; 
undated document prepared by the Federal Reserve entitled, “Comparison of Risks of 
Commodity Activities at Morgan Stanley and Goldman Sachs between 1997 and Present,” FRB- 
PSl-200428 - 454, at 444 - 446 [seated exhibit]; 7/8/2010 letter from Morgan Stanley to the 
Federal Reserve, FRB-PSl-200173 - 182, at 181, 

10/3/2012 “Physical Commodity Activities at SIFIs,” prepared by the Federal Reserve Bank 
of New York Commodities Team, (hereinafter, “2012 Summary Report”), FRB-PSl-200477 - 
510 [sealed exhibit]. 

Id. at 485. 


Id, 


1460 

Id. 

Id, at 486. 

Id. 

Id. at 493 - 494. 
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those facilities in the event of their total loss, with some insurance to 
cover “the death and disability of workers” and some facility 
replacement costs, but leaving all other expenses, including a “failure to 
deliver electricity under contract,” to be paid by the holding 
company,*''^^ At another point, the 2012 Summary Report compared the 
level of Morgan Stanley’s capital and insurance reserves against 
estimated costs associated with “extreme loss scenarios,” and found that, 
like its peers, “the potential loss exceeds capital and insurance” by $1 
billion to $15 billion.'''®^ IfMorgan Stanley were to incur losses from its 
physical commodity activities while maintaining insufficient capital and 
insurance protections, the Federal Reserve, and ultimately U.S. 
taxpayers, could be asked to rescue the firm. 

In 2013, when the Subcommittee asked Morgan Stanley about its 
physical commodity activities, the financial holding company provided 
information that, consistent with the 2012 Summary Report, depicted 
far-reaching commodity operations. Morgan Stanley reported trading in 
the physical commodities of aluminum, copper, gold, lead, palladium, 
platinum, silver, rhodium, zinc, coal, crude oil, heating oil, ethanol, fuel 
oil, gasoline, jet kerosene, naphtha, and natural gas.''* Morgan Stanley 
also reported maintaining inventories of many physical commodities. In 
2012, the last complete year of data provided to the Subcommittee, those 
inventories included 5,300 metric tons of aluminum, 3,600 metric tons 
of copper, 1.7 million barrels of crude oil, 5.8 million barrels of heating 
oil, and 6.2 million barrels of gasoline.'''** 

“Optimizing” its Commodity Activities. In September 2014, 
Morgan Stanley told the Subcommittee that, while it did not intend to 
exit the physical commodities business entirely, it was exiting its “global 
physical oil merchanting business,” meaning its worldwide business of 
buying, selling, storing, and transporting oil for clients, including 
through its U.S. subsidiary, TransMontaigne, Inc.'''*’ Morgan Stanley 
explained: 

“Morgan Stanley has decided to exit certain of its physical 
commodities business lines, including its global physical oil 
merchanting business and its investment in TransMontaigne, Inc. 


Id. at 494. 

Id. at 498, 509. The 2012 Summary Report also noted that commercial firms engaged in oil 
and gas businesses had a capital ratio of 42%, while bank holding company subsidiaries had a 
capital ratio of, on average, 8% to 10%. Id. at 499. 

3/4/2013 letter from Morgan Stanley legal counsel to Subcommittee, PSI-MorganStanley-03- 
000001 -006, at 003. 

'“Id. 

Subcommittee briefing by Morgan Stanley’s legal counsel (9/11/2014); 9/19/2014 letter from 
Morgan Stanley legal counsel to Subcommittee, PSI-MorganStanley-1 3-000001 - 009, at 003. 
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Morgan Stanley plans to realign its commodities business to be 
more client focused. It plans to continue developing its global 
commodities business, which is focused on providing risk 
management and financing services to its clients across the 
commodities space, including risk intermediation, liquidity 
provision, lending and investor business, as well as providing 
supply solutions to its clients.”'”'^*’ 

On July 1, 2014, Morgan Stanley completed the sale of 
TransMontaigne to NGL Energy Partners LP for $200 million cash plus 
an additional $347 million for inventory transferred at closing.'"*^' This 
sale transferred to NGL Energy a significant portion of Morgan 
Stanley’s physical commodity activities, including extensive oil and gas 
storage and pipeline capacity in the United States. On December 20, 
2013, Morgan Stanley also entered into an agreement with a subsidiary 
of Rosneft Oil Company to sell the rest of its global oil merchanting 
business. Rosneft is a Russian state-owned corporation that is the 
country’s largest petroleum company and third largest gas producer. 
Morgan Stanley planned to sell to Rosneft another large segment of its 
physical commodity activities, including oil storage facility leases and a 
large inventory of oil products. Morgan Stanley has since indicated 
publicly that the planned sale may not close due to recent sanctions 
imposed by the United States on Rosneft in connection with Russia’s 
incursions into Ukraine. If the sale does not proceed, Morgan 
Stanley has Indicated that it will work to locate another buyer for the rest 
of its oil merchanting business.'"'^’ 


'‘‘™ 9/19/2014 letter from Morgan Stanley legal counsel to Subcommittee, PSl-MorganStanlcy- 
13-000001 -009, at 003. 

7/2/2014 NGL Energy press release, “NGL Energy Partners LP Announces Completion of 
Acquisition of TransMontaigne GP and Related Assets,” 

http://www.nglenergypartners.com/investor-relations/news/. See also “Morgan Stanley to sell 
oil business TransMontaigne to NGL Energy,” The Wail Street Journal . Justin Baer, (6/9/2014), 
http://online.wsj.coni/articles/morgan-stanley-sells-stake-in-transmontaigne-to-ngl-1402316959. 
'■’“6/30/2014 Morgan Stanley Quarterly Report, filed with the SEC on 8/5/2014, at 113, 
http://www.sec.gOv/Archives/edgar/data/895421/0001 19312514295874/d763478dl0q.htm; 
12/20/2013 Morgan Stanley press release, “Morgan Stanley to sell global oil merchanting 
business to Rosneft,” http://www.morganstanley.coin/about/press/articles/00ddb583-lc3c-4dd9- 
b27f-6023c884aae3.html. 

'■*“ See 7/16/2014 Treasury press release, “Announcement of Treasury Sanctions on Entities 
Within the Financial Services and Energy Sectors of Russia, Against Arms or Related Materiel 
Entities, and those Undermining Ukraine's Sovereignty,” http://ww'w.treasury.gov/press- 
center/press-releases/Pages/j 12572. aspx. 

Id.; 9/12/2014 Treasury press release, “Announcement of Expanded Treasury Sanctions 
within the Russian Financial Services, Energy and Defense or Related Materiel Sectors,” 
http://www.treasury.gov/press-center/press-releases/Pages/jl2629.aspx; “Morgan Stanley says 
‘no assurance’ Rosneft deal will close,” Reuters (10/10/2014), 

http://www.reuters.eom/article/2014/10/10/motgan-stanley-rosneft-idUSL2N0S524L20141010. 

1 1/18/2014 letter from Morgan Stanley legal counsel to Subcommittee, PSI-MorganStanley- 
25-000001 -008, at 002. 
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In contrast to its efforts to exit its oil raerchanting business, in 
recent years, Morgan Stanley has taken actions to continue and even 
expand its physical natural gas holdings. In 2012, the Morgan Stanley 
Infrastructure Partners investment fund acquired a 100% ownership of 
Southern Star, a large natural gas pipeline company in the Midwest, as 
explained below. In 2013, Morgan Stanley initiated an effort to 
build, own, and operate compressed natural gas facilities in Texas and 
Georgia, as described below. In August 2014, Morgan Stanley 
purchased a large number of natural gas trading book assets from 
Deutsche Bank, consisting primarily of financial rather than physical 
assets, also described below.’''^* 

In October 2014, however, Morgan Stanley told the Subcommittee 
that it was reconsidering its natural gas activities and may sell both 
Southern Star and its compressed natural gas project.''^^’ In November 
2014, Morgan Stanley’s Chief Executive Officer James Gorman gave a 
public interview in which he indicated that Morgan Stanley was in the 
process of “optimizing” its commodities business to eliminate ownership 
and operation of physical assets: 

“We’ve been pretty clear about our commodities businesses. It 
essentially is two businesses. We have physical businesses, where 
we actually own and operate physical assets. We store fuel, we 
own pipelines, we ship oil .... And on the other side is the trading 
business, where we facilitate trading for people in need to hedge 
their exposure to wheat, or pork bellies, or silver, or gold, or 
whatever commodity. And what I’ve said by optimizing is, we’re 

not going to be in the physical side All we’re doing by 

optimizing is removing the ownership and operation of [the] 
physical commodity plant. What other firms do is their business, 
that’s what Morgan Stanley is going to do.”''^*° 

Morgan Stanley explained to the Subcommittee that these plans 
apply only to its commodities division, but not to other areas of the 
bank, and that the commodities division would be focusing on “its core 
strength - providing intermediation, risk management, and supply 
services - rather than owning transportation, storage, or other 

Undated “OECD Assets within Morgan Stanley Infrastructure Portfolios” prepared by 
Morgan Stanley, Morgan Stanley website, http://www.morganstanley.com/infrastructure/; 
8/29/2014 presentation “Morgan Stanley Infr^tructure Partners Overview of Southern Star,” 
prepared by Morgan Stanley, MS-PSI-OOOOOOOl - 037; Subcommittee interview of Morgan 

Stanley (9/8/2014). 

8/29/2014 presentation “Morgan Stanley Infrastructure Partners Overview of Southern Star,” 
prepared by Morgan Stanley, MS-PSI-OOOOOOOI - 037, at 006. 

See 9/19/2014 letter from Morgan Stanley’s legal counsel to Subcommittee, PSI- 
MorganStanley- 13-00000 1 -009. 

Subcommittee briefing by Morgan Stanley legal counsel (10/22/2014). 

1480 j 1 / 13/2014 interview of James Gorman, Bloomberg, 

http;//www.bloomberg.com/video/morgan-stanley-ceo-gorman-on-industry-strategy- 

OPPkVOQFQqC4JAbdcvImYQ.html. 
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infrastructure assets that are used in connection with physical 
commodities.”"'*' Morgan Stanley also wrote: 

“Morgan Stanley expects to continue to purchase, sell, and make 
and take delivery of physical commodities in connection with its 
core business of providing intermediation and risk management to 
its clients. . . . Effective hedging strategies include transacting in 
physical commodities. Morgan Stanley Commodities division will 
use fully-vetted third party owners and operators of any facilities 
used to transport, store, produce, generate, or modify those 
commodities.”'''*^ 

These explanations indicate that Morgan Stanley is reducing its physical 
commodities activities, but not exiting the area. 


1 1/1 8/2014 letter from Morgan Stanley legal counsel to Subcommittee, PSI-MorganStanley- 
25-000001 -008, at 004. 

Id. at 004 - 005. 
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B. Morgan Stanley Involvement with Natural Gas 

Morgan Stanley has long been an active trader of natural gas. 

Over the last five years, it has also used shell companies and merchant 
banking investments controlled by Morgan Stanley personnel to invest 
in an array of physical natural gas businesses. Over the last year, 

Morgan Stanley set up three shell companies under the name of 
Wentworth to build and operate a $355 million compressed natural gas 
facility in Texas. In one of the first operations of its kind, the facility is 
designed to produce containerized gas on a large-scale, primarily for 
export to Central America and the Caribbean. In addition, Morgan 
Stanley has engaged in commodity-related merchant banking activities 
through two investment funds it controls, Morgan Stanley Infrastructure 
Partners and Morgan Stanley Global Private Equity. Those merchant 
banking activities include a large natural gas pipeline company in the 
Midwest, Southern Star, as well as natural gas exploration, production, 
and processing facilities around the eountry. Because Morgan Stanley 
relied on its merchant banking and grandfather authorities, Morgan 
Stanley did not notify or obtain prior permission from the Federal 
Reserve to engage in those physieal natural gas activities. 

Morgan Stanley’s physical natural gas activities raise multiple 
concerns, including using shell companies to conduct physical 
commodity activities, unfair competition in commercial enterprises, 
insufficient capital and insurance to protect against operational and 
catastrophic event risks, conflicts of interest arising from obtaining non- 
public information about natural gas supplies and transport, while 
trading natural gas in the financial markets, and inadequate safeguards 
on high risk natural gas activities. 

(1) Background on Natural Gas 

Natural gas is an odorless, gaseous mixture of hydrocarbons 
dominated by methane.'''*^ It is a primary source of energy in the United 
States, representing nearly one quarter of U.S. energy consumption. 

In the United States, natural gas consumption is second only to oil, 
followed by coal, nuclear, and other energy sources.''**"' The U.S. 
Department of Energy (DOE) estimates that one-third of U.S. natural 
gas consumption goes to “residential and commercial uses, such as 

See undated “Natural Gas Fuel Basics,” DOE website, 
http://www.afdc.energy.gov/fuels/natural _gas_basics.html. 

“Excessive Speculation in the Natural Gas Market,” hearing before the U.S. Senate 
Permanent Subcommittee on Investigations, S. Hrg. 1 10-235 (6/25/2007 and 7/9/2007), at 210 
(hereinafter “2007 Subcommittee Hearing”). See also undated “Uses,” NaturalGas.org, 
http://naturalgas.org/overview/uses/. 

See 7/3/2013 EIA report “Energy sources have changed throughout the history of the United 
States,” http://www.eia.gov/todayinenergy/delail.cfrn?id=11951. In 2013, the United States 
consumed approximately 26 trillion cubic feet of natural gas. See “Frequently Asked 
Questions,” EIA website, http://www.eia.gov/tools/faqs/faq.cfm?id=50&t=8. 
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heating and cooking; one-third to industrial uses; and one-third to 
electric power production.”'''*^ According to the U.S. Energy 
Information Administration (EIA), natural gas consumption has 
increased in the United States over the past five years, particularly in the 
industrial sector, due to low prices,'''*® Inexpensive natural gas has been 
directly linked, for example, to increased manufacturing and related 
jobs.'''*’ U.S. natural gas exports have also been growing.'"'** 

Natural Gas Production. The United States has become a 
leading producer of natural gas. According to the American Gas 
Association: 

“Begirming in 2006, domestic natural gas production began to 
grow and has done so every year since, primarily due to the 
development of domestic, onshore, unconventional resources - 
specifically shale gas - to the point where the U.S. is now the 
world’s largest gas producer.”'''*'’ 

EIA has indicated that it anticipates natural gas production will grow by 
5% in 2014, and another 2% in 2015, driven by industrial demand.'"'^'’ 
According to DOE, in recent years, 80% to 90% of the natural gas used 
in the United States was produced domestically.'"'^' 

Natural Gas Infrastructure. To produce usable energy from 
natural gas, an extensive infrastructure is required. It includes pipelines, 
initial treatment plants, refineries, and storage facilities. More than 2.4 
million miles of underground pipelines transport natural gas from gas 
fields and wellheads to refineries, utilities, residences, and industrial 
sites, “provid[ing] service to more than 177 million Americans.”'''^^ 
Initial treatment plants process raw natural gas to ready it for transport to 
larger refineries.'''^* Refineries remove additional impurities and fluids 


See undated “Natural Gas Fuel Basics,” DOE website, 
http;//www.afdc. energy.gov/fuels/natural_gas_basics.htmL 

See 9/2014 “Short-term Energy and Winter Fuels Outlook,” section on “Natural Gas,” EIA 
website, http://www.eia.gov/forecasts/steo/report/natgas.cfm. 

See, e.g., “Job growth expected from cheap natural gas,” USA Today . Paul Davidson 
(3/27/2012), http://usatoday30.usatoday.coiTi/money/industries/energy/story/2012-03-27/naturai- 
gas-manufacturing-boom/53812740/1 (One estimate was that inexpensive natural gas “could 
help U.S. manufacturers save $1 1.6 billion a year and create more than 500,000 jobs by 2025.”). 

9/2014 “Short-term Energy and Winter Fuels Outlook,” section on “Natural Gas,” EIA 
website, http://www.eia.gov/forecasts/steo/repoit/natgas.cfm. 

2014 “Natural Gas Supply and Prices,” American Gas Association website, 
http://www.aga.org/Newsroom/factsheets/Documents/Supply%20and%20Prices.pdf 
i49() ^Short-term energy and winter fuels outlook ” (10/07/2014), EIA website, 
http://www.eia.gov/forecasts/steo/report/natgas.cfm. 

See undated “Natural Gas Fuel Basics,” DOE website, 
http://www.afdc.energy.gov/fuels/natural_gas_basics.html. 

2014 “Get the Facts: Pipeline Safety,” AmericMi Gas Association website, 
http://www.aga.org/Newsroom/factsheets/Documents/Pipeline%20Safety.pdf. 

See, e.g., 1/2006 “Natural Gas Processing: The Crucial Link Between Natural Gas 
Production 
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to produce “pipeline quality” dry natural gas. Storage facilities 
capture and pressurize gas for later use. As the American Gas 
Association has explained: 

“Natural gas utilities purchase natural gas during warm-weather 
months, when it traditionally costs less, and store it for later use on 
cold days. Storage can account for half of some utilities’ natural 
gas supplies on winter’s coldest days, contributing to reliable 

,,1495 

service. 

Currently, natural gas in storage continues to outpace historical 
norms.''’’’’ Exporters of natural gas use Liquefied Natural Gas (LNG) or 
Compressed Natural Gas (CNG) facilities to prepare the gas for 
shipment. 

Natural Gas Markets. Natural gas prices are determined through 
two types of markets, physical and financial. As explained in an earlier 
Subcommittee report examining the natural gas market: 

“Natural gas prices are determined through the interaction of the 
two major types of markets for natural gas: the cash (or ‘physical’) 
markets, which involve the purchase and sale of physical quantities 
of natural gas; and the financial markets, which involve the 
purchase and sale of financial instruments whose prices are linked 
to the price of natural gas in the physical market.”''*” 

In the cash markets, natural gas prices are generally negotiated by the 
buyers and sellers.'''’* Key market participants are natural gas 
producers, distributors, utilities, and industrial users. 

In the financial markets, natural gas can be traded through a variety 
of financial instruments, including futures, swaps, options, and forwards. 
One key financial instrument, listed by the CME Group Inc., is a 
standardized natural gas futures contract for 1 0,000 mmBtu (millions of 
British thermal units) of natural gas.''*” Known as the Henry Hub 
natural gas futures contract, it is the “third-largest physical commodity 
futures contract in the world by volume,” and is widely used as a 


and Its Transportation to Market,” prepared by EIA Office of Oil and Gas, at 3, 
http://www.eia.gOv/pub/oil_gas/natural_gas/feature_articles/2006/ngprocess/ngprocess.pdf. 


2014 “Natural Gas Supply and Prices,” American Gas Association website, 
http://www.aga.org/Newsroom/factsheets/Documents/Supply%20and%20Prices.pdf. 

9/2014 “Short-term Energy and Winter Fuels Outlook,” section on “Natural Gas,” EIA 
website, hltp;//www.eia.gov/forecasts/steo/report/natgas.cfm. 

2007 Subcommittee Hearing, at 224. 

1498 

See “Henry Hub Natural Gas Futures Contract Specs,” CME Group website, 
http://www.cmegroup.com/trading/energy/natural-gas/naturaI- 
gas_contract_specifications.html?gclid-COeq9vj3tbOCFYhaMgodJGwAfw. 
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benchmark price for physical natural gas transactions in the United 
States.'^'’'’ The contract can be settled financially or through the physical 
delivery of natural gas, although physical settlement is atypical. The 
contract is traded on the CME Globex and CME Clearport trading 
platforms, and by open outcry on the NYMEX floor.'^ ^ The natural gas 
futures market has numerous participants, and Henry Hub futures 
contracts typically have substantial open interest on a daily basis. 

Natural gas can also be traded through a variety of financially-settled, 
over-the-counter swaps and options on the Intercontinental Exchange 
(ICE).’’'*^ The natural gas financial market as a whole is a large, 
complex, and active trading market. 

Natural Gas Prices. Natural gas prices have traditionally been 
volatile. Seasonal demand for natural gas, which typically peaks 
during winter months and drops during summer months, contributes to 
the price volatility.'’"^ In the physical markets, over time, natural gas 
spot market prices have ranged from $3 to $13/mmBtu, with current 
prices on the low end around $4.'’“ Natural gas is currently one of the 
least expensive sources of energy in the United States.”"’ 


Henry Hub Natural Gas Spot Price 


OoltnispiHMilliuti Eflu 
M 



*Source: U.S. Energy Information Administration*^®^ 


1500 Hub Natural Gas Volume,” CME Group website, 

http://www.cmegroup.coni/trading/energy/natural-gas/natural- 

gas quotes_voIume_voi.html?gciid=CN3syN245bwCFRPxOgodghMAzg. It is known as the 
Henry Hub futures contract, because the contract price is based on delivery of the natural gas at 
tlic Henry Hub in Louisiana, where a number of natural gas pipelines converge. 

Id. See also 2007 Subcommittee Hearing, at 224. 

See “Henry Hub Natural Gas Futures Contract Specs,” CME Group website, 
http://www.cmegroup.com/trading/cnergy/natural-gas/natural- 
gas contract_specifications.htmI?gclid— COeq9vj3tbOCFYhaMgodJGwAfw. 

Sec “Natural Gas,” ICE website, 
https://www.theice.com/pubIicdocs/ICE_NatGas_Brochure.pdf. 

‘'®^Seeid. 

1505 

“Levelized cost and ievelized avoided cost of new generation resources in the annual energy 
outlook 2014,” EIA Energy Outlook 2014, (05/07/2014), 
http://www.eia.gov/forecasts/aeo/eiectricity_gencration.cfm. 

‘^®^“Henry Hub Natural Gas Spot Price.” U.S. Enererv Information Administration (10/1/2014), 
http;//www.eia.gov/dnav/ng/hist/rngwhhdm.htm. 
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Natural Gas Incidents. Natural gas is highly flammable, and 
leaks can lead to explosions. Between 1994 and 2013, the U.S. 
Department of Transportation’s Pipeline and Hazardous Materials Safety 
Administration (PHMSA) identified 944 serious pipeline incidents.'^”’ 
PHMSA defines a “serious incidenf’ as one including a fatality or injury 
requiring hospitalization.'^**^ Those 944 incidents included 362 fatalities 
and 1,397 injuries.'^" The data includes incidents involving natural gas 
distribution, gathering, and transmission, as well as liquefied natural gas 
and other hazardous liquids.’’’^ 

Four years ago, the Pacific Gas & Electric Company (PG&E) 
experienced a “deadly” natural gas pipeline explosion in San Bruno, 
Califomia.'^'^ On September 9, 2010, a natural gas pipeline operated by 
PG&E ruptured, releasing large quantities of natural gas which ignited 
and started fires in the area surrounding the pipeline.'^''' As a result, 
eight people died, 51 people required hospitalization, and 38 homes 
were destroyed. According to PHMSA, the estimated property 
damage from the explosion was over $220 million.'^'^ The California 
Publie Utilities Commission continues to review the incident and is 
reportedly considering levying a $1.4 billion penalty against PG&E, 
which would be “the biggest safety fine in the state’s history.”'®'^ 

Natural gas storage faeilities have also experienced explosions. 
Perhaps the worst was in 1944 in Cleveland when, as one newspaper 
described it, “a natural gas tank filled with over 90,000,000 cubic feet of 
natural gas exploded, destroying everything within a mile-radius in a 
wall of fire. The blaze continued uneontrolled for over nine hours.”'^'* 


See undated “Pipeline serious incident 20 year trend,” PHMSA website, 
https://hip.phmsa.dot.gov/analyticsSOAP/saw.dU7Portalpages. 

See undated “Pipeline Incident 20 Year Trends, PHMSA website, 
http://www.phmsa.dot.gov/pipeline/iibrary/datastatistics/pipelineincidenttrends. 

See undated “Pipeline serious incident 20 year trend,” PHMSA website, 
https://hip.phmsa.dot.gov/anaiyticsSOAP/saw.dll7Portalpages. 

See undated “Pipeline Incident 20 Year Trends, PHMSA website, 
http://www.phmsa.dot.gov/pipeiine/iibrary/datastatistics/pipelineincidenttrends. 

“^'^Undated “Pacific Gas & Electric pipeline rupture in San Bruno, CA,” PHMSA website, 

http://opsweb.phnisa.dot.gov/pipelineforuni/facts-and-stats/recent-incidents/sanbruno-ca/. See 
also “California pipeline disaster brings more scandal for PG&E,” Bloomberg, Mark Chediak, 
(9/16/2014), http://www.bloomberg.eom/news/2014-09-16/caiifornia-pipeline-disaster-brings- 
more-scandal-for-pg-e.html. 

Undated “Pacific Gas & Electric pipeline rupture in San Bruno, CA,” PHMSA website, 
http://opsweb.phmsa.dot.gov/pipelineforum/facts-and-stats/recent-incidents/sanbruno-ca/. 

Id. 

See “California pipeline disaster brings more scandal for PG&E,” Bloomberg, Mark 
Chediak, (9/16/2014), http://www.bloomberg.eom/news/2014-09-16/california-pipeline-disaster- 
brings-more-scandal-for-pg-e.html. Several plaintiffs have filed a civil suit against PG&E, 
because of the San Bruno pipeline explosion. See Bou-Salman v. PG&E Corp. . Civ. No. 524283 
(Cal. Super. Ct. Sept. 23, 2013). 

“Cleveland East Ohio Gas Explosion,” http://counterspill.org/disaster/cleveland-east-ohio- 
gas-explosion. 
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Regulatory Framework. Natural gas facilities, including natural 
gas wellheads, gas fields, pipelines, gathering processes, initial treatment 
facilities, refineries, liquefied natural gas facilities, and compressed 
natural gas facilities, are heavily regulated. The Natural Gas Pipeline 
Safety Act, for example, authorizes the U.S. Department of 
Transportation (DOT) to set minimum safety requirements both for the 
transportation of natural gas by pipeline and for natural gas pipeline 
facilities. In response, DOT, through its Pipeline and Hazardous 
Materials Safety Administration, has promulgated an extensive set of 
safety regulations for pipe design, equipment maintenance, fire 
protection, and personnel qualifications, among other matters. 
Compliance with those safety regulations is overseen and enforced 
primarily by the states. To build and operate a natural gas facility 
also requires permits from the Department of Energy and the 
Environmental Protection Agency, among others. State ageneies 
must also be consulted. Under the Natural Gas Act, any entity seeking 
to import or export natural gas must first obtain authorization from the 
U.S. Department of Energy. In addition, under the Natural Gas Act, 
the Federal Energy Regulatory Commission oversees the construction 
and operation of natural gas projects, including certain pipelines and 
storage facilities, as well as their rates and charges. 

(2) Morgan Stanley Involvement with Natural Gas 

Morgan Stanley has been trading financial instruments linked to 
natural gas since 1989, and became involved with conducting physical 
natural gas activities in the 1990s. In 2010, through a Morgan Stanley 
investment fund, it purchased an ownership interest in a natural gas 
pipeline company. Southern Star, and in 2012, took full ownership of 
that company. In 2013, Morgan Stanley intensified it physical natural 
gas activities by launching a plan to build and operate a large-scale 
compressed natural gas facility in Texas. 

(a) Trading Natural Gas 

In 2013, Morgan Stanley described itself as “a significant 
participant in the energy markets, with substantial activity (both physical 

‘’'’49U.S.C. §60102(a)(2). 

See 49 C.F.R. §192.1-192.1015, 193.2001-193.2917. 

See, e.g,, 2014 “Get the Facts: Pipeline Safety,” American Gas Association website, 
http://www.aga.org/Newsroom/factsheets/Documents/Pipeline%20Safety.pdf. 

See 9/3/1953 Executive Order 10485, National Archives , http://www.archives.gov/federal- 
register/codification/executive-order/1 0485.htmJ (granting the Department of Energy power to 
accept permit applications for natural gas facilities); see also National Environmental Policy Act 
of 1969, P.L. 91-190, codified at 42 U-S.C. §4321 (requiring a permit for any large 
environmental project that receives federal funding). 

§717b(a). 

See 8/29/2014 “Morgan Stanley Infrastructure Partners: Overview of Southern Star,” 
prepared by Morgan Stanley, at MS-PSI-OOOOOOOl - 037, at 016; “Natural Gas,” FERC website, 
http://www.ferc.gov/industries/gas.asp; Natural Gas Act, Sections 3 and 7. 
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and financial)” in natural gas, among other commodities. Morgan 
Stanley has been trading in natural gas since 1989.'^^*’ Its activities in 
the natural gas sector have included “trading and investing in physically- 
settled forward contracts, options, futures, options on futures and similar 
contracts, both over-the-counter and exchange-listed on natural gas.”'^^^ 
Morgan Stanley has bought and sold physical natural gas'^^* as well as 
cargoes of liquefied natural gas (LNG) on spot markets. In addition, 
it has “helped domestic natural gas producers price hedge” domestic 
shale gas.'^^® 

Natural gas trading at Morgan Stanley is conducted within the 
Commodities group’s “North America Power/Gas Management 
Organization,” which, in 2013, had 72 full-time employees. The 
Commodities group tracks revenues by desk rather than individual 
commodity and does not break out financial activities from physical 
activities. The following table shows the net revenues from the desk 
that handles both electricity and natural gas financial and physical 
activities, indicating that, while substantial, those revenues have 
declined by two-thirds from 2008 to 2012; 

Morgan Stanley Natural Gas and Electricity Net Revenues 


2008-2012 


Year 

2008 


2010 

2011 

Him 

North American 
Power & Gas 

$382 

million 

$239 

million 

$384 

million 

$280 

million 

$335 

million 

Asian Pacific- 
European 
Power & Gas 

$539 

million 

$293 

million 

$179 

million 

$112 

million 

-$21 

million 

Total 

$921 

million 

$532 

million 

$563 

million 

$392 

million 

$314 

million 


Source: 2/1 1/2013 letter from Morgan Stanley legal counsel to Subcommittee, at 
PSI-MorganStanley-02-000002. 


On August 15, 2014, Morgan Stanley expanded its natural gas 
activities by purchasing a portfolio of North American natural gas assets 


2/1 1/2013 “Morgan Stanley Commodities: Business Overview,” prepared by Morgan 
Stanley, PSl-MorganStanley-0 1-000001 - 027, at 005. 

7/8/2010 letter from Morgan Stanley to Federal Reserve, FRB-PSl-200173 - 182, at 177. 

Id. 

See, e.g., “Deal or No Deal, Morgan Stanley Commodity Trade Shrinks,'’ WHTC, Matthew 
Robinson and Scott Disavino (6/7/2012), http://whtc.coni/news/articles/2012/jun/07/deal-or-no- 
deai-morgan-stanley-commodity-trade-shrinks/. 

See, e.g., id.; “Morgan Stanley LNG traders leave for Glencore - sources,” Reuters 
(6/6/2013), http://www.reuters,com/articIe/2013/06/06/morgan-Ing-idUSL5N0EI0QD20 130606. 

2/1 1/201 3 “Morgan Stanley Commodities: Business Overview,” prepared by Morgan 
Stanley, PSI-MorganStanley-Ol-OOOOOi - 027, atOlO. 

Id. at 021. This organization is also referred by other, similar names. See, e.g., 1/9/2013 
“Morgan Stanley Commodities Business Overview ” prepared by Morgan Stanley, FRB-PSI- 
624436 - 508, at 450 (referring to a “North American Electricity/Natural Gas” desk). 

2/11/2013 letter from Morgan Stanley legal counsel to Subcommittee, PSI-MorganStanley- 
02-000001 -004, at 002. 
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from Deutsche Bank.'”^ According to Morgan Stanley, the portfolio 
consisted of “listed commodity futures contracts and options on 
commodity futures contracts; cash-settled over-the-counter swap and 
swap option agreements; and physical forward agreements. It stated 
that no physical commodity infrastructure assets were part of the 
transaction. In addition, Morgan Stanley noted that, of the “13,200 
discrete transactions . . . only 24 were physically-settled forward 
contracts”; the rest were financially-settled.'^^* Morgan Stanley noted 
that the delivery dates for those transactions ranged from 2014 to 
2017.'*” 


(b) Planning to Construct a Compressed Natural Gas 
Facility 

In 2013, in a major expansion of its physical natural gas activities, 
Morgan Stanley Commodities launched an effort to construct a $355 
million compressed natural gas (CNG) facility in Texas, using shell 
corporations run by Morgan Stanley personnel.'*** The objective was to 
construct the facility, initiate large-scale compressed natural gas 
operations, and sell the containerized gas, primarily by exporting it to 
countries in Central America and the Caribbean. 

Compressed natural gas (CNG) is natural gas stored at high 
pressure in containers of various sizes.'**’ CNG has most often been 
used to power vehicles.'*'” CNG has also been viewed as a way to 
export natural gas, providing an alternative to Liquefied Natural Gas 
(LNG), although no large-scale CNG exporting operations currently 
exist in the United States.'*'" In November 2013, Emera CNG, LLC, a 
Canadian energy company, filed the first application submitted to DOE 
to export CNG on a large scale; portions of that application are still 
under DOE consideration.'*''* Also in 2013, the United States approved 

9/19/2014 letter from Morgan Stanley legal counsel to Subcommittee, PSI-MorganStanley- 
13-000001 -009, at 002. 

‘""Id. 

Id. Deutsche Bank originally entered into these transactions with “five middle-market 
Canadian gas marketers and Natural Gas Exchange, Inc., as counterparties.” 

Id. Morgan Stanley purchased 22 fixed price natural gas forward agreements and 2 basis 
transactions. Morgan Stanley also entered into a swap agreement with the three Deutsche Bank 
entities. Under the terms of that agreement Morgan Stanley “agreed to take both the future 
commodity price and credit risk of the [Deutsche Bank] contracts being sold.” 

‘“Ud. 

Id. at 008. 

See undated “Natural Gas Fuel Basics,” DOE wehsite, 
http://www.afdc.energy.gov/fuels/natural_gas_basics.html. 
isr^id^ 

Subcommittee briefing by the U.S. Department of Energy (10/14/2014). 

Id.; 11/20/2013 “Application ofEmera CNG LLC for Long-Term Multi-Contract 
Authorization to Export Compressed Natural Gas,” Docket No. 13-157-CNG,” filed by Emera 
CNG, LLC, 

http://www.fossil.energy.gov/programs/gasregulation/authorizations/2013_applieations/13_157_ 
cng.pdf. See also “Two new natural gas export plans set up challenge to controversial policy,” 
Platts . Brian Scheid (12/27/2013), http://blogs.platts.coin/2013/12/27/lng-2projects/. 
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construction of a $10 billion LNG facility at Quintana Island, Texas, 
known as the “Freeport LNG Project,” to export natural gas in liquefied 
form.'^"^^ Morgan Stanley launched its CNG project around the same 
time, seeking to establish a CNG facility in the same general vicinity as 
the Freeport LNG Project. 

Morgan Stanley claimed that it could engage in this new activity 
under the Gramm-Leach-Bliley grandfather clause, even though it had 
never before built or run a CNG facility. Morgan Stanley reasoned that 
it could act under the grandfather clause because it had long dealt with 
natural gas that is pressurized when it moves through natural gas 
pipelines, including pipelines operated by its TransMontaigne 
subsidiary, even though a plant designed to produce massive amounts of 
natural gas for export would require more intensive pressure on a much 
larger scale.'^'*'' Morgan Stanley told the Subcommittee that it also had 
experience building complex energy facilities, pointing, for example, to 
its 2000 construction of a 360 megawatt electrical plant in Nevada 
known as the Naniwa power plant. 

The Federal Reserve told the Subcommittee that when it inquired 
about the project, Morgan Stanley explained that it had decided to 
construct the CNG facility because it saw a “market opportunity.”'^'*^ 
According to the Wentworth application, Morgan Stanley’s primary 
target market is Central American and Caribbean countries that have no 
existing natural gas pipelines, and where Morgan Stanley believes CNG 
can be delivered at a relatively low price.'^"’ In a letter to the 
Subcommittee, Morgan Stanley wrote that “the CNG business is being 
developed in order to deliver a cheap and cleaner source of fuel to power 
generators and other commercial end users who need access to reliable 
natural gas supplies . . . [and to] assure long term delivery of this fuel 
source.”'^'** Morgan Stanley indicated that the new facility would 
deliver CNG to both domestic and foreign clients. 

Forming Shell Corporations. To conduct work on the CNG 
project, on October 21, 2013, Morgan Stanley, through its key 


“Energy Department authorizes additional volume at proposed Freeport LNG facility to 
export liquefied natural gas,” (1 1/15/2013), http://energy,gov/artieles/energy-department- 
authorizes-additional-volume-proposed-freeport-lng-facility-export. See also, e.g., “U.S. 
Approves Expanded Gas Exports,” Wall Street Journal . Keith Johnson and Den Lefebvre 
(5/18/2013), 

http://online.wsj.eom/news/articie.s/SB10001424127887324767004578489130300876450. 

See undated document, “Draft Talking Points Regarding Commodities Plans to Sell and 
Export Compressed Natural Gas,” prepared by Morgan Stanley, PSI-MorganStanley-00000 1 - 
043, at 042 - 043. 

Subcommittee briefing by Morgan Stanley (11/18/2014), 

Subcommittee briefing by Federal Reserve, (9/19/2014), 

'«’ld. 

1548 9/j 9/2014 letter from Morgan Stanley to Subcommittee, PSl-MorganStanley-13-000001 - 
009, at 008, 

Subcommittee briefing by the Federal Reserve, (9/19/2014), 
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commodities subsidiary, Morgan Stanley Capital Group, formed two 
wholly-owned shell companies in Delaware, Wentworth Compression 
LLC and Wentworth Gas Marketing LLC.'^^“ Seven months later, on 
April 1, 2014, Morgan Stanley incorporated a third wholly-owned shell 
company in Delaware, Wentworth Holdings LLC, and transferred to it 
the stock of the two earlier companies, so that they became its wholly- 
owned subsidiaries. The current Wentworth ownership structure is as 
follows: 


Wentworth Ownership Structure 



Source: 9/19/2014 letter from Morgan Stanley to Subcommittee, at 
PSI-MorganStanley- 1 3-000004. 

Morgan Stanley told the Subcommittee that none of the three 
Wentworth companies has any employees of its own “at present.” 
Instead, all three companies “rely upon the expertise and day-to-day 
involvement of employees of Morgan Stanley” to carry out their 
activities. According to Morgan Stanley, the Wentworth companies 
utilize “the breadth of the firm, including support in legal, tax, risk 
management and many other areas.”'^^^ 


1550 9/19/2014 letter from Morgan Stanley legal counsel to Subcommittee, PSl-MorganStanley- 
13-000001 - 009, at 003. See also the incorporation papers for the three Wentworth entities, 
MS-COM-0001 -006. 

9/19/2014 letter from Morgan Stanley legal counsel to Subcommittee, PSI-MorganStanley- 
13-000001 -009, at 005. 

Id, at 008. 

'”Gd. 
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In addition to relying on Morgan Stanley employees for day-to-day 
operations, the three Wentworth companies rely on Morgan Stanley 
Commodities executives for their leadership.'^ '' All three Wentworth 
companies list the same Board members, officers, and managers. The 
President and Manager of each company is Simon Greenshields, Global 
Co-Head of Morgan Stanley Commodities. The companies also have 
the same three Vice-Presidents and Managers; Nancy King, Global 
Head of Oil Liquids Flow; Peter Sherk, Head of North American Power 
and Gas; and Deborah Hart, Chief Operating Officer of North American 
Power and Gas.'^^^ Each of these individuals is formally employed by 
Morgan Stanley Capital Group (MSCG) and works for the Morgan 
Stanley Commodities group.' In a letter to the Subcommittee, 

Morgan Stanley stated that “strategic management and operational 
decision-making at the Wentworth entities ... is made by MSCG 
[Morgan Stanley Capital Group] employees.”'^^^ 

In addition to relying on Morgan Stanley for its leadership and 
employees, the three Wentworth companies rely on it for office space. 
Morgan Stanley told the Subcommittee that none of the Wentworth 
companies has its own office. Instead, the Wentworth companies have 
designated as their place of business the same building used by Morgan 
Stanley Commodities in Purchase, New York.'^^* As Morgan Stanley 
put it; “the principal administrative business for each of the Wentworth 
entities is conducted within the Commodities group at Morgan Stanley’s 
offices located in Purchase, NY.”'^^’ 

Morgan Stanley told the Subcommittee that it formed the 
Wentworth entities for the sole purpose of acting as the owner and 
operator of the CNG facility and to market the containerized gas. When 
asked for the origin of the name, Morgan Stanley explained that “in the 
early phases of the project,” it had considered locating the CNG facility 
in the City of Port Wentworth, near the Port of Savannah in Georgia, but 
later decided to develop the Texas site first.'^“ 

Constructing the CNG Facility. Morgan Stanley has expended 
substantial resources on the CNG project to date. Among other steps, it 
has entered into an Engineering, Procurement, and Construction 


Id. at 005. 

Id. 

1556 „ 

Id. at 006. 

See, e.g., In re Wentworth Gas Marketing LLC . FE Docket No. 14-63-CNG, “Application of 
Wentworth Gas Marketing LLC for Long-Term Authorization to Export Compressed Natural 
Gas,” (5/13/2014), at 3 , http://energy.gov/sites/prod/fiies/2014/06/fl 6/I4_63_cng tracy.pdf 
(listing the Purchase, New York address as the “principal place of business” of Wentworth Gas 
Marketing LLC and Wentworth Compression LLC). 

■^59 9/19/2014 letter from Morgan Stanley legal counsel to Subcommittee, PSI-MorganStanley- 
13-000001-009. 

Id. at 004. 
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Agreement with H.P. Industries to design and build the CNG facility.'^®’ 
H.P. Industries, in turn, has contracted with a third party for the facility 
design. Morgan Stanley has selected a possible site for the facility, 
50 acres known as Parcel 19, which is owned by the Port of Freeport in 
Texas. H.P. Industries has entered into an access agreement to 
inspect the site,'^^"* and has hired a professional consulting firm to 
provide a required site assessment. H.P. Industries has also 
commenced a “Phase I environmental review.”'^'^'^ H.P. Industries has 
also placed an order for the facility compressors, since they require lead 
time to procure.'^*’ 

Morgan Stanley told the Subcommittee it is currently negotiating a 
lease with Port Freeport and working to obtain electrical and natural gas 
pipeline connections for the site.'^*^* Morgan Stanley indicated that it 
had also evaluated potential insurance, but did not plan to obtain actual 
insurance until the facility begins construction.'^'"’ 

In May 2014, Morgan Stanley filed an application with the 
Department of Energy’s Office of Fossil Energy seeking “long-term 
authorization” to export containerized gas.'^^" The application was filed 
in the name of Wentworth Gas Marketing LLC, and sought authority to 
export 60 billion cubic feet of CNG annually for a 20-year period.'^ ' It 
requested authorization to “export CNG using intermodal transportation 
containers via truck and ocean-going carrier” to any country with which 
the United States has a Free Trade Agreement. The application 
explained that Wentworth planned to move CNG from Parcel 19 “via 
truck approximately one mile to the Port of Freeport,” where it would 
then be “shipped on vessels charted by Wentworth Gas to various 
destinations.”' The application also indicated that, “in the near term,” 
it planned to sell CNG to countries in Central America and the 

Id. at 006. 

■'“Id. 

See In re Wentworth Gas Marketing LLC . FE Docket No. 14-63-CNG, “Application of 
Wentworth Gas Marketing LLC for Long-Term Authorization to Export Compressed Natural 
Gas,” (5/13/2014), at 4, http://energy.gov/sites/prod/files/2014/06/fl6/14__63_cng_tracy.pdf. 

See 5/12/2014 “Access Agreement,” between H.P. Industries LLC and Port Freeport, 
attached as Appendix C to “Application of Wentworth Gas Marketing LLC for Long-Term 
Authorization to Export Compressed Natural Gas,” (5/13/2014), filed with the U.S. Department 
of Energy in In re Wentworth Gas Marketing LLC, FE Docket No. 14-63-CNG, 
http://energy.gOv/sites/prod/files/2014/06/fl6/14_63_cng_tiacy.pdf. 

Id. 

9 /] 9/20 14 letter from Morgan Stanley legal counsel to Subcommittee, at PSl- 
MorganStaniey-13-OOOOOI - 009, at 006. 

Id. 

1568 id^ 

Id. at 007. 

See In re Wentworth Gas Marketing LLC . FE Docket No. 14-63-CNG, “Application of 
Wentworth Gas Marketing LLC for I.x)ng-Term Authorization to Export Compressed Natural 
Gas,” (5/13/2014), http://energy.gov/sites/prod/files/2014/06/n6/14 63_cngjracy.pdf. 

Id. atl. 

1572 ra 



644 


296 

Caribbean.'^^"^ The Department of Energy granted Wentworth 
authorization to export CNG in October 2014.'^’^ 

Morgan Stanley estimated the total construction cost for the CNG 
facility at up to $55 million.’’^® It indicated that fabrication of the 
natural gas shipping containers would require an “initial investment of 
up to $300 million.”'^’’ Morgan Stanley projected that a second facility 
in Georgia would have an “equivalent” cost of $55 million. Shipping 
containers for that second facility would be an additional expense. 

Morgan Stanley’s plans to build CNG facilities were not widely 
known until its DOE application for export authority was made public 
and became the subject of a news report.'*^’ Some media reports 
described the effort to set up a large-scale CNG export operation as 
unusual.'^®° Others noted that the Morgan Stanley proposal to export 60 
billion cubic feet per year far exceeded the earlier Emera proposal to 
export 9 billion cubic feet.’^*' Some negative reactions to the proposal 
also suggested it may be controversial, with opposition focused 
primarily on exporting large amounts of low-cost domestic natural gas to 
other countries.'^*^ 

Informing the Federal Reserve. Federal Reserve personnel in 
Washington, D.C. told the Subcommittee that they first became aware of 
the Morgan Stanley CNG project when it was disclosed in the August 
2014 media report, nearly a year after Morgan Stanley had begun work 

Id, at 2. 

See In re Wentworth Gas Marketing LLC . FE Docket No. 14-63-CNG, “Order Granting 
Long-term Authorization to Export Compressed Natural Gas by Vessel From a Proposed CNG 
Compression and Loading Facility at the Port of Freeport, Texas, to Free Trade Agreement 
Nations,” (10/7/2014), http://energy.gov/sites/prod/files/2014/10/fl8/ord3515.pdf. 

1576 9/19/2014 letter from Morgan Stanley legal counsel to Subcommittee, at PSl- 
MorganStanley-13-000001 -009, at 008. 

1577 ,d 

Id. at 007. 

See “Morgan Stanley plans natural gas export plant in new commodities foray,” Reuters, 
Anna Louie Sussman (8/29/2014), http://www.reuters.eom/article/2014/08/29/us-morganstanley- 
naturalgas-idUSKBN0GT0B320140829. 

See, e.g., “Morgan Stanley Forays Into Natural Gas Commodities,” Stocks.org, Jennifer 
Zhang (8/29/14), http://stocks.org/energy-solar/morgan-stanley-nysems-forays-into-natural-gas- 
commodities/25] 80/ (“There has not been another project like this in the industry.”); “Morgan 
Stanley subsidiary plans $30 million - $50 million Texas maritime CNG export facility,” NGV . 
Today (9/3/2014), 

http://ngvtoday.Org/2014/09/03/morgan-stanley-subsidiary-plans-30-million-50-million-texas- 
maritime-cng-export-facility/ (indicating an energy expert describing it as “one of the first such 
CNG export projects he was aware of’), 

“Morgan Stanley Forays Into Natural Gas Commodities,” Stocks.org, Jennifer Zhang 
(8/29/14), http://stocks.org/energy-solar/morgan-stanley-nysems-forays-into-natural-gas- 
commodities/25 1 80/1 See also “Morgan Stanley subsidiary plans $30 million - $50 million 
Texas maritime CNG export facility,” NGV Today (9/3/2014), 

http://ngvtoday.Org/2014/09/03/morgan-stanley-subsidiaiy-plans-30-million-50-million-tcxas- 

maritime-cng-export-facility/. 

See, e.g., discussion about the Morgan Stanley CNG proposal on CNGchat.com, 

http://www,cngchat.com/forum/showthread.php?12170-Morgan-Staniey-Wentworth-Gas- 

Marketing-plan-30-to-50M-EXPORT-plant-at-Freeport-TX, 
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on Morgan Stanley told the Subcommittee that it provided “an 
initial, oral notice” of the project to the Federal Reserve Bank of New 
York (FRBNY) in November 2013, and provided detailed information in 
May 2014, in response to a FRBNY request for information about its 
grandfather activities.'^'*'' The Federal Reserve told the Subcommittee 
that its personnel received the information in May 2014, but did not 
focus on the Wentworth project prior to the news report.'^*'’ The Federal 
Reserve also told the Subcommittee that it was still analyzing the CNG 
project to determine whether it was an ^^|iropriate use of the Gramm- 
Leach-Bliley grandfathering authority.' 

When the Subcommittee spoke with the Federal Reserve about the 
project, the Federal Reserve representatives indicated they had been 
under the impression that Morgan Stanley had acquired the Wentworth 
companies as unrelated, pre-existing businesses; the Federal Reserve 
indicated that it had not been aware, until informed by the 
Subcommittee, that the Wentworth companies were shell corporations 
formed and run by Morgan Stanley employ ees.'^*^ When asked, the 
Federal Reserve representatives indicated that they were unaware of any 
other instance in which a financial holding company had formed shell 
corporations and then used them to build an industrial facility to handle 
physical commodity activities.'^** 

(c) Investing in a Natural Gas Pipeline Company 

Over the past decade, in addition to trading natural gas financial 
instruments and launching the CNG construction project, Morgan 
Stanley has used its merchant banking authority to invest in an array of 
physical natural gas businesses, including a large natural gas pipeline 
company in the Midwest known as Southern Star. Morgan Stanley’s 
investment in Southern Star is through an investment fund called 
Morgan Stanley Infrastructures Partners LP, which is located within 
Morgan Stanley’s Merchant Banking & Real Estate Investing group and 
is administered, advised, and overseen by Morgan Stanley personnel. 

Morgan Stanley Infrastructure Partnership. Although Morgan 
Stanley portrays Southern Star as owned by an investment fund in which 
Morgan Stanley holds only a minority interest, that investment fund, 
Morgan Stanley Infrastructure Partners LP (MSIP), is intimately 
connected to Morgan Stanley. MSIP was established by Morgan Stanley 
in 2007, and is managed by Morgan Stanley employees operating out of 


Subcommittee briefing by the Federal Reserve (9/19/2014). 

1 1/18/2014 Morgan Stanley letter to Subcommittee, PSl-MorganStanley-25-000001 - 008, at 
003; 5/19/2014 letter from Morgan Stanley to FRBNY, PSI-MorganStanley-26-000005 - 044. 
Subcommittee briefing by the Federal Reserve (9/19/2014). 

15S6 y 

■’"Id. 
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Morgan Stanley offices. Morgan Stanley was the largest investor in 
MSIP’s initial infrastructure fund, supplying $430 million. MSIP owns 
100% of Southern Star. 

Although MSIP is controlled by Morgan Stanley, it has a complex 
ownership structure that reflects different groups of investors and 
projects. At the apex of the ownership structure is Morgan Stanley. In 
the next tier is MS Holdings, Inc., which is wholly owned by Morgan 
Stanley.'^^® MS Holdings, in turn, owns 100% of Morgan Stanley 
Infrastructure, Inc. (MSI). MSI is the manager of MSIP. MSI is 
also a business unit within Morgan Stanley’s Merchant Banking & Real 
Estate Investing group. MSI currently has 37 employees, all of 
whom are Morgan Stanley employees in the Merchant Banking & Real 
Estate Investing group and work exclusively on MSIP infrastructure 

• 1594 

projects. 

The remaining layers of MSIP’s ownership structure grow 
increasingly complex. Virtually all of the remaining entities are shell 
entities with no employees or offices of their own. One key entity is 
Morgan Stanley Infrastructure GP LP (MSIGP), which is the general 
partner of MSIP. MSIGP is a shell entity with no employees of its own. 
Its general partner is MSI, and MSI employees actually administer 
MSIGP, meaning that, on a practical level, MSI manages MSIP.'^®^ 
Also included within the ownership structure are multiple limited 
partnerships and “feeder vehicles” that group together certain types of 
investors and “feed” their investment dollars to MSIP and its 
infrastructure projects. The following graphic depicts MSIP’s full 
ownership structure: 


See 8/29/2014 “Morgan Stanley Infrastructure Partners: Overview of Southern Star,” 
prepared by Morgan Stanley, MS-PSI-OOOOOOOl - 037, at 006; 10/24/2014 “Morgan Stanley 
Infrastructure Partners Southern Star Follow Up Questions,” prepared by Morgan Stanley, MS- 
PSI-00000455 - 475, at 458; 9/1 1/2013 “Morgan Stanley Infrastructure Platform Review,” 
prepared by Morgan Stanley, FRB-PSI-400321 - 382, at 326. 

See 10/24/2014 “Morgan Stanley Infrastructure Partners: Southern Star Follow Up 
Questions,” prepared by Morgan Stanley, MS-PSI-00000455 - 475, at 456. 

Id. 

Id. See also 8/29/2014 “Morgan Stanley Infrastructure Partners: Overview of Southern 
Star,” prepared by Morgan Stanley, FRB-PSI-00000001 - 037, at 002. 

Id. at 005. 

Id. at 008; Subcommittee briefing by Morgan Stanley (9/8/2014). 

See 10/24/2014 “Morgan Stanley Infrastructure Partners; Southern Star Follow Up 
Questions,” prepared by Morgan Stanley, MS-PSI-00000455 - 475, at 457; 8/29/2014 “Morgan 
Stanley Infrastructure Partners: Overview of Southern Star,” prepared by Morgan Steinley, MS- 
PSI-00000001 - 037, at 002 and 006. 
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MSIP Investments. MSIP is a closed investment fund with a 1 5- 
year term ending in 2022.*^*^ MSIP raised about $4 billion for its 
investments, most of which are ongoing.'^^^ To find investors, MSI 
“utilize[d] Morgan Stanley’s institutional and wealth management 
distribution networks ... work[ing] through three sales channels.”’’** 
According to Morgan Stanley, investors contributed about $3.6 billion or 
nearly 90% of MSIP’s investment capital.”** Those investors included 
pension funds, financial institutions, corporations, endowment funds, 
high net worth individuals, and some Morgan Stanley employees. 

The remaining 10.74% of MSIP’s investment capital, about $430 
million, came from Morgan Stanley, its single largest investor.”*' 

MSIP has been profitable, with a gross internal rate of return of 
about 12%,'**^ According to Morgan Stanley, MSIP has several 
categories of investments including “Energy and Utilities (oil and gas 
pipelines, regulated electricity assets, transmission and distribution 
systems, cmd water distribution and treatment).””*’ Out of a list of 16 
MSIP investments provided by Morgan Stanley to the Federal Reserve, 
eight involved physical commodity activities.”*"* They included an 
electricity, heating, and cooling facility in the United States; a large 
electricity distributor in Chile; a natural gas distribution company in 
Spain; hydropower plants in China; and a wind power developer and 
operator In India. '^*’ As of March 31, 2013, Southern Star was MSIP’s 
largest single investment. '^*^ 

Southern Star. MSIP owns 100% of Southern Star Central Corp., 
the parent company of Southern Star Central Gas Pipeline Inc., its 
wholly owned subsidiary.'^** MSIP purchased 40% of Southern Star’s 


8/29/2014 “Morgan Stanley Infrastructure Partners: Overview of Southern Star,” prepared by 
Morgan Stanley, MS-PSl-OOOOOOOl - 037, at 012; 9/11/2013 “Morgan Stanley Infrastructure 
Platform Review,” prepared by Morgan Stanley for FRBNY, FRB-PSI-400321 ~ 382, at 332. 

1597 g/29/2014 “Morgan Stanley Infrastructure Partners: Overview of Southern Star,” prepared by 
Morgan Stanley, MS-PSl-OOOOOOOl - 037, at 009; 9/11/2013 “Morgan Stanley Infrastructure 
Platform Review,” prepared by Morgan Stanley for FRBNY, FRB-PSI-400321 - 382, at 332, 

381. 

1598 1/2013 “Morgan Stanley Infrastructure Platform Review,” prepared by Morgan Stanley 
for FRBNY, FRB-PSI-400321 - 382, at 351. 

1599 g/29/2014 “Morgan Stanley Infrastructure Partners: Overview of Southern Star,” prepared by 
Morgan Stanley, MS-PSI-OOOOOOOl - 037, at 006 and 009. 

Id. at 009; Subcommittee briefing by Morgan Stanley (9/8/2014). 

1601 g/29/2014 “Morgan Stanley Infrastructure Partners: Overview of Southern Star,” prepared by 
Morgan Stanley, MS-PSI-OOOOOOOl - 037, at 009, footnote 1. 

1602 9/j j/ 2013 “Morgan Stanley Infrastructure Platform Review,” prepared by Morgan Stanley 
for FRBNY, FRB-PSI-400321 - 382, at 336. 

Id. at 327. 

Id. at 333. 

Id. See also 10/24/2014 “Morgan Stanley Infrastructure Partners: Southern Star Follow Up 
Questions,” prepared by Morgan Stanley, MS-PSI-00000455 - 475, at 467; Morgan Stanley 
Infrastructure Partners website, http://www.morganstanley,com/infrastructure/portfoiio.html. 

1606 ^/ j I/ 2 Q 1 3 “fyiorgan Stanley Infrastructure Platform Review,” prepared by Morgan Stanley 
for FRBNY, FRB-PSI-400321 - 382, at 336. 

See 8/23/2012 Morgan Stanley press release, “Morgan Stanley Infrastructure Partners 
acquires full ownership of Southern Star Central Corp.,” 
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shares in 2010, and acquired the remaining 60% in 2012.'*’'’* Morgan 
Stanley relied on the Gramm-Leach-Bliley merchant banking authority 
to buy the company and, under the statutory requirements, generally 
must sell the company within ten years, by 2020."’°^ 

Southern Star was founded in 1904, and is headquartered in 
Owensboro, Kentucky.'*^'® It “is the primary gas transmission and 
natural gas storage facility provider” in certain areas of the Midwest, 
with approximately 6,000 miles of pipeline serving Colorado, Kansas, 
Missouri, Oklahoma, Texas, and Wyoming."’" Its pipeline system has a 
delivery capacity of approximately 2.4 billion cubic feet (Bcf) of natural 
gas per day, and its primary function is delivering gas to local natural 
gas distributors in its service areas."’’^ Southern Star serves a number of 
metropolitan areas including St. Louis, Kansas City, and Joplin in 
Missouri, and Kansas City, Wichita, Topeka, and Lawrence in 
Kansas.'®'^ 

Southern Star operates eight underground natural gas storage 
fields: seven in Kansas and one in Oklahoma.'^'”' The fields have a 
“natural gas storage capacity of approximately 47 Bcf and aggregate 
delivery capacity of approximately 1.3 Bcf of natural gas per day.”'®'^ 
Southern Star also has transportation contracts with 127 natural gas 
shippers, which include: 

“regulated natural gas distribution companies, municipalities, 

intrastate pipelines, direct industrial users, electrical generators, 


http://www.morganstanley.eom/about/press/aiticles/e5a5716e-8ff9-4b44-b073- 

ba6255f5b077.html. 

ieo8 g/29/2014 “Morgan Stanley Infrastructure Partners; Overview of Southern Star,” prepared by 
Morgan Stanley, MS-PSI-OOOOOOOl - 037, at 003; Morgan Stanley corporate website, 
http://www,morganstanley.com/infrastructure/portfolio.html; 8/23/2012 Morgan Stanley press 
release, “Morgan Stanley Infrastructure Partners acquires full ownership of Southern Star Central 
Corp.,” http://vww.morganstanley.com/about/press/articles/e5a5716e-8ff9-4b44-b073- 
ba6255f5b077.html. MSIP acquired the remaining shares from GE Energy Financial Services, 
Inc. (GE), which resulted in a change in control for Southern Star. See Southern Star Central 
Corp. iO-Q, 09/30/2013, at 8, 

http://vww.sec.gOv/Archives/edgar/data/1260349/000I26034913000016/southernstarl0q930201 

3rl89.pdf. 

1609 g/29/2014 “Morgan Stanley Infrastructure Partners: Overview of Southern Star,” prepared by 
Morgan Stanley, MS-PSI-OOOOOOOl - 037, at 014. 

See undated “About Southern Star,” Southern Star website, http://www.sscgp.com/about- 
southem-star/. 

Southern Star Central Corp. Form 10-Q for fiscal year ending 6/30/2014, SEC website, at 8, 
http://www.sec.gov/Archives/edgar/data/1260349/0001260349i4000020/southemstarl0q630201 
4doc.htm. See also “About Southern Star,” Southern Star website, http://www.sscgp.com/about- 
southem-star/. 

Southern Star Central Corp. Form 10-Q for fiscal year ending 6/30/2014, SEC website, at 8, 
http://www.sec.gOv/Archives/edgar/data/1260349/000126034914000020/southernstarl0q63020I 
4doc.htm. 

8/29/2014 “Morgan Stanley Infrastructure Partaers: Overview of Southern Star,” prepared by 
Morgan Stanley, MS-PSI-OOOOOOOI - 037, at 016. 

Southern Star Central Corp. 10-K, 12/31/2013, at 2, 
http;//wvAV.sec.gov/ Archives/edgar/data/1260349/ 

000 1260349 1 4000002/southemstar20 131 Okdoc.htm. 
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gas marketers and producers. Central transports natural gas to 
approximately 528 delivery points, including natural gas 
distribution companies and municipalities, power plants, interstate 
and intrastate pipelines, and large and small industrial and 
commercial customers.”'®'* 

In addition, Southern Star has 41 compressor stations to facilitate natural 
gas transport.'®’’ 

Southern Star Ownership. As indicated earlier. Southern Star is 
wholly owned by Morgan Stanley Infrastructure Partners LP (MSIP), an 
investment fund that is administered, advised, and controlled by Morgan 
Stanley personnel. According to Morgan Stanley, MSIP uses a “typical 
Holding Company, Operating Company ownership structure commonly 
used for regulated pipelines” under oversight of the Federal Energy 
Regulatory Commission.'®'* 

According to Morgan Stanley, MSI, which manages MSIP, 
“formed two intermediate holding companies: MSIP Southern Star, LLC 
(March 2010) and MSIP Southern Star II, LLC (September 2012) to 
acquire and hold” MSIP’s ownership interests in Southern Star.' 

Those two intermediate holding eompanies wholly own MSIP-SSCC 

Holdings LLC (MSIP-SSCC), whieh, in turn, owns Southern Star’s 
.. 1620 
parent corporation. 


(616 Id 

8/29/2014 “Morgan Stanley Infrastructure Partners: Overview of Southern Star,” prepared by 
Morgan Stanley, MS-PSI-OOOOOOOl - 037, at 016. According to Southern Star, it is not involved 
with natural gas production, refining, or liquefied natural gas. Id. at 019. 

1618 g/29/2014 “Morgan Stanley Infrastructure P^tners, Overview of Southern Star,” MS-PSI- 
OOOOOOOl - 037, at 003. 

’^'^Id. 

Id. 
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The following graphic is a simplification of Southern Star’s ownership 
structure: 



Source: 8/29/2014 “Morgan Stanley Infrastructure Partners, Overview of Southern Star,” 
prepared by Morgan Stanley, at rRB'PSi-000000()4. 

The two intermediate holding companies are ultimately owned by 
MSIP, through the complex ownership strueture of limited partnerships 
and feeder vehieles indicated earlier. The three entities depieted in the 
graphic above represent the 380 global investors that have invested in 
MSIP.'*’^' Morgan Stanley told the Subcommittee that, as a result of the 
MSIP ownership structure, it ultimately holds a 10.74% indirect 
ownership interest in Southern Star. ° 

Board of Directors. The Southern Star Board of Directors 
consists of three MSI senior executives who are also Morgan Stanley 
employees. The Board meets quarterly and reviews information on 
Southern Star’s financial performance, business aetivities and 
development projects, volume throughput, compliance issues, 
environmental issues, and eapital .spending plans, among other issues. 
When asked by the Subcommittee if Southern Star’s Board presentations 


Subcommittee briefing by Morgan Stanley (9/8/2014). Morgan Stanley explained that 
Morgan Stanley Infrastructure Partners A Sub, LP is the feeder vehicle used by foreign 
investors; Morgan Stanley Infrastructure Partnere LP is the feeder vehicle used by domestic 
investors; and Morgan Stanley Infrastructure Investors LP is the feeder vehicle used by Morgan 
Stanley employees, including former employees. Id. 

8/29/2014 “Morgan Stanley Infrastructure Partners Overview oFSouthern Star,*’ MS-PSI- 
00000001 - 037, at 002. Morgan Stanley told the Subcommittee that the Voickcr Rule requires it 
to reduce its holdings in investment funds to 3%, but asserted that MSIP was covered by an 
exception for illiquid funds. Subcommittee briefing by Morgan Stanley (9/8/^20 1 4). 

1623 g/29/2014 “Morgan Stanley Infrastructure Partners Overview' of Southern Star." MS-PSI- 
00000001 - 037, at 023, 

1624 , . 
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were ever given to the Morgan Stanley Commodities group, several 
MSIP representatives said “absolutely not.”’®^^ 

In addition to Board meetings, Morgan Stanley indicated that 
monthly meetings were held between Southern Star and MSI personnel 
to discuss business activities.'^® Morgan Stanley representatives told 
the Subcommittee that while its employees worked with Southern Star 
management, they were aware that, under the merchant banking 
statutory restrictions, Morgan Stanley was prohibited from becoming 
involved in the company’s day-to-day operations. At the same time, 
Morgan Stanley indicated that its employees had reviewed Southern 
Star’s vendors, performed counterparty assessments, utilized Morgan 
Stanley’s legal and insurance expertise to assist Southern Star, and 
exercised oversight over pipeline safety issues.'®^* In 2010, the Board of 
Directors, which consists of Morgan Stanley employees, directed 
Southern Star to create a Chief Compliance Officer position to oversee 
pipeline integrity, safety issues, and regulatory compliance.'®^^ 

Incidents. As a natural gas business, Southern Star faces a range 
of operational risks, including pipeline ruptures, natural gas leaks, and 
damages caused by natural disasters like tornadoes or earthquakes. 
According to Morgan Stanley, Southern Star has “a strong safety and 
environmental record,” with no material incidents over the past ten 
years. 

According to documents found on the website of the National 
Transportation Safety Board (NTSB), prior to Morgan Stanley’s 
acquisition of the company, one of Southern Star’s pipelines was 
ruptured in 2006, by an unrelated contractor doing work for a third 
party.'®^' The accident occurred on September 29, 2006, in Mound 
Valley, Kansas. According to the NTSB materials. Double M 
Construction Company was doing trenching work for a natural gas well 
project.'®^^ While trenching, an operator of Double M struck Southern 
Star’s underground pipeline, which ran through the property. The 
ruptured pipeline leaked gas, which then came into contact with the 


Subcommittee briefing by Morgan Stanley (9/8/2014). 

1626 

1627 ,d 

1628 ,d 

1629 ,d 

1630 g/29/2014 “Morgan Stanley Infrastructure Partners, Overview of Southern Star,” prepared by 
Morgan Stanley, MS-PSI-OOOOOOOl - 037, at 026. 

U.S. Department of Transportation, “Incident report - gas transmission and gathering 
systems, Southern Star gas pipeline,” (1 0/1 1/2006), PSI-USDOTIncidentRpt_Oct06-00000 1 . 

See also “Kansas State Fire Marshal Department Fire Investigation Summary Report,” 
(12/12/2006), Case No. 24731, PSRKSFireMarRpt__Nov06-000001 - 024, at 001-003. See also 
“Kansas Corporation Commission Report and Recommendation in the matter of the investigation 
of Double M Construction, Inc.,” Docket no. 07-MMCP-469~SHO, (1 1/13/2006), PSI- 
KSFireMarRpt_Nov06-000001 - 024, at 013-024, 

Id. The owner of the natural gas well project was Admiral Bay Resources, Inc., which had 
contracted with Double J Construction Company, who in turn had subcontracted with Double M 
Construction to do the trenching. 
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running trenching machine and caused a large explosion and fire. One 
Double M Construction employee died, and there was substantial 
property damage.'®^^ The Kansas State Fire Marshal determined that 
Southern Star was aware of the illegal trenching near its underground 
pipeline before the accident occurred, but did not report it. When 
asked why. Southern Star stated that it did not have an obligation to 
report the conduct under Kansas law, which the Fire Marshal determined 
to be true.'*’^^ No government agency assessed a penalty against 
Southern Star in connection with the ineident. Southern Star was named 
as a defendant in a wrongful death case filed against Double J Pipeline 
Construction, which was settled in 2009, in part with a payment from 
Southern Star’s insurance policy.'^* 

Southern Star’s pipeline infrastrueture has also suffered damage 
due to natural disasters. In May 2013, Southern Star reported damage to 
its pipelines in Cement, Oklahoma, after a tornado hit the town. 

Morgan Stanley told the Subcommittee that insurance experts 
within the Merchant Banking and Real Estate Investment group have 
met with Southern Star to discuss the adequacy and pricing of insurance 
policies, and helped Southern Star obtain a comprehensive insurance 
program.'”* Its policies include insurance protecting against pollution 
incidents, well issues, property damage, damage from sabotage or 
terrorism, business interruption, and commercial crime, as well as 
directors’ and officers’ liability.'”’ 

Morgan Stanley-Southern Star Relationship. Morgan Stanley 
told the Subcommittee that it had a classic merchant banking 
relationship with Southern Star, in which it oversaw its overall business 
but did not participate in its day-to-day operations.'”’ In response to 
questions, Morgan Stanley said that it was not Southern Star’s primary 
banker and did not loan it money.'”' Morgan Stanley indicated that it 
also did not perform any natural gas trading activities on behalf of 

Id. Double M Construction was found to have been trenching illegally under Kansas law, 
because it did not follow certain protocols. The Kansas State Fire Marshal Department provided 
a report that concluded the incident was an accident, and there was no intentionally malicious 
conduct that led to the explosion. Id. 

1634 

Id. 

See Foran vs. Double J Pipeline Construction. L.L.C.. et al.. Docket No. C.T-2007-29 (USDC 
D- Okla.), “Order Approving Settlement” (7/31/2009); 10/24/2014 “Morgan Stanley 
Infrastructure Partners[;] Southern Star Follow Up Questions,” prepared by Morgan Stanley, 
MS-PSI-00000455 - 475, at 473 [sealed exhibit]. 

See “Energy infrastructure largely spared Oklahoma tornado’s fury,” Reuters, (5/21/2013), 
http://www.reuters.eom/article/2013/05/21/us-usa-tomadoes-energy- 
idUSBRE94K0Q920130521. 

Subcommittee briefing by Morgan Stanley (9/8^014). See also 8/29/2014 “Morgan Staley 
Infrastructure Partners, Overview of Southern Star,” prepared by Morgan Stanley, MS-PSI- 
00000001 -037, at 032. 

8/29/2014 “Morgan Stanley Infrastmcture Partners, Overview of Southern Star,” prepared by 
Morgan Stanley, MS-PSI-OOOOOOOl - 037, at 032. 

Subcommittee briefing by Morgan Stanley (9/8/2014). 

1641 
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Southern Star.’^'*^ In addition, according to Morgan Stanley, Southern 
Star did not provide physical natural gas or related services to Morgan 
Stanley, including the Morgan Stanley Commodities group. Morgan 
Stanley told the Subcommittee that information from Southern Star was 
shared with MSI employees in the Merehant Banking and Real Estate 
Investment Group, but not with anyone in the Morgan Stanley 
Commodities group. 

MSIP II. Morgan Stanley noted that MSI was sponsoring a 
second infrastructure investment fund, MSIP II, which was in the 
process of raising another $4 billion and would concentrate on energy, 
utility, and transportation projeets.'^^ Morgan Stanley told the Federal 
Reserve that it expected “energy-related infrastructure will constitute a 
majority of the deal flow in MSIP It identified possible 

“Americas” investments in “[sjhale oil opportunities,” natural gas 
gathering, processing, storage and LNG facilities; natural gas fired 
turbines; and wind and solar activities.'*”*’ Morgan Stanley also 
indicated that “MSI officers will Invest $25 million in MSIP II,” to align 
their interests with those of investors.'*”** MSIP II has raised about $1.5 
billion as of late 2014.'*”*’ The plans for MSIP II indicate that Morgan 
Stanley intends to continue to invest billions of dollars in natural gas and 
other commodity-related businesses for years to come. 

(d) Investing in Other Natural Gas Facilities 

Southern Star is not Morgan Stanley’s only natural gas investment, 
nor is MSIP the only Morgan Stanley merchant banking entity that has 
invested in natural gas. A second is Morgan Stanley Global Private 
Equity, a business unit which, like Morgan Stanley Infrastructure, is 
located within Morgan Stanley’s Merchant Banking & Real Estate 
Investing group.'**" As its name suggests, Morgan Stanley Global 
Private Equity is the financial holding company’s leading private equity 
investment arm. Currently, Morgan Stanley Global Private Equity has 
one active fund, Morgan Stanley Capital Partners V.'**' 

Like MSIP, the Morgan Stanley Capital Partners V investment 
fund was established by Morgan Stanley and is managed by Morgan 

1642 g/29/2014 “Morgan Stanley infrastructure Partners, Overview of Southern Star,” prepared by 
Morgan Stanley, MS-PSl-OOOOOOOl - 037, at 036. 

Id. at 025. 

Subcommittee briefing by Morgan Stanley (9/8/2014). 

1M5 1/2013 “Morgan Stanley Infrastructure Platform Review,” prepared by Morgan Stanley 

for FRBNY, FRB-PSI-400321 - 382, at 331, 344. 

Id. at 352. 

1647 

Id. at 346. 

8/29/2014 “Morgan Stanley Infrastructure Partners, Overview of Southern Star,” prepared by 
Morgan Stanley, MS-PSI-OOOOOOOl - 037, at 009. 

10/24/2014 “Morgan Stanley Infrastructure Partners: Southern Star Follow Up Questions,” 
mepared by Morgan Stanley, MS-PSI-00000455 - 475, at 459 [sealed exhibit]. 

Id. Four predecessor funds sponsored by Morgan Stanley Capital Partners “have either been 
fully realized or are in liquidation.” 
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Stanley employees operating out of Morgan Stanley offices. It has an 
ownership structure almost as complicated as that of MSIP.’^^^ Morgan 
Stanley is its largest investor, having held an ownership interest of 
between 23% and 33% in the fund since 2008.'*’^^ Morgan Stanley told 
the Subcommittee that MSIP and Morgan Stanley Capital Partners V, 
which are both within the Merchant Banking and Real Estate Investment 
group, share senior leadership but not other employees. In 2013, 
Morgan Stanley Global Private Equity had about 50 employees, all of 
whom were employed by Morgan Stanley.'*’^^ 

Morgan Stanley Capital Partners V has raised about $1.5 
billion. Its investment portfolio currently includes at least three 
natural gas-related investments: Triana Energy, Trinity, and Sterling 
Energy. Triana Energy Investments EEC owns 70% of a natural gas 
exploration and production company in West Virginia."'^* Trinity 
Investment Holdings, EEC owns 70% of “one of the largest independent 
C02 [carbon dioxide] pipeline systems in the US.”'*^^ Sterling 
Investment Holdings EEC owns 63% of a natural gas gathering and 
processing company. Sterling Energy Investments EEC, and is 
headquartered in Denver, Colorado.'**® 

Eike Southern Star, these natural gas companies have Morgan 
Stanley employees on their boards of directors and meet on a regular 
basis with Morgan Stanley personnel. They have similar operational and 
environmental risks as Southern Star. 


““ Id. at 459-460. 

1653 5/2]/2013 letter from Morgan Stanley legal counsel to Subcommittee, PSI-MorganStanley- 
05-000001 -006, at 003. 

10/24/2014 “Morgan Stanley Infrastructure Partners: Southern Star Follow Up Questions,” 
pr^ared by Morgan Stanley, MS-PSi-00000455 - 475, at 466. 

^^”9/1 1/2013 “Morgan Stanley Infrastructure Platform Review,” prepared by Morgan Stanley 
for FRBNY, FRB'PSI-400321 - 382, at 326. In a recent job listing seeking an investment 
professional for Morgan Stanley Capital Partners (MSCP), Morgan Stanley wrote: “MSCP 
employs a fully-integrated Operating Partner model and is unique among middle market private 
equity firms in its ability to leverage the global network and resources of Morgan Stanley to 
benefit the investment team and management teams with whom we partner to drive value 
creation.” October 2014 posting for “Vice President, Morgan Stanley Capital Partners,” 
Linkedin, 

https://www.linkedin.com/jobs2/view/24772940?trk=job_view_company_otherjobs&trk=job„v 

iew_company_other_jobs. 

1656 9/11/2013 “Morgan Stanley Infrastructure Platform Review,” prepared by Morgan Stanley 
for FRBNY, FRB-PSI-400321 - 382, at 326 (listing Merchant Banking and Real Estate Investing 
Funds, which includes MSCP V); 10/14/2014 email from Morgan Stanley legal counsel to 
Subcommittee, “MS Questions,” PSI-MorganStanley-18-000001 [sealed exhibit]. 

See Morgan Stanley Global Private Equity Fund website, portfolio list, 
http;//www.morganstanley.com/institutional/invest_management/private__equity/portfolio.html. 
See also 5/21/2013 letter from Morgan Stanley legal counsel to Subcommittee, PSI- 
MorganStanley-05~000001 - 006, at 004. 

1658 5/21/2013 letter from Morgan Stanley legal counsel to Subcommittee, PSI-MorganStanley- 
05-000001 -006, at 004. 

Id. See also Morgan Stanley Global Private Equity Fund website, portfolio list, 
http://www.morganstanley.com/institutional/invest_nianagement/private_equity/portfolio.html. 
^^^^5/21/2013 letter from Morgan Stanley legal counsel to Subcommittee, PSI-MorganStanley- 
05-000001 -006, at 004. 
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(3) Issues Raised by Morgan Stanley’s Natural Gas 
Activities 

Morgan Stanley’s expanding physical natural gas activities raise 
multiple concerns, Including its decision to build and operate a 
commercial natural gas business using shell companies, unfair 
competition concerns, insufficient capital and insurance to protect 
against catastrophic event risks, conflicts of interest arising from 
controlling natural gas supplies while trading natural gas financial 
instruments, and inadequate safeguards. 

(a) Shell Companies 

Although Morgan Stanley has long traded natural gas and, for the 
last decade, invested in merchant banking natural gas businesses, it 
appears to have never before produced CNG or built a commercial 
energy facility. Additionally, the most striking and unusual aspect of 
Morgan Stanley’s physical natural gas activities is its recent decision to 
introduce the use of shell companies. Morgan Stanley’s formation and 
use of shell companies, run by Morgan Stanley employees, to build and 
operate a CNG facility appears to be an unprecedented use of the 
Gramm-Leach-Bliley grandfather authority. 

By using shell entities with no employees or physical presence of 
their own, and installing its own senior executives as the shells’ directors 
and officers, Morgan Stanley essentially created a corporate alter ego to 
operate a new commercial business. Morgan Stanley, through its shell 
entities, became the designer, builder, and soon-to-be operator of a new 
CNG facility, as well as the marketer and exporter of its products. 
Morgan Stanley chose, not only for the first time to start a new physical 
commodities business, but also to use shell companies to initiate 
construction of a complex, untested natural gas facility with no 
operational track record or established market. Its actions raise a 
number of potential legal, operational, and financial risks. 

Equally troubling is that Morgan Stanley embarked on this course 
of action, despite its novel elements, with only an “initial oral notice” to 
its regulator. While Morgan Stanley supplied additional information 
later, it was not until media reports alerted the Federal Reserve to the 
CNG project a year after Morgan Stanley began work on it, that 
regulators focused on the details. Even then, regulators didn’t 
understand that Morgan Stanley was using shell companies with no 
employees and no prior business activities, and able to operate on a day- 
to-day basis only by utilizing Morgan Stanley’s own personnel. 

The Federal Reserve told the Subcommittee that it is still 
considering whether the Wentworth companies represent an appropriate 
exercise of the Gramm-Leach-Bliley grandfather authority. Since the 
Wentworth companies represent Morgan Stanley’s first foray into the 
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physical CNG industry, it cannot contend that the grandfather clause is 
protecting against the forced disinvestment of an existing commodity 
activity. In fact, it is difficult to see how the word “grandfather” applies. 
If Morgan Stanley is permitted to proceed, it will represent a major 
expansion of the ability of financial holding companies with grandfather 
authority to enter into commercial businesses. They will no longer have 
to buy an existing enterprise; they can start the business themselves.’**' 
Allowing financial holding companies to start commercial businesses 
using shell entities managed by their own personnel cannot be 
reconciled with the longstanding bar against mixing banking and 
commerce or the intended scope of the grandfather clause. 

In late October 2014, a media report indicated that Morgan Stanley 
may be considering selling the Wentworth companies and the CNG 
project to a third party.'**^ 

(b) Unfair Competition 

A second concern raised by Morgan Stanley’s CNG project is the 
issue of unfair competition. Morgan Stanley apparently told the Federal 
Reserve that it launched the CNG project because it saw a “market 
opportunity.” It acted around the same time as another company, Emera 
CNG LLC, filed an application to export CNG. The Wentworth 
application sought a similar authorization, except that it requested 
permission to export 60 billion cubic feet of CNG per year instead of the 
9 billion sought by Emera. The competing applications show that 
Morgan Stanley, through its Wentworth shell entities, is in direct 
competition in the natural gas distribution business with a commercial 
enterprise. 

Morgan Stanley’s ability to compete commercially in an industry 
in which it has no prior experience is due, in part, to the inherent 
advantages that financial holding companies have when competing 
against businesses that don’t own banks. Morgan Stanley has immediate 
access to inexpensive, ready credit through its bank subsidiary, enabling 
its borrowing costs to nearly always undercut those of a nonbank 
competitor. Another advantage is Morgan Stanley’s relatively low 
capital requirements. In 2012, the FRBNY Commodities Team 
determined that corporations engaged in oil and gas businesses typically 
had a capital ratio of 42% to cover potential losses, while bank holding 


When Goldman decided to enter the physical uranium business, Goldman acquired an 
existing company, Nufcor, whose employees declined to stay on and were replaced with 
Goldman personnel. In so doing, Goldman essentially turned a substantive company into a shell. 
Goldman’s employees then took over a longstanding, well established business operation and 
expanded it. Goldman did not start up the business. In its CNG project, Morgan Stanley has 
dispensed with taking over an existing business witii a track record of success, in favor of 
initiating a completely new business enterprise. 

See “Morgan Stanley looks at sale of gas export venture ” Financial Times. Gregory Meyer, 
Tom Braithwaite and Gina Chon (10/21/2014), http://www.ftxom/cms/s/0/76c23932-58c7-l le4- 
a3 lb-00 144feab7de.html#axzz3GuK83tj9. 
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company subsidiaries had a capital ratio of, on average, 8% to 1 0%, 
making it much easier for them to invest corporate funds in their 
business operations. 

Less expensive financing and lower capital are two key factors 
underlying the traditional U.S. ban on mixing banking with commerce. 
Morgan Stanley’s direct competition with an energy company to 
construct a CNG export facility is simply not the type of activity that, 
under U.S. banking principles, is appropriate for a bank holding 
company. If Morgan Stanley sees CNG exports as a good market 
opportunity, it should be financing or investing in one or more of the 
companies entering that business rather than competing to run the 
business itself. 

(c) Catastrophic Event Risks 

A third set of concerns involves the catastrophic event risks 
attached to Morgan Stanley’s CNG project and investments in Southern 
Star and other natural gas portfolio companies. 

The CNG project, which seeks to produce containerized natural 
gas on a large scale that Morgan Stanley describes as “unique,”'**'' and 
which does not exist in the United States today, carries numerous risks. 
Building the facility and arranging for electrical and pipeline 
connections raises a host of operational issues, as does moving the 
natural gas by truck and vessel. The flammability and explosive nature 
of natural gas intensify the catastrophic event risks. Hurricanes, 
tornados, and floods in Texas compound the problem. Additional 
financial risks arise from the absence of an existing market for large 
scale CNG exports, and the necessity for CNG exports to compete with 
LNG exports. Morgan Stanley’s liability for any mishap affecting the 
CNG project is particularly acute, since it owns and is in the process of 
building and operating the facility through shell corporations run by 
Morgan Stanley employees. 

Southern Star, as an established natural gas pipeline company, 
poses similar catastrophic event risks. While Morgan Stanley takes the 
position that it would have little or no liability for a catastrophic event at 
Southern Star, because it is a merchant banking investment in which 
Morgan Stanley has only an indirect 1 1% ownership interest, the level of 
Morgan Stanley’s control over the investment fund that owns Southern 
Star makes the liability issue less clear cut. 

Southern Star is 100% owned by Morgan Stanley Investment 
Partners (MSIP), which was formed by and is closely affiliated with 
Morgan Stanley, its largest investor. Morgan Stanley employees 


1663 2 Q )2 Summary Report, at FRB-PSI-200477 - 510, at 499 [sealed exhibit], 

1664 9 /J 9/2014 letter from Morgan Stanley to Subcommittee, PSi-MorganStanley-13-000001 - 
009, at 008. 
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manage MSIP, help it find investors, and oversee its investments. Those 
Morgan Stanley employees sit in Morgan Stanley offices and control 
MSIP’s investments. Morgan Stanley employees also control Southern 
Star’s Board of Directors, and advise it on financial, insurance and tax 
issues. In addition, Morgan Stanley, through its Board Members, 
oversees Southern Star vendors and pipeline safety, integrity, and 
compliance efforts. 

As explained earlier, if a eatastrophic event were to occur either in 
the United States or, in connection with CNG exports to foreign 
countries, multiple legal theories could be used to try to assign a portion 
of the liability to Morgan Stanley. Arguments could be made that 
Morgan Stanley was the owner and operator of the CNG facility 
involved in the event, the owner of the natural gas, or knowingly 
entrusted the natural gas to an incompetent operator, including operators 
in foreign ports and facilities. Morgan Stanley might be required to 
defend against claims in a state court, U.S. federal court, or foreign 
court, under the different laws in each jurisdiction. A financial 
institution viewed as being potentially liable for damages could see 
customers or counterparties withdraw ftmds, refrain from doing 
business, or demand increased compensation to continue doing business 
with the institution in light of its increased credit risk. 

Morgan Stanley does not appear to be prepared for those types of 
unanticipated financial consequences. In 2012, the FRBNY 
Commodities Team found that Morgan Stanley had insufficient capital 
and insurance to cover potential losses from a catastrophic event.'™® 

The 2012 Summary Report prepared a chart comparing the level of 
capital and insurance coverage at four financial holding companies, 
including Morgan Stanley, against estimated costs associated witli 
“extreme loss scenarios.” It found that at each institution, including 
Morgan Stanley, “the potential loss exceed[ed] capital and insurance” by 
$1 to $15 billion.'®®’ That shortfall leaves the Federal Reserve, and 
ultimately U.S. taxpayers, at risk of having to provide financial support 
to Morgan Stanley should a catastrophic event occur. 

(d) Conflicts of Interest 

Still another set of issues raised by Morgan Stanley’s natural gas 
activities involves conflicts of interest. The conflicts arise from the fact 
that Morgan Stanley trades natural gas financial products at the same 
time it is intimately involved with an array of physical natural gas 
activities. Its conduct raises questions about two sets of conflict of 

See discussion in the Goldman and uranium section above. 

See 2012 Summary Report, at FRB-PSI-200477 - 510, at 498 [sealed exhibit]. 

Id. at 498, 509. The 2012 Summary Report also noted that commercial firms engaged in oil 
and gas businesses had a capital ratio of 42%, while bank holding company subsidiaries had a 
capital ratio of, on average, 8% to 10%. Id. at 499. The recent decision in the BP oil spill case 
suggests that the “extreme Ios.s” scenarios may entail expenses beyond those contemplated as 
recently as 2012. 
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interest concerns, one involving non-public information and the other 
involving natural gas supplies. 


While commodities laws do not bar the use ofnon-pubiic 
information by traders in the financial markets in the same way as 
securities law's, concerns about unfair trading advantages deepen w'hen 
one commodities trader has access to significant non-public information. 
Morgan Stanley’s merchant banking inve.stments put Morgan Stanley 
employees on the boards of multiple companies involved with diflerent 
aspects of the natural gas business, from natural production to pipelines 
to storage to LNG cargoes to CNG exports. Those board positions 
provide Morgan Stanley personnel with access to a massive amount ol 
non-public information about the physical natural gas market. 


When asked about this informational advantage, Morgan Stanley 
personnel explained that merchant banking was lodged in a different part 
of the bank than commodities, and merchant banking employees did not 
share non-public information about their portfolio companies with 
commodities personnel. The Ibllowing graphic shows that the 
Commodities group falls under the Institutional Securities segment of 
the financial holding company, while the Merchant Banking and l^eal 
Estate Investments group falls under the Investment Management 
segment: 



[Other groups omitted] 


Commodities 



MSiP 


Source: 8/29/2014 "Morgan Stanley Infrastructure Partners, 0\’er\’ic\v ofSoulhern Star.' 
MS-PSI-OOOOOOOI - 0,17. at 007. “'mB & Rlil" stand.s for Merdiant Banking & Real 
Estate investments. 


While the tw'o activities are lodged in separate parts of the 
financial holding company, and the Subcommittee saw no evidence of 
the misuse of confidential Southern Star information, Morgan Stanley 
commodity traders could gain non-public information from their 
colleagues about natural gas activities providing useful market 
intelligence for natural gas trades. In addition, the Wentw'orth shell 
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companies are directly managed by employees in the Commodities 
group, meaning all non-public information related to the CNG project 
would be immediately and fully accessible to Morgan Stanley natural 
gas traders. The potential exists for Morgan Stanley commodity traders 
to use that non-public information to gain an unfair trading advantage 
over other market participants, including their customers and 
counterparties. 

A second conflict of interest issue is whether Morgan Stanley 
would gain an unfair degree of control over CNG supplies if it actually 
completed construction of the planned CNG facility. The facility is 
apparently being designed to export 60 billion cubic feet of CNG per 
year. Given the infancy of the CNG export market, Morgan Stanley’s 
plans suggest a significant market presence. Morgan Stanley’s control 
over the timing and amount of the CNG it hopes to export raises 
questions about whether it could use its exports to benefit its natural gas 
trading activities. Those market manipulation concerns, and their 
accompanying legal, financial, and reputational risks, would not exist if 
Morgan Stanley remained a financial intermediary and trader in the 
natural gas financial market rather than increasing its involvement in 
physical natural gas activities. 

(e) Inadequate Safeguards 

A final set of issues involves the laek of regulatory safeguards 
related to financial holding company involvement with high risk 
physical natural gas activities. Natural gas is flammable and explosive. 
Natural gas priees are unpredictable and volatile. Large seale CNG 
exports have no established markets. 

Because Morgan Stanley has relied on the grandfather clause to 
build and operate the CNG facility and on the merchant banking 
authority to invest in Southern Star and other natural gas companies, it 
has not notified or obtained prior permission from the Federal Reserve to 
engage those activities. For its part, the Federal Reserve has failed to 
issue guidance on the proper scope of the grandfather clause, including 
whether it may be used to authorize physical commodity activities that a 
holding company has never before conducted. The Federal Reserve has 
also failed to require annual disclosure of a comprehensive list of 
commodity-related activities undertaken under the grandfather and 
merchant banking authorities, so that it can learn of, track, and analyze 
those activities. 

Because Morgan Stanley has relied on the grandfather clause for 
its CNG project, Morgan Stanley has not been required by the Federal 
Reserve to include the market value of that project when calculating 
compliance with the complementary physical commodities limit 
prohibiting those activities from exceeding 5% of the financial holding 
company’s Tier 1 capital. The only cap on the size of Morgan Stanley’s 
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CNG activities is the statutory prohibition that its grandfathering 
activities not exceed 5% of Morgan Stanley’s consolidated assets, a limit 
set so high as to be no restriction at all. In addition, its commodity- 
related merchant banking activities have been allowed to accumulate 
with no volume limit at all. 

Morgan Stanley’s physical natural gas activities disclose that, due 
to inadequate reporting requirements, the Federal Reserve is at times left 
in the dark about important physical commodity activities being 
conducted under the grandfather and merchant banking authorities. 

They also disclose that the Federal Reserve has failed to put key 
safeguards in place to limit the size and risks associated with those 
activities and to ensure the safe and sound operation of the financial 
holding company. 

(4) Analysis 

Despite the sale of portions of its oil merchanting business, 

Morgan Stanley remains heavily involved in physical commodities, as 
evidenced by its initiation of the CNG project and ongoing investments 
in natural gas businesses like Southern Star. Morgan Stanley’s 
utilization of the Wentworth shell companies to build and operate a 
CNG export facility is an unprecedented and inappropriate use of the 
Gramm-Leach-Bliley grandfather authority. Its extensive natural gas 
merchant banking activities demonstrate the need for a size limit on 
those investments. The catastrophic risks presented by its natural gas 
activities indicate Morgan Stanley needs to increase its capital and 
insurance to protect U.S. taxpayers against being called on to shore up 
the firm. Potential market manipulation opportunities also call out for 
stronger oversight and preventative safeguards. 

All of the financial holding companies examined by the 
Subcommittee have been involved with financial and physical natural 
gas activities. It is past time for the Federal Reserve to enforce needed 
safeguards on this high risk physical commodity activity. 
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C. Morgan Stanley Involvement with Crude Oil 

For more than 25 years, Morgan Stanley has engaged in extensive 
physical oil activities. Prior to its 2008 conversion to a bank holding 
company, Morgan Stanley built a wide-ranging physical oil business, 
including activities associated with producing, storing, supplying, and 
transporting oil. As part of that effort, Morgan Stanley purchased 
companies involved in various stages of the energy supply chain, such as 
TransMontaigne, which managed nearly 50 oil storage sites within the 
United States and Canada; Heidmar, which managed a fleet of 100 
vessels delivering oil internationally; and Olco Petroleum, which 
blended oils, sponsored storage facilities, and ran about 200 retail 
gasoline stations in Canada. As part of its activities, Morgan Stanley 
supplied crude oil to a large European refinery, home heating oil to 
Northeastern utilities, and jet fuel to airlines. Over the last few years, 
Morgan Stanley began to reduce the extent of its physical oil activities. 

In 2013, it decided to sell many of its physical oil assets. In 2014, it sold 
TransMontaigne and some of its oil storage and transport facilities to an 
unrelated party. It arranged to sell additional physical oil assets to 
Rosneft, a Russian state owned company, only to see that transaction 
suspended when the United States imposed sanctions on Rosneft in 
connection with Russian incursions into Ukraine. In September 2014, 
Morgan Stanley told the Subcommittee that it intended to complete its 
exit from most of its physical oil business, although it would take longer 
than planned. 

Morgan Stanley’s physical oil activities present a classic case 
study of banking mixed with commerce, raising concerns about financial 
and catastrophic event risks as well as conflicts of interest from 
simultaneously trading both financial and physical oil products. 

(1) Background on Oil 

Crude oil, also known as petroleum, is a naturally occurring liquid 
formed through the heating and compression of organic materials 
beneath the earth’s crust over an extended period of time.'®** Crude oil 
and the products derived from it - including gasoline, diesel fuel, jet 
fuel, propane, and heating oil - are some of the most commonly used 
sources of energy in the world.'*® 


See 7/29/2009 “What is Crude Oil? A Detailed Explanation on this Essential Fossil Fuel,” 
prepared by the Editorial Department, Oilprice.com website, http://oilprice.com/Energy/Crude- 
Oil/What-Is-Crude-Oil-A-Detailed-Explanation-On-This-Essential-Fossil-Fuel.html. 

See 6/19/2014 “Oil Crude and Petroleum Products Explained,” U.S. Energy Information 
Administration website, http://www.eia,gov/energyexplained/index.cfm?page=oil home. 
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The most common method of extracting crude oil from the earth is 
drilling.’*™ In the method most commonly used in the oil industry, an 
extractor drills to the depth at which geologists believe oil is located. 

The driller then inserts a tube into the newly drilled hole so that the oil 
can flow through to the surface. Oil drilling can take place on land or 
offshore on a seabed using a drilling platform. Oil can also be extracted 
from “oil sands,” typically beds of sand or clay mixed with water and a 
form of crude oil.’* ' A third method of extraction involves “hydraulic 
fracturing,” which typically involves injecting water, sand, and 
chemicals under high pressure into petroleum-bearing rock formations 
such as shale to create new fractures in the rock and increase oil or 
natural gas flow to a well.'*™ 

The bulk of oil production worldwide comes from state-owned oil 
companies. '*^^ Large privately owned oil companies and smaller 
independent oil companies also play a key role in oil production. The 
five countries with the greatest crude oil production are Saudi Arabia, 
the United States, Russia, China, and Canada.'*™ In 2013, about 12.4 
million barrels per day were produced in the United States, comprising 
roughly 14% of the crude oil produced worldwide.'*’* The United States 
was also the world’s leading crude oil user during that time, consuming 
about 18.8 million barrels per day in 2013.'*’* Other^rominent oil- 
consuming nations include China, Japan, and India. 

Crude Oil Infrastructure. Crude oil requires a complicated 
infrastructure to make the oil usable for U.S. industry. First, the crude 
oil must be located and produced, using drilling rigs, oil sand 

1670 7/29/2009 “What is Crude Oil? A Detailed Explanation on this Essential Fossil Fuel,” 
prepared by the Editorial Department, Oilprice.com, website, http://oilprice.com/Energy/Crude- 
Oil/What-Is-Crude-Oil-A-Detailed-Explanation-On-This-Essential-Fossil-Fuel.html, 

1671 

See undated “Hydraulic Fracturing,” prepared by U.S. Geological Society, U.S. Geological 
Society website, 

http://energy.usgs.gOv/OilGas/UnconventionalOilGas/HydraulicFracturing.aspx. 

1673 9/30/2014 “Energy in Brief: Who are the major players supplying the world oil market?” 
U.S. Energy Information Administration website, 

http://www.eia.gov/energy__in_brief/article/world_oiLmarket.cfm. As it is used here, the term 
“production” refers to the process by which crude oil is extracted from oil reserves in a particular 
place. 

Sec undated “International Energy Statistics: 2013 Petroleum Production,” U.S. Energy 
Information Administration website, 

http://www.eia.gov/cfapps/ipdbproject/iedmdex3 .cftn?tid=5&pid=53&aid=l&cid=regions,&syid 

=2013&eyid=2013&unit=TBPD. 

See undated “International Energy Statistics: 2013 Petroleum Production,” U.S. Energy 
Information Administration website, 

http://www.eia.gov/cfapps/ipdbproject/IEDIndex3.cfm?tid=5&pid=53&aid=l. One barrel is 
equivalent to 42 U.S. gallons. 5/22/2014 “Frequently Asked Questions,” U.S. Energy 
Information Administration website, http://www.eia.gov/tools/faqs/faq.cfm?id=24&t=l 0. 

See undated “International Energy Statistics: 2013 Petroleum Consumption,” U.S. Energy 
Information Administration website, 

http://www.eia.gov/cfapps/ipdbprojecUiedindex3.cfm?tid=5&pid=5&aid=2&cid=regions&syid= 

20 1 3&eyid=20 1 3&unit=TBPD. 

'”Ud. 
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processing, or hydraulic fracturing techniques. Next, it must be 
transported, typically by oil tanker, pipeline, or railway.'®’* Commonly, 
oil is taken by pipeline to a port, where it is loaded onto an ocean-going 
tanker and transported to its ultimate destination.'®’^ Within the United 
States, oil is typically transported via pipeline, but due to a recent spike 
in oil production, despite more than 190,000 miles of pipeline,'®*" the 
existing U.S. pipeline network cannot reach or accommodate all of the 
oil requiring transport within U.S. borders.'®*' Oil companies have 
increasingly turned to the railway system to transport the excess.'®*’ On 
occasion, they also use tanker trucks.'®*’ The crude oil is typically 
transported to a refinery to process it into refined oil products. The 
United States currently has about 142 oil refineries.' *'* The refined oil 
products are typically stored at the refinery until they are transported to a 
broker or end user, such as a utility, airline, gasoline station, or industrial 
plant. 


Crude Oil Markets and Prices. Crude oil is the largest and most 
actively traded commodity market in the world, with numerous physical 
and financial trading venues and market participants.'®*® There are 
currently hundreds of crude oil and refined oil products available for 
trade.'®*® Because of the size of the market and the many participants, 
crude oil prices are set globally, typically using U.S. dollars.'®*’ Over 
the last ten years, crude oil prices have been volatile, with the most 

1678 9/29/2014 “Transporting Oil and Natural Gas,” American Petroleum Institute website, 
http://www,api.org/oil-and-natural-gas-overview/transporting-oil-and-natutal-gas, 

‘"Ud. 

See undated “Oil and Natural Gas Overview,” American Petroleum Institute website, 
http://www.api.org/oil-and-natural-gas-overview/transporting-oil-and-natural- 
gas/pipeline/where-are-the-oil-pipelines. See also 2013 “U.S. Refineries, Crude Oil, and Refined 
Products Pipelines” prepared by American Energy Mapping, American Petroleum Institute 
website, http://www.api.otg/oil-and-naturai-gas-overview/transporting-oil-and-natural- 
gas/pipeline/~/media/Files/Oil-and-Natural-Gas/pipeline/US-Pipeline-Map- API-Website3.pdf. 

See “Oil boom downside: Exploding trains,” Politico . Kathryn A. Wolfe and Bob King 
(6/8/2014), http://www,politico.com/story/2014/06/exploding-oil-trains-energy-environment- 
107966.html. 

Id. See also undated “Rail Accidents Involving Crude Oil and Ethanol Releases,” NTSB 
report by Paul L. Stancil, NTSB website, at slide 2, 

https ://www.ntsb,gov/news/events/2014/rail.safetyforum/presentations/Opening%20Presentation 
%20Rail%20Accidents%20Involving%20Crude%200ii%20and%20Ethanol%20Rcleases.pdf. 

See 10/31/2013 “ElA’s new map layers provide more detailed information on petroleum 
inftastructure,” U.S. Energy Information Administration website, 
http://www.eia.gov/todayinenergy/detail,cfm?id=13611. 

See 6/25/2014 “Petroleum & Other Liquids,” U.S. Energy Information Administration 
website, http://vrww.eia.gov/dnav/pet/pet_pnp_capl_dcu_nus_a.htrn. 

See undated “Crude Oil Futures Quotes,” CME Group website, 
http://www.cmegtoup.com/trading/energy/crudc-oil/light-sweet-crude.html. 

See, e.g., undated “ICE Crude & Refined Oil Products,” prepared by ICE Futures Europe, 
ICE Futures Europe website, at 6, 

https ://www,theice. CO m/publicdocs/ICE_Crude_Refined_Oil_Products.pdf. 

““'See 7/2014 “Crude Oil Methodology and Specifications Guide,” prepared by Platts, Platts’ 
website, at 3, 8, 

http://www.platts.eom/IM.Platts.Content/MethodologyReferences/MethodologySpecs/Crude-oil- 
methodology.pdf See also “Why Do Oil Prices Swing So Wildly?” CBS Money Watch , Cait 
Murphy (9/1/2009), http://www.cbsncws,com/news/why-do-oil-prices-swing-so- wildly/. 
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notorious price swings in 2008, when oil spiked at $147 per barrel and 
then fell to about $32 per barrel, a difference of $1 15 in less than six 
months.’*’** This year, from August to October 2014, crude oil prices 
fell from about $100 to about $80 per barrel, a 20% drop in two 
months. 


Crude Oil Price 
91 .21 USD/bU 
8 0cl14 



Source; 10/8/2014 “Historical Crude Oil Prices and Price Chart,” InfoMine 
website, http;//www.infomine.coni/investment/metal-prices/crude-oil/allA 


In the financial markets, crude oil and refined oil products can be 
traded through a variety of finaneial instruments, including futures, 
swaps, options, and forwards. The most actively traded crude oil future 
in the United States is a standardized eontract for 1,000 barrels of West 
Texas Intermediate (WTI) crude oil, whieh is listed by CME Group 
Inc. ’*’’’*’ The WTI contract is traded on the CME Globex and CME 
Clearport trading platforms, and by open outcry on the NYMEX 
floor.’^^’ The contract can be settled financially or through the physical 
delivery of WTI, although physieal settlement is atypical. Another 
leading crude oil future is a standardized contract for 1,000 barrels of 
Brent crude oil, which is traded on ICE Futures Europe and cash 


See, e.g., undated “Spot Price Series History,” U.S. Energy Information Administration 
website, “Cushing, OK WTI Spot Price FOB,” 

http://www.eia.gov/dnav/pet/hist/LeafHandler.ashx?n=PET&s~RWTC&f=D. 

See “Crude Oil Futures Contract Specs,” CME Group website, 
http;//www.cmegroup.com/trading/energy/crude-oil/light-sweet- 

crude_contract_specifications.html. The contract price is based upon delivery of WTI crude oil, 
a light, sweet crude oil produced in Texas, at Cushing, Oklahoma, where a number of oil 
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settled.’^’^ It is the most actively traded crude oil future in the world.'®” 
Crude oil and refined oil products can also he traded through a variety of 
financially-settled, over-the-counter swaps and options on the 
Intercontinental Exchange.'®®'' 

In the physical market, crude oil and refined oil products are 
bought and sold in thousands of trading venues around the world, 
typically using bilateral contracts. The contracts are settled using 
electronic, voice, or in-person transactions involving a variety of 
producers, brokers, intermediaries, and end users. Often, Brent and WTI 
futures prices are used as benchmark prices in the contracts used to buy 
and sell physical oil. 

Crude Oil Incidents. Extracting, storing, refining, and 
transporting crude oil, which is highly flammable, carry ever-present 
risks of fire and explosion.'®®® They also present a variety of 
environmental risks, including oil spills. Past catastrophic events 
include the 2011 BP Deepwater Horizon incident involving an oil spill 
from a deep-sea drilling platform,'®®® the 2010 Kalamazoo River 
incident involving a ruptured oil pipeline,'®®’ and the 1989 Exxon- 
Valdez incident involving an oil spill from a shipwrecked oil tanker.'®®* 
Additionally, crude oil is extremely toxic and can cause health issues in 
the event of physical contact, inhalation, ingestion, or chronic 
exposure.'®® 


See “Brent Crude Futures,” ICE Futures Europe website, 
https://www.theice.eom/products/2 1 9/Brent-Crude-Futures. 

'^^^See “The Growth of Brent Crude Oil,” Intercontinental Exchange (ICE) website, 
https://www.theice.com/publicdocs/lCE_Brent_lnfographic.pdf. The contract price is based 
upon delivery of Brent crude oil, a light, sweet crude oil produced in the North Sea. 

See oil products listed on the ICE website, https://www.theice.com/products. 

See 2/1/2013 “Safety Data Sheet: Crude Oil, Sweet or Sour,” prepared by JPMorgan 
Ventures Energy Corp., JP Morgan website, 

https://www.jpmorgan.com/cm/BlobServer/commodities_crudeoil.pdf?biobkey=id&blobwhere- 

1 320592 1 3841 3&blobheader==application/pdf&b!obheadername 1 =Cache- 
Control&biobheadervaluel=private&biobcol=urldata&blobtable-MungoBlobs. 

See 1/2011 “Deep Water: The Gulf Oil Disaster and the Future of Offshore Drilling,” Report 
to the President, prepared by the National Commission on the BP Deepwater Horizon Oil Spill 
and Offshore Drilling, http://www.gpo.g 0 v/fdsys/pkg/GPO~OILCOMMISSlON/pdf/GPO- 
01LC0MMISSI0N.pdf. 

See 9/15/2010 prepared testimony of EPA Administrator LisaP. Jackson, “Enbridge Pipeline 
Oil Spill near Marshall, Michigan,” hearing before the House Committee on Transportation and 
Infrastructure, http://www.epa.gov/enbridgespill/pdfs/enbridge_lpj_testimony_20100915.pdf. 

See 5/1989 “The Exxon Valdez Oil Spill: Report to the President,” prepared by the National 
Response Team, http://www.akiTt.org/archives/response_reports/exxonvaidez_nrt_1989.pdf. 

See 2/1/2013 “Safety Data Sheet: Crude Oil, Sweet or Sour,” prepared by JPMorgan 
Ventures Energy Corp., JP Morgan website, at 3, 

https://www.jpmorgan.com/cm/BIobServer/conimodities_crudeoii.pdf?blobkey=id&blobwhere=^ 

1 320592 13841 3&blobheader^application/pdf&blobheadeniame 1 ==Cache- 
Control&blobheadervaluel=private&blobcol=urIdata&blobtab!e=MungoBlobs. 
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Recently, railway transport of oil has also emerged as an 
environmental and safety issue. New oilfields using hydraulic ifacturing 
techniques, particularly in the North Dakota Bakken shale formation, 
often have no pipeline access, and railroads have increasingly been used 
to carry unprecedented volumes of crude oil across the country. 
According to the National Transportation Safety Board (NTSB), the 
amount of crude oil transported by rail has increased from about 10,000 
carloads in 2005, to 400,000 carloads in 2013.’™° At a recent forum, the 
NTSB described nine “significant” crude oil railway accidents since 
2006, involving 2.8 million gallons of oil.'™' One of the deadliest oil 
train crashes occurred in Lac-Megantic, Quebec, on July 6, 2013, when 
63 railcars jumped the rails, setting off a chain of explosions and sending 
burning oil rolling through the small town, resulting in 47 deaths.'™^ 

The majority of the crude oil accidents identified by the NTSB occurred 
in the last eighteen months, five of them since the July 2013 accident: 
Aliceville, Alabama (November 2103); Casselton, North Dakota 
(December 2013); New Augusta, Mississippi (January 2014); Plaster 
Rock, New Brunswick (January 2014); and Vandergrift, Pennsylvania 
(February 2014).'™'* Explosions, fires, and oil spills caused extensive 
property and environmental damage. While some railroads have 
voluntarily strengthened their safety procedures and retrofitted their tank 
cars and equipment, others have not.'™'' 

(2) Morgan Stanley Involvement with Oil 

For more than 25 years, Morgan Stanley has been an active 
participant in physical and financial oil markets. Acting as an 

See undated “Rail Accidents Involving Crude Oil and Ethanol Releases,” NTSB report, 
NTSB website, at slide 2, 

https://www.ntsb.gov/news/events/2014/railsafetyforum/presentations/Opemng%20Presentation 
%20Rail% 20Accidents%20Involving%20Crude%200ii%20and%20Ethanoi%20Reieases.pdf, 

Id. at slide 5. The NTSB reported 16 crude oil and ethanol accidents since 2006. The 
combined accidents resulted in “48 fatalities, 281 [derailed tank cars], 2.8 million gallons of 
crude oil released, 2.0 million gallons of ethanol released, [and] fires and environmental 
damage.” Id. 

See 1/21/2014 National Transportation Safety Board Safety Recommendations, at 2, 6-7, 
http://www.ntsb.gov/dociib/recletters/2014/R-14-004-006.pdf (discussing Lac-Megantic railway 
derailment). See also “Who’s liable for the Lac-Megantic disaster,” Montreal Gazette . Adam 
Kovac and Riley Sparks (8/10/2013), 

http://www.montreaIgazette.com/news/liabIe+Megantic+disastcr/8775349/story.html; “The Dark 
Side of the Oil Boom,” Politico . Kathryn A. Wolfe and Bob King, (6/8/2014), 
http://www.politico.eom/story/2014/06/cxploding-oil-trains-energy-environment-107966.html. 

See undated “Rail Accidents Involving Crude Oil and Ethanol Releases,” NTSB report, 

NTSB website, at slide 4, 

https://www.ntsb.gov/news/events/2014/railsafetyforum/presentations/Opening% 

20Presentation%20Rail 

%20Accidents%20Involving%20Crude%200il%20and%20Ethanol%20Reieases.pdf. See also 
“The Dark Side of the Oil Boom,” Politico. Kathryn A. Wolfe and Bob King, (6/8/2014) 
(analyzing 40 years of federal data showing a dramatic increase in oil train incidents over the 
past five years). 

See, e.g., 9/2014 “Moving Crude Oil by Rail,” prepared by Association of American 
Railroads, Association of American Railroads website, 

https://www.aar.org/keyissues/Documents/Background-Papers/Crude%20oil%20by%20rail.pdf. 
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investment bank, the firm began buying and selling both oil futures and 
physical barrels of oil in the mid-1980s. Over the next 10 years, Morgan 
Stanley gradually increased its involvement in the physical side of the 
oil industry, purchasing or leasing oil storage facilities and pipelines; 
expanding into refined oil products such as heating oil, diesel, gasoline, 
and jet fuel; and chartering oil transport ships. From 2006 to 2008, it 
purchased companies involved with oil exploration, storage, distribution, 
pipelines, blending, and even gasoline service stations. When the 
financial crisis began roiling markets worldwide, Morgan Stanley 
converted to a bank holding company on an emergency basis in 
September 2008. Despite its new status as a holding company restricted 
to the business of banking, with implied taxpayer backing, Morgan 
Stanley continued its physical oil activities. In a 201 1 internal analysis, 
the Federal Reserve wrote that Morgan Stanley “controls a ‘vertically- 
integrated model’ spanning crude oil production, distillation, storage, 
land and water transport, and both wholesale and retail distribution.”'^®^ 

That same year, Morgan Stanley began to reduce its physical oil 
activities. By 20 1 2, its revenues were less than half of what they were in 
2008.'™* In 2013, Morgan Stanley began exiting some of its physical 
oil activities, and in 2014, took steps to sell major assets.'™^ It has not 
yet, however, completely exited the physical oil business, due in part to 
international conflicts, and may require another year to do so. 

(a) Building a Physical Oil Business 

Morgan Stanley first registered with the CFTC as a commodities 
trader in 1982, initiating its career as an oil trader in the financial 
commodity markets.'™* In a 2010 letter to the Federal Reserve, Morgan 
Stanley wrote: 

“Morgan Stanley has been trading as principal in crude oil since 
1984 and in refined products since 1985. Over the past 25 years, 
Morgan Stanley has grown into one of the preeminent energy 
trading firms, serving an expansive cross-section of US and foreign 
corporations, municipalities and others seeking to access these 


6/21/201 1 “Section 4(o) of the Bank Holding Company Act - Commodity-related Activities 
of Morgan Stanley and Goldman Sachs,” prepared by the Federal Reserve, FRB-PSI-200936 - 
941, at 937. 

See 2/1 1/2013 letter from Morgan Stanley legal counsel to Subcommittee, PSl- 
MorganStanley-02-000001 - 004, at 002. 

See discussion in the overview of Morgan Stanley, above. 

See undated “Morgan Stanley & Co. LLC,” National Futures Association BASIC website, 
http://www.nfa. futures. org/basicnet/Details.aspx?entityid=UpygXzt3Ct4%3d&rn=N. See also 
10/10/2014 letter from Morgan Stanley legal counsel to Subcommittee, PSI-MorganStaniey-17- 
000001 -003, at 001. 
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markets and, as such, Morgan Stanley provides significant liquidity 

to these markets.”'^®’ 

Morgan Stanley became active in the physical oil markets around 
the same time. According to one oil historian, it began trading crude oil 
under Louis Bernard, a senior partner at the firm, and Neal Shear, a 
commodities trader recruited from J. Aron & Co.'^"* As part of that 
effort, the firm also hired two oil traders from oil eompanies, John 
Shapiro from Conoco, and Nancy Kropp from Sun Oil.'^" The oil 
historian wrote that, at the same time Morgan Stanley launched its oil 
futures trading operation, “[t]o ensure a eonstant stream of information 
about the market’s movements ahead of its rivals,” it leased “a few oil 
storage containers” in Cushing, Oklahoma. As a result, “[h]our by 
hour, the traders in New York would be aware of whether there was a 
surplus or a shortage” of the West Texas Intermediate erude oil that 
provided the benchmark price for erude oil futures traded on the 
NYMEX.'^'^ 

Trading primarily in crude oil, Morgan Stanley gradually increased 
the size of its oil desk until, by 1990, it reportedly included 40 
people.'^’'' In March 1990, Morgan Stanley hired Olav Refvik, an oil 
trader from Statoil who, together with John Shapiro, provided the 
leadership for its oil commodity activities over the next decade. By 
1993, Morgan Stanley expanded its oil trading efforts into Canada, 
Europe and Asia, opening trading desks in Calgary, London, Singapore, 
and Tokyo.'^'^ 

Becoming “King of New York Harbor.” At the suggestion of 
Mr. Refvik, Morgan Stanley began to lease substantial oil storage 
facilities, not only in Cushing, Oklahoma, but also in New York, New 
Jersey, and Connecticut. Those facilities were used to store oil 
transported to the United States by ship until needed at nearby refineries 


1709 • 7 /g/ 2 ojo letter from Morgan Stanley to the Federal Reserve, FRB-PSl-200173 - 182, at 174. 
See also 5/4/2009 “Morgan Stanley Commodities Risk Control Validation Target Exam,” 
prepared by the Federal Reserve Board of New York, FRB-PSl-304627 - 645, 631 [sealed 
exhibit] (stating that “Morgan Stanley is one of the largest players in the physical and financial 
commodities trading space,” trades “Oil Liquids,” and has been “an active player in the 
commodities markets for over 25 years”). 

Oil: Money. Politics and Power in the 21st Century . Tom Bower (Grand Central Publishing 
2010), at 48 and 49. 

Id. at 49. 

1712 

Id. See also “Morgan Stanley Trades Energy Old-Fashioned Way; In Barrels,” Wall Street 
Journal . Ann Davis (3/2/2005), http://onlme.wsj.com/news/aTticles/SBl 10971828745967570 
(indicating that, in 1 986, Mr. Shapiro convinced Morgan Stanley to lease oil storage tanks in 
Cushing, store low-priced crude oil, and wait for increased prices). 

Bower, at 136. 
id. 

Id. at 146. 

Id.; 10/10/14 letter from Morgan Stanley’s legal counsel to the Subcommittee, PSl- 
MorganStanley- 17-000001 - 003, at 001, 
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or shipment to clients via pipelines that supplied the East Coast. They 
also enabled Morgan Stanley to store oil while waiting for better prices. 
Morgan Stanley told the Subcommittee that it entered into its first oil 
storage agreement in the New York-New Jersey-Connecticut area with 
Wyatt Inc. in the late 1980s or early 1990s.'^'* By 1994, it also had oil 
storage agreements with IMTT-Bayonne in New Jersey and GATX 
Terminal Corp. in Staten Island, New York.’^” Mr. Refvik was 
eventually dubbed “King of New York Harbor, and reportedly 
helped integrate Morgan Stanley’s physical and financial oil trading 
efforts. 

Morgan Stanley records show that, in the month of September 
1997, among other activities, it bought and sold about 7 million of 
barrels of heating oil, gasoline, and diesel with over two dozen 
counterparties in the Northeast.'^^^ That same month, it bought and sold 
about 5.7 million barrels of gasoline with over 40 counterparties in 
Texas.'™ It also leased storage facilities for heating oil, diesel, and 
kerosene, and at the end of the month, paid taxes on an inventory of 
nearly 2 million barrels of heating oil and 951,000 barrels of diesel.'™ 
In 1997, Morgan Stanley also entered into contracts to “process, refine, 
blend or otherwise alter crude oil into refined products,” and to transport 
oil via pipelines and chartered vessels.'™ 

(b) Conducting Physical Oil Activities 

Morgan Stanley’s physical oil activities continued to expand over 
the years and continued to include storing, supplying, transporting, and 
processing oil. It conducted those activities through both its Liquids Oil 
Desk in the Commodities group and through business subsidiaries 
owned by Morgan Stanley Capital Group, its primary commodities 
trading arm. 

Storing Oil. One of Morgan Stanley’s primary physical oil 
activities was to store vast quantities of oil in facilities located within the 
United States and abroad. According to Morgan Stanley, in the New 
York-New Jersey-Connecticut area alone, by 201 1, it had leases on oil 


Id. 

'™!d. 

See “Morgan Stanley Trades Energy Old-Fashioned Way: In Barrels,” Wall Street Journal . 
Ann Davis (3/2/2005), http://online.wsj.com/news/articles/SBI 10971828745967570; “The 
Merchants of Wall Street: Banking, Commerce, and Commodities,” Saule T. Omarova, 98 
MiNN. L. Rev. 265,314(2013). 

“Noble Oil Desk Says Goodbye to Refvik, the ‘King ofNY Harbor,’” Reuters, David 
Sheppard (10/23/2012), http://www.reuters.com/article/2012/10/23/noble-refvik~ 
idAFLlE8LNH2M2012I023. 

1722 7/g/2oio letter from Morgan Stanley to the Federal Reserve, FRB-PSI-200173 - 182, at 174. 
Id. at 175. 

1724 

Id. at 176. 



672 


324 

storage facilities with a total capacity of 8.2 million barrels, increasing to 
9.1 million barrels in 2012, and then decreasing to 7.7 million barrels in 
2013.'^^® Morgan Stanley also had storage facilities in Europe and 
Asia.'^^^ According to the Federal Reserve, by 2012, Morgan Stanley 
held “operating leases on over 100 oil storage tank fields with 58 million 
barrels of storage capacity globally.”'™ 

Morgan Stanley leased its storage facilities from its wholly-owned 
subsidiary, TransMontaigne which specialized in oil storage and 
transport services, and from unrelated third parties. Morgan Stanley told 
the Subcommittee that, of the 40 to 50 million barrels of storage capacity 
it leased in 2013, it estimated that about 15 million barrels were leased 
from TransMontaigne and about 35 million barrels were leased from 
unrelated third parties.'™ 

Morgan Stanley used its storage facilities to build inventories with 
millions of barrels of different types of oil. The following chart provides 
the total Morgan Stanley inventories for five types of oil products from 
2008 to 2012: 


Morgan Stanley Physical Oil Inventories 


2008-2012 



2008 

2009 

2010 

2011 

2012 

Crude OH 

1.1 million 

633,000 

12.3 million 

I.O million 

1.7 million 

Heating Oil 

7.3 million 

15.2 million 

1 1.4 million 

9.0 million 

5.8 million 

Jet/Kerosene 

4.6 million 

10.6 million 

6.6 million 

5,8 million 

4,0 million 

Gasoline 

4.5 million 

7.6 million 

5.3 million 

7.5 million 

6,2 million 

Fuel Oil 

974,000 

1.8 million 

1.9 million 

1.4 million 

1,7 million 


In Barrels 

Source: 3/4/2013 letter from Morgan Stanley legal counsel to Subcommittee, at PSI-MorganStanley- 
03-000002, 007. 


Supplying Oil. In addition to storing oil, over the years, Morgan 
Stanley became an oil supplier for a variety of end users. From 2008 to 
2013, for example, it supplied crude oil to several refineries. One 
contract was with a major European oil and chemical company, Ineos 
Group Ltd., which had oil refineries in France and Scotland. Under 


10/17/2014 letter from Morgan Stanley legal counsel to Subcommittee, PSI-MorganStanley- 
19-000001 -005, at 001-002. 

See, e.g., 5/4/2009 “Morgan Stanley Commodities Risk Control Validation Target Exam,” 
prepared by Federal Reserve Bank of New York, FRB-PSI-304627 - 645, at 634 [sealed exhibit]. 

10/3/2012 “Physical Commodity Activities at SIFIs,” prepared by the Federal Reserve Bank 
of New York Commodities Team, (hereinafter, '‘2012 Summary Report”), FRB-PSi-200477 - 
510, at 485 [sealed exhibit]. See also 2/1 1/2013 “Morgan Stanley Commodities Business 
Overview,” prepared by Morgan Stanley for the Subcommittee, PSl-MorganStaniey-01-000001 - 
027, at 008 (indicating that, in 2013, Morgan Stanley had “~50 million bbl [barrels] of leased oil 
liquids storage capacity”). 

^ Subcommittee briefing by Morgan Stanley (2/1 1/2013). 

See, e.g., undated “Company: Ineos at a glance,” Ineos website, 
http://www.ineos.com/company/; 7/23/2007 Ineos press release, “Ineos and Morgan Stanley 
announce oil refining agreement,” http://www.ineos.com/news/ineos-group/ineos-and-morgan- 
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their agreement, from 2008 to 2012, Morgan Stanley provided the Ineos 
refineries with a total of about 500 million barrels of crude oil.'^^' 
Morgan Stanley also entered into crude oil supply agreements with the 
Toledo Refining Company LLC in March 2011, and with Delaware City 
Refining Company LLC in April 2011, both of which were later 
assigned to PBF Holding Company LLC.'^^^ Both agreements have 
since concluded. In addition, in August 2012, Morgan Stanley entered 
into an agreement with Paulsboro Refining Company LLC to purchase 
its refined oil products; that contract was also later assigned to PBF 
Holding Company LLC and has since ended. Currently, according to 
Morgan Stanley, it has no oil supply contracts with any refineries. 

Morgan Stanley also has a long history of supplying home heating 
oil and diesel to utilities and other customers in the Northeast. 

According to one oil historian, Mr. Refvik was responsible for 
increasing Morgan Stanley’s involvement with refined oil products like 
heating oil, diesel, and jet fuel.'^^'' Refined oil products represent a 
complex market with a variety of logistical, operational, and financial 
risks, since over 100 types of crude oil are produced worldwide, require 
differing refining procedures in summer and winter, and must be 
delivered to an appropriate refinery able to serve specific markets.’’” 

In 1991, Mr. Refvik reportedly led Morgan Stanley to purchase an 
insolvent oil refinery in Connecticut, and use it to supply heating oil and 
diesel on a daily basis to customers in the Northeast. Over the next 
few years, Morgan Stanley leased additional oil storage facilities in New 
Jersey and Connecticut.” ’ In 2001, during an unexpected cold snap, 
Morgan Stanley became a leading supplier of home heating oil in the 
region, reportedly able to sell oil when others ran out.”” Since 2008, 


stanley-announce-oil-refining“agreement/?business=INEOS+Group; “Morgan Stanley to Supply 
Crude Oil to Ineos,” Reuters, (7/23/2007), http://www.reuters.eom/article/2007/07/23/morgan- 
staniey.ineos-idUSL2388575320070723. 

See 2009 “Morgan Stanley Global Commodities Overview,” FRB-PSI-618889 - 908. See 
also 10/24/2014 email from Morgan Stanley legal counsel to Subcommittee, PSl- 
MorganStan!ey'22-000001 - 003, at 002, See also, e.g., “ChinaOil Takes over Morgan Stanley’s 
Ineos Marketing Deal,” Reuters, Chen Aizhu (3/14/2012), 
http://www.reuters.com/article/2012/03/14/us-morg^-ineos-petrochina- 
idUSBRE82D06E20 1 203 14. 

10/24/2014 email from Morgan Stanley legal counsel to Subcommittee, PSl-MorganStanley- 
22-000001 -003, at 001. 

Id. 

Bower, at 136; “Morgan Stanley Trades Energy Old-Fashioned Way: In Barrels,” Wall 
Street Journal , Ann Davis (3/2/2005), 
http://oniine.wsj.com/news/articies/SBl 10971828745967570. 

See, e.g., 12/2/2009 “A Detailed Guide on the Many Different Types of Crude Oil,” 
Oilprice.com website, http://oilprice.eom/Energy/Crude-Oil/A-Detailed-Guide-On-The-Many- 
Different-Types-Of-Crude-Oil.html. 

Bower at 138-139. 

See “Morgan Stanley Trades Energy Old-Fashioned Way: In Barrels,” Wall Street Journal . 
Ann Davis (3/2/2005), http://online.wsjxom/news/artieles/SBI 10971828745967570. 

Id. 
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Morgan Stanley has held an inventory of millions of barrels of home 
heating oil with a total dollar value of as much as $1.3 billion at a 
time.'^^’ In 201 1 alone, Morgan Stanley purchased 950,000 barrels of 
home heating oil from the U.S. Heating Reserve when the reserve 
switched to a different fuel.”'*'’ 

From at least 2003 to the present, Morgan Stanley has also been a 
routine supplier of physical jet fuel to airlines operating in the United 
States, as described in more detail below. In addition, it became the 
major oil supplier to TransMontaigne, which keeps a variety of fuels at 
its storage sites across the country to service client needs. For 
example, under a “Terminal Servicing Agreement,” Morgan Stanley 
Capital Group sold physical refined oil products on a “just-in-time” 
basis to TransMontaigne affiliates which then re-sold them to their 

* 1742 

customers. 

Transporting Oil. In connection with its physical oil storage and 
supply activities, Morgan Stanley also became an active participant in 
the transportation of oil.”'’^ It focused in particular on oil tankers, 
purchasing ownership interests in companies that handled the logistics 
for chartering vessels, including the Heidmar Group and Global Energy 
International, described below. According to Morgan Stanley, its 
shipping operation enabled it to transport physical oil products from less 
to more expensive markets and to meet its oil supply obligations.'^'*'* 
According to the Federal Reserve, in 2009, Morgan Stanley “was ranked 


See 7/16/2013 letter from Morgan Stanley legal counsel to Subcommittee, PSI- 
MorganStanley-07-000001 - 034, at 003; 3/4/2013 letter from Morgan Stanley legal counsel to 
Subcommittee, at PSI-MorganStanley-03-00000I - 006, at 007. 

See 2/3/201 1 DOE press release, “DOE Accepts Bids for Northeast Home Heating Oil 
Stocks,” http://energy.gov/fe/articles/doe--accepts-bids-northeast-home-heating-oil-stocks; 
2/10/201 1 DOE press release, “DOE Completes Sale of Northeast Home Heating Oil Stocks,” 
http://energy.gov/fe/articles/doe-compietes-sale-northeast-home-heating-oil-stocks. The U.S. 
Heating Reserve was established in 2000, to ensure available supplies at a reasonable cost in the 
event of an emergency. See undated “Heating Oil Reserve,” U.S. Department of Energy Office 
of Fossil Energy website, http://energy.gov/fe/services/petroleum-reserves/heating-oil-reserve. 
In 201 1, the U.S. Heating Reserve was reduced from 2 million to 1 million barrels, and replaced 
all of the heating oil with diesel, a cleaner burning fuel. See undated “Healing Oil Reserve,” 
U.S. Department of Energy Office of Fossil Energy website, 
http://energy.gov/fe/services/pelroleum-reserves/heating-oil-rcserve. 

See, e.g., 11/3/2009 “Morgan Stanley ISG Commodity Operations Summary for Physical 
Energy Products Support,” prepared by Morgan Stanley, FRB-PSi-619109 - 129, at 124. 

See 6/21/2013 letter from Morgan Stanley legal counsel to Subcommittee, PSI- 
MorganStanIey-06-000001 - 006, at 002. 

Subcommittee briefing by Morgan Stanley (2/11/2013); 2/1 1/2013 “Morgan Stanley 
Commodities Business Overview,” prepared by Morgan Stonley for the Subcommittee, PSI- 
MorganStaniey-Oi -000001 - 027, at 016; 5/4/2009 “Morgan Stanley Commodities Risk Control 
Validation Target Exam,” prepared by Federal Reserve Bank of New York, FRB-PSl-304627 - 
645, at 634, 636 [sealed exhibit]. 
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9th globally in shipping oil distillates,” and by 2012, had “over 100 
ships under time charters or voyages for movement of oil product.” 

In addition to oil transport ships, Morgan Stanley, through its 
wholly-owned subsidiary, TransMontaigne, moved oil via pipelines, 
trucks, and railroad cars.'^''® In each mode of transportation, Morgan 
Stanley focused on leasing, rather than owning, the vessels, vehicles, or 
railways used to move the oil. 

Producing and Processing Oil. In addition to storing, supplying, 
and transporting oil, Morgan Stanley devoted a small portion of its 
physical oil business to oil exploration and production. Rather than 
purchase companies directly engaged in oil exploration or production, 
Morgan Stanley acquired a company that provided financing to those 
companies. In 2006, Morgan Stanley became the 99.5% owner of 
Wellbore Capital, LLC, a Dallas firm which “invest[s] in oil and natural 
gas exploration and development projects.”'’"'’ According to its website, 
in 2010, Wellbore Capital’s portfolio was valued at $100 million and 
included oil and gas working interest investments, including about 90 
wells and 65,000 net acres in Texas, Oklahoma, and Louisiana.'’'’* In 
addition, in 2009, Morgan Stanley acquired a 43,75% ownership interest 
in a Wellbore subsidiary. Big C Gathering LLC, which ran a processing 
facility for raw crude oil and natural gas.' 

Acquiring Oil Related Businesses. To conduct its physical oil 
activities, Morgan Stanley purchased a number of companies involved in 
different sectors of the oil market. According to a 2009 Federal Reserve 
examination, Morgan Stanley’s “Strategic Transactions Group,” which 
designed principal investments for Morgan Stanley within the “Global 
Commodities Investments” group, purchased 1 5 companies from 2006 
to 2009.'’"° Three key acquisitions were TransMontaigne, Olco 
Petroleum, and Heidmar. 

TransMontaigne. On September 1, 2006, in a major expansion of 
its physical oil activities, Morgan Stanley purchased TransMontaigne 
Inc., a company based in Denver, Colorado and engaged in oil sales. 


2012 Summary Report, at 486 [sealed exhibit]. See also 2/1 1/2013 “Morgan Stanley 
Commodities Business Overview,” prepared by Morgan Stanley for the Subcommittee, PSI- 
MorganStanley-01 -00000 i - 027, at 008 (indicating that, in 2013, Morgan Stanley had “^-lOO 
vessels on average under time and spot charter”). 

See, e.g., TransMontaigne website, http://www.transmontaignepartners.com/map/, and 
information below. 

7/16/2013 letter from Morgan Stanley legal counsel to Subcommittee, PSI-MorganStaniey- 
07-000001 - 034, at 008, 034. 

See undated “investments,” Wellbore Capital LLC website, 
http://www.weliborecapitalcom/investments.html. 

See 7/16/2013 letter from Morgan Stanley legal counsel to Subcommittee, PSI- 
MorganStanley-07-000001 - 034, at 031. 

See 5/4/2009 “Morgan Stanley Commodities Risk Control Validation Target Exam,” 
prepared by Federal Reserve Bank of New York, FRB-PSI-304627 - 645, at 636 [sealed exhibit]. 
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storage, and transport. TransMontaigne became a wholly-owned 
subsidiary of Morgan Stanley Capital Group, the major commodities 
arm of the financial holding company, and Morgan Stanley employees 
took a majority of the seats on TransMontaigne’ s Board of Directors. 
TransMontaigne became a key contributor to Morgan Stanley’s physical 
oil storage, supply, and transport activities. 

Through various subsidiaries and affiliates, the TransMontaigne 
group of companies offered multiple oil-related supply, storage, and 
transport services. TransMontaigne Inc. described itself as “a leading 
wholesale fuel provider,” offered a variety of unbranded fuels for sale, 
and also provided fuel transport services and commercial marine fuel 
supply.'^ ^ Its affiliate, TransMontaigne Partners, provided “integrated 
terminaling, storage, transportation and related services for customers 
engaged in the distribution and marketing of’ a variety of oil and 
chemical products. Those products included “gasolines, diesel fuels, 
heating oil and jet fuels,” as well as “residual fuel oils and asphalt.”'^^** 
TransMontaigne ’s policy was not to purchase or market the products 
that it handled or transported.’’^^ 

According to its SEC filings, TransMontaigne maintained storage 
facilities throughout the United States, primarily in the Midwest, along 
the Mississippi and Ohio Rivers, in Texas, along the Gulf Coast, and in 
the Southeast. Its five key operations involved: (1) receiving refined 
oil products from pipeline, ship, barge, or railcar sources and 
transfen'ing them to storage tanks located at TransMontaigne terminals; 
(2) storing the refined oil products in TransMontaigne tanks; (3) 
monitoring the volume of the refined products in the tanks; (4) 
disbursing the refined oil products out of the tanks using pipelines and 
other distribution equipment; and (5) heating residual fuel oils and 
asphalt stored in the tanks. In 2013, Montaigne had nearly 50 storage 
facilities with a total storage capacity of about 24 million barrels.”^* It 
also had about 140 miles of pipeline.”^’ In addition, the website 


See 7/16/2013 letter from Morgan Stanley legal counsel to Subcommittee, PSf- 
MorganStanley-07-000001 - 034, at 029 - 030. 

See undated “About TMG,” TransMontaigne Inc. website, 
http://www.transmontaigne.com/about-tmg/. 

2013 TransMontaigne, L.P. Annual Report, filed with the SEC on 3/1 1/2014, at 5, 
http://www.sec.gOv/Archives/edgar/data/l 3 1 9229/000 1 047469 1 4002098/a22 1 8768zl 0-k.htm 

7/16/2013 letter from Morgan Stanley legal counsel to Subcommittee, PSI-MorganStanlcy- 
07-000001 - 034, at 013. 

See 2013 TransMontaigne, L.P. Annual Report, filed with the SEC on 3/1 1/2014, at 10, 
http://www.sec.gOv/Archives/edgar/data/1319229/000104746914002098/a2218768zl0-k.htm. 

175fjd_ 

See undated “Operations Map,” prepared by TransMontaigne, TransMontaigne website, 
http://www.transmontaigne.com/map/; Subcommittee briefing by Morgan Stanley (2/4/2014). 

See undated “Pipeline Safety,” TransMontaigne website, 
http://www.transmontaignepartners.com/about-transmontaignc-limited-partners/pipeline-safety/. 
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indicated that a number of the storage sites could accept or arrange oil 
delivery or transport via tanker truck, railway, or vessel. 

Morgan Stanley told the Subcommittee that, over the years, it 
typically utilized 60% to 70% of TransMontaigne’s available storage.'’*’’ 
In its 2013 annual SEC filing, TransMontaigne LP reported that 
“Together, Morgan Stanley Capital Group and TransMontaigne [are] our 
largest customer and we receive a substantial majority of our revenue 
from them.””® According to Morgan Stanley, in 2012, 

TransMontaigne - together with all of its subsidiaries - generated net 
revenues totaling nearly $475 million in revenue.”*’ 

TransMontaigne Inc. is the parent corporation in the 
TransMontaigne group of companies. Until 2014, it was 100% owned 
by Morgan Stanley Capital Group Inc. which is, in turn, wholly owned 
by the Morgan Stanley financial holding company.”*'’ Its key subsidiary' 
was TransMontaigne LP, a publicly traded master limited partnership, 
over 20% of whose ownership was retained by Morgan Stanley and 
TransMontaigne. TransMontaigne LP owned over a dozen subsidiaries 
involved in oil storage, distribution, and transportation. The following 
chart depicts its ownership structure in 2013.” 


'™id. 

Subcommittee briefing by Morgan Stanley (2/4/2014). 

1762 2 QJ 3 TransMontaigne, L.P. Annual Report, filed with the SEC on 3/1 1/2014, at 36, 
http://www.sec.gOv/Archives/edgar/data/1319229/000104746914002098/a2218768zl0-k.htm. 
”“7/16/2013 letter from Morgan Stanley legal counsel to Subcommittee, PSI-MorganStanley- 


07-000001 -034, at 017. 

2013 TransMontaigne, L.P. Aimual Report, filed with the SEC on 3/1 1/2014, at 6, 
http://www.sec.gOv/Archives/edgar/data/1319229/000104746914002098/a221 8768zl0-k.htm 

‘“Ud. 
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TransMontaigne also had operations in Canada, held since 2010 
through a wholly-owned subsidiary, TransMontaigne Canada Holdings 
Inc. The Canadian operations included over 60 oil terminals, plants, and 
pipeline operations.’™^ By 2013, TransMontaigne Canada Holdings Inc, 
had three subsidiaries: Canadian Canterm Terminals Inc. (CanTerm), 
TransMontaigne Marketing Canada Inc. (TMCI), and TMG Canadian 
Holdings LLC. The first two subsidiaries were acquired from Olco 
Petroleum, described below. The following chart depicts the Canadian 

1767 

companies. 


See undated “Corporate Structure,” TransMontaigne Marketing Canada Inc. website, 
http://web.archive.org/web/20 \ 3 1 209060736/http:/./transmontaignecaiiada.ca/inde.K- 1 .htmi. 
Id. 
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Source: iO/17/2014 letter from Morgan Stanley legal counsel to Subcommittee, PSI- 
MorganStanley-1 9-000001 -005, at 002. 

CanTerm operated two marine terminals in Montreal and Quebec 
City, as well as land terminals to store petroleum, chemical, and other 
bulk commodities.’™* Its marine terminals offered pipeline, dock lines, 
truck, and railway connections as well as oil blending operations.'™^ 
TMCI marketed and distributed oil products like gasoline, biodiesel, and 
heating oil on a wholesale basis.'™ TMG Canadian Holdings LLC 
owned Olco Petroleum, described below. 

In March 2014, Morgan Stanley sold CanTerm to Vopak 
Terminals QC Inc."'''' On July 1, 2014, Morgan Stanley sold the rest of 
TransMontaigne - other than its Canadian holdings - to NGL Energy 


See 3/27/2014 Vopak press release, “Vopak acquires two distribution terminals in Canada,” 
http://www.vopak.com/uploads/tx_vopak/news/03-27_Press_release__Canterm_UK.pdf. See al.so 
Canterm Canadian Terminals, Inc. website, 

http://web.archive.Org/web/20130823051055/http://canterm.com/canterm/en/lndex.htm. 

See undated “Vopak Terminals of Canada - Montreal, Quebec,” Vopak website, 
http://www.vopak.com/north-america/vopak-terminals-of-canada-montreal-quebec-cbm.html. 

See also undated, “Vopak Tenninals of Canada - Quebec City,” 

http://www.vopak.com/overview/terminal-overview/north-americanorth-america/canada/north- 

americavopak-terminals-of-canada-quebec-city-cbm.html. 

' See 4/2/20 1 3 Parkland Fuel Corporation press release, “Parkland Fuel Corporation Enters 
Quebec Market with New Supply Agreement and Assumption of TransMontaigne Business,” 
http ://www.parkiand.ca/investors/news/news_post?sourcc=http://parkland. mwnewsroom.com/pr 
ess-releases/parkland-fuel-corporation-entei^-quebec-market-wit-tsx-pki- 
2013040208641 13001&type=l (describing TMCI assets). 

10/17/2014 letter from Morgan Stanley legal counsel to Subcommittee, PSI-MorganStanley- 
19-000001-005, at 002. 
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Partners LP for $200 million plus an additional $347 million for 
inventory transferred at closing.'^^^ NGL Energy Partners is a publicly- 
traded company that owns and operates a variety of energy businesses 
focused on oil logistics, water treatment services, and retail propane. 
Morgan Stanley told the Subcommittee that it sold TransMontaigne as 
part of its larger decision to exit the physical oil merchanting 
business.'™ 

Olco Petroleum. A few months after purchasing TransMontaigne, 
on December 15, 2006, Morgan Stanley acquired a 60% ownership stake 
in Olco Petroleum Group Inc. (Olco Petroleum). Founded in 1986, 
Olco Petroleum was a Canadian company which blended, marketed, and 
distributed refined oil products in Ontario and Quebec, including 
gasoline, propane, and biodiesel fiiels.'^^* At the time of purchase, it 
owned a network of over 200 retail gasoline stations, some with 
convenience stores or carwashes, in eastern Canada.'^^^ Its holdings 
included CanTerm, the oil marketing, terminal, and blending company, 
described above. 

In 2006, Morgan Stanley Capital Group, Inc., through 
TransMontaigne, Inc., took possession of the Olco shares. In 
September 2008, the same month Morgan Stanley became a bank 
holding company, it acquired the remaining 40% of Olco Petroleum, 
making Olco Petroleum a wholly-owned subsidiary of TransMontaigne, 
Inc.'™ Olco’s gasoline stations were gradually sold, but its Canadian 
storage, marketing, and distribution services continued.’’*' 


See 7/2/2014 NGL Energy Partners press release, “NGL Energy Partners LP announces 
completion of acquisition of TransMontaigne GP and related assets,” 

http://www.nglenergypartners.com/investor-relations/news/. See also “Morgan Stanley to sell 
oil business TransMontaigne to NGL Energy,” The Wall Street Journal . Justin Baer 
(06/09/2014), http://online.wsj.com/artic1es/morgan-stanley-sells-stake-in-transraontaigne-to- 
ngl-1402316959. 

See undated “About Us,” NGL Energy Partners website, 
http://www.nglenergypartners.com/about-us/. 

Subcommittee briefing by Morgan Stanley (2/14/2014). 

10/17/2014 letter from Morgan Stanley legal counsel to Subcommittee, PSI-MorganStanley- 
19-000001-005, at 002; 2/28/2007 Morgan Stanley Quarterly Report, filed with the SEC on 

4/6/2007, at 34, 

http://www.sec.gOv/Archives/edgar/data/895421/0001 193 12507075695/dl0q.htm. See also 
“Morgan Stanley bought 60 pet of Olco Petroleum,” Reuters (2/13/2007), 
http://www.reuters.eom/article/2007/02/13/idUSNi316645820070213. 

See undated “Company Overview of OLCO Petroleum Group Inc.,” Bloomberg 
Businessweek. 

http://investing.businessweek.com/research/stocks/private/snapshot.asp?privcapid=875628. 

10/17/2014 letter from Morgan Stanley legal counsel to Subcommittee, PSI-MorganStanley- 
19-000001-005, at 002. 

Id.; See 2009 TransMontaigne LP Annual Report, filed with the SEC on 3/8/2010, at 12, 
http://www.sec.gOv/Archives/edgar/data/1319229/000104746910001852/a2197078zl0-k.htm 
Subcommittee briefing by Morgan Stanley (2/4/2014). 
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In 2010, Morgan Stanley reorganized Olco, which became Olco 
Petroleum Group ULC.’’*^ That same year, TransMontaigne 
reorganized its Canadian holdings, creating the new holding company, 
TransMontaigne Canada Holdings, Inc.”®^ One of the subsidiaries of 
the new holding company was TMG Canadian Holdings LLC, which 
became the holder of 100% of the Olco shares, as depicted in the chart 
above.’™ In addition, Olco’s subsidiary, CanTerm, was moved out of 
Olco to become a stand-alone subsidiary of TransMontaigne Canadian 
Holdings, Inc., again as shown in the chart above.'^*^ 

As indicated earlier, Morgan Stanley sold CanTerm in March 
2014. When Morgan Stanley sold TransMontaigne to NGL Energy 
Partners in July 2014, it retained TransMontaigne Canadian Holdings, 
Inc.’’*^ As of October 2014, Morgan Stanley still owns that holding 
company, along with Olco Petroleum, continuing its involvement with 
physical oil storage facilities and pipelines in Canada.'^*’’ 

Heidmar. In 2006, a third key acquisition by Morgan Stanley was 
taking 100% ovmership of the Heidmar Group, Inc., a Connecticut 
marine logistics company which provided chartering and scheduling 
services for a fleet of independently owned oil transport vessels.'^** 

Two years later, in 2008, Morgan Stanley sold 49% of its ownership 
interest to Shipping Pool Investors, Inc. and another 2% to Heidmar 
executives, leaving Morgan Stanley with a 49% interest in the 
company.”*’ Morgan Stanley representatives sit on the Heidmar Board 
of Directors. 

Founded in 1984, Heidmar Holdings, Inc. is “one of the world’s 
leading commercial tanker operators with a fleet of approximately 100 
ships.””’’ It helps deliver “crude oil and blending components which 
power the world’s cars, planes, trains, trucks, and heat homes around the 
globe.’’”” Heidmar does not own the ships it operates; it works with 


10/17/2014 letter from Morgan Stanley legal counsel to Subcommittee, PSI-MorganStanley- 
19-000001-005, at 002. 

Id. 

.784 Id 

1785 

1786 

.787 id^ 

See 5/15/2009 “Morgan Stanley Responses to Permissibility Analysis on Commodities 
Activities Follow-up,” prepared by Morgan Stanley for the Federal Reserve, FRB-PSI-200405 - 
418, at 412; 2009 “Morgan Stanley Global Commodities Overview,” FRB-PSt-618889 - 908; 
7/16/ 2013 letter from Morgan Stanley legal counsel to Subcommittee, PSl-Morgan Stanley-07- 
000001 - 034, at 007 and 030; 5/4/2009 “Morgan Stanley Commodities Risk Control Validation 
Target Exam,” prepared by Federal Reserve Bank of New York, FRB-PSI-304627 - 645, at 637 
[sealed exhibit]. 

2012 Morgan Stanley Annual Report, filed with the SEC on 2/26/2013, at 3, 
http://www.sec.gOv/Archives/edgar/data/895421/0001 193 12513077191/d484822dl0k.htm; 
undated “About,” Heidmar Inc. website, http://www.heidmar.com/history/. 

Undated “About,” Heidmar Inc. website, http://www.heidmar.com/what-we-do/. 

'™' Id. 
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independent owners to form pools of vessels that service certain 
geographic areas. It then provides scheduling, chartering, and related 
logistics services for clients needing to charter a vessel either for a 
specific period of time or for a particular voyage. 

Additionally, in 2008, Morgan Stanley purchased a “30% interest 
in Global Energy International Limited, a Singapore company that 
provides international marine services and supplies bunker fuel and 
other oil products through its own fleet of 23 vessels.”'^^^ 

Morgan Stanley relied on the ships provided by Heidmar and 
Global Energy to meet its oil supply obligations and to locate, buy and 
transport oil cargoes around the world. In 2009, Morgan Stanley 
shipped about 16.3 million barrels of oil per month in about 165 vessel 
movements, using either ships or barges.'™^ Morgan Stanley told the 
Subcommittee that while it used to charter about 100 vessels ^er month, 
by 2014, it was down to leasing 10 to 15 vessels per month.'^ ^ 

Incidents. Morgan Stanley oil-related subsidiaries occasionally 
experienced accidents or incidents involving oil. Since 2006, 
TransMontaigne, has had 36 incidents recorded in the database kept by 
the U.S. Department of Transportation’s Pipeline and Hazardous 
Materials Safety Administration (PHSMA).”’’ Two incidents resulted 
in consent agreements with states. The first, on October 3, 2006, 
involved about 70,500 gallons of regular unleaded gasoline which 
overflowed the top of a tank in Rogers, Arkansas; the tank was owned 
and operated by TransMontaigne Partners LP and its subsidiary 
Razorback, LLC.’’^* According to the consent agreement with the 
Arkansas Department of Environmental Quality (DOEQ), about 9,000 
cubic yards of contaminated soil had to be excavated and treated on 
site.'™ Another 17,800 gallons of gasoline were also removed.'*®® 
Another incident took place on January 28, 2010, when a pipeline 
ruptured in Fairfax County, Virginia and discharged about 280 gallons 
of diesel fiiel into a nearby body of water.'*®' TransMontaigne paid a 


7/16/2013 letter from Morgan Stanley legal counselto Subcommittee, PSI-MorganStanley- 
07-000001 - 034, at 007. 

I’M 5/4/2009 “Morgan Stanley Commodities Risk Control Validation Target Exam,” prepared by 
Federal Reserve Bank of New York, FRB-PSI-304627 - 645, at 634 [sealed exhibit]. 

Id. 

Subcommittee briefing by Morgan Stanley (2/4/2014). 

See 10/27/2014 “Incident Reports Database Search,” PHSMA Office of Hazardous Materials 
Safety website, https://hazmatonline.phmsa.dot,gov/IncidentReportsSearch/search.aspx (using 
search term “TransMontaigne” in the classification of “Shipper/Offeror”). 

In re TransMontaigne Partners. L.P. . Arkansas Department of Environmental Quality, 
Consent Administrative Order, at 2 (5/19/2010), 

http'//www.adeq.state.ar.us/ftproot/Pub/WebDatabases/Legal/CAO/LIS__Files/l 0-086. pdf. 

179^id 

'“Id. 

State Water Control Board Enforcement Action - Order by Consent Issued to 
TransMontaigne Operating Company L.P, at 3, Virginia Department of Environmental Quality 
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civil fine of about $1 14,000."*“^ Of the 36 incidents, six involved cargo 
tank crashes or derailments in which gasoline or diesel fuel were 
released and were considered “serious incidents” by the Hazardous 
Materials Information System (HMIS).‘*“ There were no hazardous 
materials-related injuries or fatalities in those six incidents, and the total 
amount of damages ranged between $146,000 to $553, 000. 

(c) Exiting the Physical Oil Business 

Morgan Stanley told the Subcommittee that, in 2013, it decided 
that it would refocus its commodities activities to become more 
“customer driven.”’*'*^ As part of that decision, Morgan Stanley told the 
Subcommittee that “Morgan Stanley has decided to exit certain of its 
physical commodities business lines, including its global physical oil 
merchanting business and its investment in TransMontaigne, Inc.” 

Declining Revenues. In 2009, a Federal Reserve examination 
reported that Morgan Stanley’s global oil business had produced nearly 
60% of the revenues generated by the Commodities group and called it 
“the most important source of revenues.”'*®’ According to Morgan 
Stanley, while its oil liquids business has generated revenues and profits 
in every fiscal year since 2008, its revenues and profits have steadily 
declined.'*®* The following chart shows the decline in revenues; 


(8/4/2011), 

http://www.deq.virgima.gOv/Portals/0/DEQ/Enforcement/FinalOrders/TransMontaigneOperating 

Aug042011.pdf. 

Id. at 4. 

See 10/27/2014 “Incident Reports Database Search,” PHSMA Office of Hazardous Materials 
Safety website, https://hazmatonline.phmsa.dot.gov/lncidentReportsSearch/search.aspx (using 
search term “TransMontaigne” in the classification of “Shipper/Offeror,” and selecting for 
crashes or derailments). 

1804 

Subcommittee briefings by Morgan Stanley (2/4/2014 and 9/1 1/2014). 

1806 q /2014 letter from Morgan Stanley legal counsel to Subcommittee, PSI-MorganStaniey- 

13-000001 -009, at 003. 

isot 5/4/2009 “Morgan Stanley Commodities Risk Control Validation Target Exam,” prepared by 
Federal Reserve Bank of New York, FRB-PSI-3 04627 - 645, at 633 [sealed exhibit]. See also 
5/7/2009 “Global Commodities Overview,” prepared by Morgan Stanley, FRB-PSI-61 8889 - 
908, at 897. 

7/1/2013 letter from Morgan Stanley to FRBNY, FRB-PSl-302759 - 768, at 768; 10/17/2014 
letter from Morgan Stanley legal counsel to the Subcommittee, PSI-MorganStaniey-19-000001 - 
005, at 003. 
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Morgan Stanley Oil Desk Net Revenues 
2008-2013 


Fiscal Year 

Net Revenues 

2008 

$1.3 billion 

2009 

$1.2 billion 

2010 

$822 million 

2011 

$677 million 

2012 

$676 million 


Source: 7/16/2013 and 10/17/2014 letters from Morgan Stanley legal counsel to the 
Subcommittee, PSI-MorganStanley-07-000001 - 034, at 005 and PSI-MorganStanley- 
19-000001 -005, at 003. 

To implement its decision to exit the physical oil business, as 
explained earlier, in July 2014, Morgan Stanley sold TransMontaigne to 
NGL Energy Partners, although it retained some assets, including 
TransMontaigne’s holdings in Canada.'*®’ Morgan Stanley also 
attempted to sell to Rosneft Oil Company a number of the global 
physical oil assets held by Morgan Stanley Commodities, primarily 
through Morgan Stanley Capital Group, Inc. in the United States, and by 
Morgan Stanley International Holdings, Inc. internationally.'*"’ 

Morgan Stanley entered into a sales agreement with a subsidiary of 
Rosneft Oil Company on December 20, 2013.'*" Rosneft is a Russian 
state-owned corporation that is the country’s largest petroleum company 
and third largest gas producer.'*'^ The agreement covered Morgan 
Stanley’s physical oil inventories, storage leases, shipping charters, 
blending services, supply contracts, and its 49% stake in Heidmar, 
among other assets.'*'^ The transaction was expected to close during the 
second half of 2014, after regulatory approvals.'*''' The Federal Trade 


See 10/17/2014 letter from Morgan Stanley legal counsel to Subcommittee, PSI- 
MorganStanley- 19-000001 - 005, at 002. 

See 10/10/2014 letter from Morgan Stanley legal counsel to Subcommittee, PSI- 
MorganStanley- 17-000001 - 003, at 002. 

See 12/20/2013 Morgan Stanley press release, "Morgan Stanley to Sell Global Oil 
Merchanting Business to Rosneft,” 

http://www.morganstanley.eom/about/press/articles/00ddb583-lc3c-4dd9-b27f- 

6023c884aae3.htral. 

See 7/16/2014 U.S. Department of the Treasury press release, "Announcement of Treasury 
Sanctions on Entities Within the Financial Services and Energy Sectors of Russia, Against Arms 
or Related Materiel Entities, and those Undermining Ukraine's Sovereignty,” 
http://www.treasury.gov/press-center/press-releases/Pages/jl2572.aspx. 

'^'^Subcommittee briefing by Morgan Stanley (2/14/2014). See also 6/30/2014 Morgan Stanley 
Quarterly Report, filed with the SEC on 8/5/2014, at 113, 

http://www.sec.gov/Archives/edgar/data/895421/OOOil93I2514295874/d763478dlOq.htm; 
12/20/2013 Morgan Stanley press release, "Morgan Stanley to Sell Global Oil Merchanting 
Business to Rosneft,” http://www.morganstaiiley.eom/about/press/articles/00ddb583-lc3c-4dd9- 
b27f-6023c884aae3.html. 

See 6/30/2014 Morgan Stanley Qumterly Report, filed with the SEC on 8/5/2014, at 113, 
http://www.sec.gOv/Archives/edgar/data/895421/000n93I2514295874/d763478dl0q-htm. 
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Commission provided its approval on June 17, 2014.’®’^ The European 
Commission provided its approval on September 4, 2014.'*"’ 

In March 2014, however, as a result of Russia’s incursion into 
Ukraine’s Crimean peninsula, the United States Government imposed 
sanctions on a number of Russian individuals and entities, including 
companies that operate in the energy sector.'*'^ In September 2014, the 
United States expanded the sanctions, specifically naming Rosneft as 
one of the energy companies.'*'* Morgan Stanley has indicated publicly 
that, because of the sanctions, the sale may not be finalized.'*'^ If the 
sale is not concluded, Morgan Stanley has indicated it will continue to 
look for a buyer. 

(3) Issues Raised by Morgan Stanley’s Crude Oil 
Activities 

Morgan Stanley’s physical oil activities raise multiple concerns, 
including the wholesale mixing of banking and commerce; financial, 
operational and catastrophic event risks; insufficient capital and 
insurance coverage to protect against potential losses; conflicts of 
interest arising from controlling crude oil supplies while trading crude 
oil financial instruments; and the need for stronger safeguards. 

(a) Mixing Banking with Commerce 

Morgan Stanley spent 25 years building a vast physical oil 
business, involving producing, refining, storing, transporting and 
supplying oil products. That vast commercial physical oil enterprise is 
not the type of financial activity that, under U.S. law and practice, was 
envisioned as appropriate for a bank or bank holding company. 


6/17/2014 “20141062; Rosneft Oil Company; Morgan Stanley,” Federal Trade Commission 
Premerger Notification Program, FTC website, http://www.ftc.gov/enforcemcnt/premerger- 
notification-program/early-termination-notices/20141062, 

1816 gxecutive clears acquisition of Morgan Stanley’s oil unit by Rosneft,” Reuters, 
(9/4/2014), htlp://www.rcuters .com/article/20 1 4/09/04/us-rosneft-morgan-stanley- 
idUSKBN0GZ0ZP20140904. 

See undated “Ukraine and Russia sanctions,” U.S. Department of Slate website, 
http://www.state.gOv/e/eb/tfs/spi/ukrainerussia/. 

’*'* See 9/12/2014 U.S. Department of the Treasury press release, “Announcement of Expanded 
Treasury Sanctions within the Russian Financial Services, Energy, and Defense or Related 
Material Sectors,” http://www.treasury.gov/press-center/press-releascs/pages/jt2629.aspx. 
“Treasury has also imposed sanctions that prohibit the e,xportation of goods, services (not 
including financial services), or technology in support of exploration or production for Russian 
deepwater, Arctic offshore, or shale projects that have the potential to produce oil, to five 
Russian energy companies ~ Gazprom, Gazprom Neft, Lukoil, Surgutneftegas, and Rosneft - 
involved in these types of projects.” Id. 

See, e.g., “Morgan Stanley says ‘no assurance’ Rosneft deal will close,” Reuters 
(10/10/2014), http://www.reuters.coin/article/2014/10/10/morgan-stanley-rosneft- 
idUSL2N0S524L20 141010. 
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Because Morgan Stanley was immersed in physical oil activities 
prior to 1997, and was still engaged in them when it converted to a bank 
holding company in 2008, those activities are more appropriately 
protected from divestiture by the Gramm-Leach-Bliley grandfather 
clause than, for example, its compressed natural gas venture which was 
begun five years after it became a bank holding company. But even 
those Morgan Stanley commercial business activities that are protected 
by grandfather status raise the same concerns that led to bans on mixing 
banking with commerce in the first place. Those concerns include, as 
discussed in Chapter 2, unfair economic advantages due to the bank 
holding company’s access to inexpensive credit from its subsidiary 
bank; unfair informational advantages due to the bank holding 
company’s access to non-public information from its commercial and 
client activities; conflicts of interest that can arise between the bank 
holding company and its clients when competing commercially; 
potential distortions of credit decisions by an affiliated bank that wants 
to support its holding company; the dangers of market manipulation; 
increased bank and systemic risks arising from industrial activities; and 
the undue concentration of economic power that results when a bank 
holding company becomes a major player, not only in the provision of 
credit, but also in a vital energy sector. On top of those concerns is the 
reality of a bank holding company with so many complex enterprises in 
so many geographic areas that it becomes too big to manage or regulate. 

In its 2012 report, the FRBNY Commodities Team that conducted 
the broad review of financial holding company involvement with 
physical commodities expressed “[sjupervisory [cjoncerns” that their 
engagement in “commercial/physical commodity activities breaches the 
separation of banking and commerce and place[s] industrial activities 
within the federal safety net.”'*^“ 

As stated earlier, to conduct its physical oil activities, Morgan 
Stanley has relied on the grandfather clause. The grandfather clause has 
one built-in safeguard - a volume limit prohibiting grandfathered 
activities Ifom exceeding 5% of the holding company’s consolidated 
assets. For Morgan Stanley, that limit is so high - 5% of $833 billion or 
$41 billion ~ that it functions as no limit at all.'*^' While the Federal 
Reserve could have imposed a lower limit to ensure grandfathered 
activities are operated in a safe and sound manner, it has not yet done so. 

2012 Summary Report, at FRB-PSI-200477-510, at482 [sealed exhibit]. See also undated 
but likely early 201 1 “Comparison of Risks of Commodity Activities at Morgan Stanley and 
Goldman Sachs between 1997 to Present,” prepared by Federal Reserve, FRB-PST-200428 - 454, 
at 429 [sealed exhibit] (expressing concern about “industrial activities [that have] created new 
and increased potential liability for firms with access to the federal safety net supporting the 
banking system”). 

See 6/30/2014 “Consolidated Financial Statements for Holding Companies,” Form FR Y-9C, 
filed by Morgan Stanley with the Federal Reserve, Federal Reserve website, 
http://www.ffiec.gov/nicpubweb/nicweb/FinancialReport.aspx?parID_RSSD=2162966&parDT= 
20140630&parRptType=FRY9C&redirectPage=FinanciaiReport.aspx . 
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The details of Morgan Stanley’s physical oil activities illustrate 
how far financial holding companies have been allowed to cross the line 
between banking and commerce. While Morgan Stanley is currently 
reducing its physical oil activities, other banks may attempt to enter the 
physical oil business, unless better safeguards are put in place. 

(b) Multiple Risks 

Morgan Stanley’s physical oil business creates multiple risks that 
don’t normally confront a bank. Oil products are flammable and 
explosive. Oil spill and other catastrophic event risks surround multiple 
aspects of Morgan Stanley’s physical oil activities, from oil transport 
ships, tanker trucks, and railway cars, to ruptured pipelines and storage 
facilities. Financial risks also pose a threat, especially in the case of 
huge oil inventories. From September to October 2014, crude oil prices 
fell 20%, from about $ 1 00 to $80 per barrel, immediately depressing the 
dollar value of physical inventories and disrupting the economics of oil 
transport and supply contracts. 

Valuation risks are another area of concern. In 2009, Federal 
Reserve examiners reviewing Morgan Stanley’s physical commodities 
activities wrote: 

“Examiners noted complex risks around valuation and risk 
measurement of the oil storage business. Market risk involved 
appears material; as per 2008 backtesting results, the Firm lost 
$152 [million] on a single trading day ... attributable to market 
movements in oil storage. Furthermore, differences exist in the 
income recognition regimes between GAAP accounting, which 
requires marking oil in storage to spot prices, and Morgan 
Stanley’s internal economic valuation based on the oil storage 
model 

Still another set of concerns involves Morgan Stanley’s efforts to 
mitigate the risks posed by its physical oil activities, including from an 
oil-related incident. The Federal Reserve Commodities Team found that 
Morgan Stanley, among other financial holding companies, had 
allocated insufficient levels of capital and insurance to cover potential 
losses. The 2012 Summary Report noted at one point that, while 
Morgan Stanley had calculated a potential oil spill risk of $360 million, 
through “aggressive assumptions” and “diversification benefits,” it had 
reduced that total by nearly 70% to $54 million, allocating risk capital 
for only that much smaller amount.'*^^ The 2012 Summary Report also 
noted that insurance for catastrophic events in oil shipping is typically 
capped at $1 billion, “and firms cannot cover any amount beyond the 

5/4/2009 “Morgan Stanley Commodities Risk Control Validation Target Exam," prepared by 
Federal Reserve Bank of New York, FRB-PSI-304627 - 645, at 629 [sealed exhibit]. 

2012 Summary Report, at FRB-PSl-200477 - 510 , at 493 - 494 [sealed exhibit]. 
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cap through insurance.”'*^'* In addition, the Federal Reserve 
Commodities Team determined that the potential losses associated with 
an “extreme loss scenario” at four financial holding companies, 
including Morgan Stanley, would exceed the capital and insurance 
coverage at each financial holding company by $1 billion to $1 5 
billion.'*^^ That shortfall leaves the Federal Reserve, and U.S. 
taxpayers, at risk of having to provide financial support to Morgan 
Stanley should a catastrophic event occur. 

In addition to the catastrophic event, valuation, insurance and 
capital concerns, the Morgan Stanley case history shows how a multi- 
million-dollar sale of oil assets can collapse from unrelated political 
events. Even exiting the business has risks. 

(c) Conflicts of Interest 

Morgan Stanley has stated openly that its physical oil activities 
provide valuable market information to its traders in the financial 
markets. Here’s how one 2005 article described Morgan Stanley’s 
physical commodity activities and comments by one of its leaders, John 
Shapiro: 

“Having access to barges and storage tanks and pipelines gives the 
bank additional options, to move or store commodities, that most 
energy traders don’t pursue. And by having its finger on the pulse 
of the business, it hopes to get a more subtle feel for the market, a 
crucial asset to a trader. 

‘Being in the physical business tells us when markets are 
oversupplied or undersupplied,’ says Mr. Shapiro. ‘We’re right 
there seeing terminals filling up and emptying. 

A Federal Reserve analysis made a similar point, noting: 

“The relationship of the firms [Morgan Stanley and Goldman] with 
their wholly and partially owned companies is not that of a passive 
investor. In addition to the financial return, these direct 
investments provide MS [Morgan Stanley] . . . with important 
asymmetrical information on conditions in the physical markets 
such as production and supply/demand information, etc., which a 


'““id. at 491. 

Id. at 498, 509. The 2012 Summary Report also noted that commercial firms engaged in oil 
and gas businesses had a capital ratio of 42%, while bank holding company subsidiaries had a 
capital ratio of, on average, 8% to 1 0%, Id. at 499. 

“Morgan Stanley Trades Energy Old-Fashioned Way: In Barrels,” Wall Street Journal . Ann 
Davis (3/2/2005), http://online.wsj.eom/news/articles/SB110971828745967570. 
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market participant without physical global infrastructure would not 

necessarily be privy to.”'*^ 

While U.S. commodities laws do not bar the use of non-public 
information by traders in the financial markets in the same way as 
securities laws, concerns about unfair trading advantages deepen when 
the commodities trader is a major financial institution with access to 
significant non-public information. 

Additional questions involve whether any Morgan Stanley 
personnel ever stepped over the line by playing the physical markets off 
the financial markets to manipulate oil prices.’*^* Those types of 
suspicions would not arise if Morgan Stanley were not trading in both 
the physical and financial oil markets at the same time. 

(4) Analysis 

The three financial holding companies examined by the 
Subcommittee were heavily involved with both financial and physical 
oil activities. While Morgan Stanley is currently reducing those 
activities, it still operates a vast physical oil business. Physical oil 
activities raise a host of troubling questions, from catastrophic event 
risks to valuation problems to financial risks to market manipulation 
issues. The risks permeating the physical oil business call out for 
increased capital and insurance to cover potential losses and protect 
taxpayers from being asked to step in after a disaster. Market 
manipulation opportunities require additional oversight and preventative 
safeguards. It is past time for the Federal Reserve to provide guidance 
on the scope of the grandfather clause and enforce overdue safeguards 
on this high risk physical commodity activity. 


Undated but likely early 2011 “Comparison of Risks of Commodity Activities at Morgan 
Stanley and Goldman Sachs between 1997 to Present,” prepared by Federal Reserve, FRB-PSI- 
200428 - 454, at 439 [sealed exhibit]. 

See, e.g., “U.S. Suit Sees Manipulation of Oil Trades,” New York Times . Graham Bowley 
(5/24/201 1), http://www.nytimes.com/201 l/05/25/business/gIobal/25oil.html?_r=0 (discussing 
cases charging market manipulation of oil prices). 
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D. Morgan Stanley Involvement with Jet Fuel 

Morgan Stanley has sometimes explained the benefits of its 
partieipation in physieal oil aetivities by highlighting its role in 
providing jet fuel to an airline during and after bankruptey.’*^^ Morgan 
Stanley has been involved with physical jet fuel for many years, as a 
subset of the physical oil activities examined in the prior section. While 
its jet fuel supply, transport, credit intermediation, and hedging services 
have sometimes benefited airlines, they have also at times imposed costs 
that hurt rather than helped the airlines involved. In two specific cases 
reviewed by the Subcommittee, the airlines appear to have determined 
that Morgan Stanley’s services were not worth the cost and have 
discontinued their participation in jet fuel agreements with Morgan 
Stanley. 


(1) Background on Jet Fuel 

Jet fuel is one of several specialized types of fuel derived from 
crude oil.'*^° During the refining process, a complex separation 
procedure divides crude oil into materials needed for several types of 
refined oil products, including jet fuel. The separation process takes 
place at crude oil refineries which then store the resulting jet fuel until it 
is shipped. Due to the many different crude oils and refining 
procedures available, many different grades of jet fuel can be produced. 
Morgan Stanley has identified 80 different jet fuel markets around the 
world.'*” 

The primary commercial end-users of jet fuel are airlines. In 
recent years, jet fuel has also become the largest annual expense for 
many airlines. One major domestic airline told the Subcommittee that 
its fuel costs were by far its largest expense, totaling $12 billion in 2013, 
roughly 34% of its total annual expenses.'”'* A non-U.S. airline also 

See, e.g., 4/17/2014 public comment letter submitted by Morgan Stanley to the Federal 
Reserve in connection with the Federal Reserve’s Advance Notice of Proposed Rulemaking on 
Complementary Activities, Merchant Banking Activities, and Other Activities of Financial 
Holding Companies Related to Physical Commodities (hereinafter, “2014 Morgan Stanley Public 
Comment Letter”), at 6, http://www.federalreserve.gov/SECRS/2014/ April/20140421/R- 
1 479/R- 1479__04 1 8 1 4_1 24930_5 1 0776321 432_1 .pdf. 

1830 JO/24/2011 presentation, “An Introduction to Petroleum Refining and the Production ofUltra 
Low Sulfur Gasoline and Diesel Fuel,” prepared by MathPro, Inc. for the International Council 
on Clean Transportation, at 2, http://www.theicct.org/sites/default/files/publications/ 

ICCT05 Refining Tutorial_FINAL_RLpdf. 

1832 id_ 

1833 2014 Morgan Stanley Public Comment Letter, at 6. 

Subcommittee briefing by United Airlines (10/9/2014). See also 2/20/2014 United 
AirlineslO-K filing with the SEC, at 6, 

http://ir.unitedcontinentaiholdings.cora/phoenix.zhtml?c=83680&p=irol- 
SECText&TEXT=aHR0cDovL2FwaS50ZW5rd2!6YXJkLmNvbS9maWxpbmcueGlsP2iwYWd 
IPTkOMTAxMzgmRFNFUTOwJlNFUTOwJINRREVTQzlTRUNUSU90XOVOVElSRSZzdWJ 
zaWQ9NTc%3d#tx624298 10 (listing its 2013 jet fuel-related expenses as $13.14 billion and 
its total operating expenses in 2013 as $37 billion). 
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identified jet fuel as its largest expense, reporting 2013 jet fuel costs of 
nearly $8.35 billion, 39% of its operating costs. 

Supplying and Transporting Jet Fuel. Most jet fuel suppliers 
are large oil or refining companies, including BP, Chevron, Exxon, Shell 
and Valero, which are not only involved in the production of jet fuel, but 
also typically have arrangements in place to transport the fuel to the 
airports where it is needed.'*^*’ 

Jet fuel is mo.st commonly transported via pipelines, oil transport 
vessels, or tanker trucks.'*^’ After being refined, jet fuel suppliers 
typically transport the fuel to one of several large oil storage facilities in 
the United States.'*^* From there, the fuel is typically transported to 
storage tanks at airports.'*^® Since each phase of transportation and 
storage could corrupt the quality of the fuel, each jjhase is heavily 
regulated, and the jet fuel is closely monitored. 

Transporting jet fuel requires adherence to a special set of 
operation and maintenance requirements.'*'" For example, jet fuel 
transportation pipelines must operate within strict parameters for flow 
rate, pressurization, filtration, and internal coating to mitigate 
corrosion.’**^ Jet fuel is also classified as a “static accumulator,” and 
requires treatment with certain additives while in transit to prevent 
issues with its electrical conductivity.'*''^ Airports are also subject to 
extensive regulation regarding how jet fuel is to be delivered, stored, and 
dispensed for end use.'*'*'' 

Jet Fuel Prices. Jet fuel prices have a history of volatility. Jet 
fuel prices vary across the country and experienced 20% price swings in 
2013 '845 ■pypjj.^Uy^ the price of jet fuel is determined by referencing the 


*835 JO/14/2014 letter from Emirates airline legal counsel to Subcommittee, PSI-Emirates-02- 
000001 " 007, at 001; See 2013 - 2014 Annual Report, Emirates Group, at 52, 
http;//content.emirates.com/downloads/ek/pdfs/report/annual_report_2014.pdf. 

Subcommittee briefing by United Airlines (10/9/2014). 

“Jet Fuel Pipelines and Storage Require Special Operation, Maintenance Considerations,” 
Anup Sera & Mott MacDonald, Pipeline and Gas Journal. Volume 236 No. 12 (December 2009), 
http://www.pipeiineandgasjoumal. com/jet-fuel-pipelines-and-storage-require-special-operation- 

maintenance-considerations?page=show. 

1838 

1840 

1842 y 

Id. 

See, e.g., “Standard for Aircraft Fuel Servicing,” National Fire Prevention Association 
§407(4)-(5) (2012); “Standard for Jet Fuel Quality Control at Airports,” Air Transport 
Association of America, Specification 103, Revision 2006. 1 (2006); see also “Are You 
Complying With Jet Fuel Regulations?,” Millennium Systems International (10/3/2014), 
http://www.millenniumsystemsintl.eom/techaiticles/airbeatjuiaug03.htm. 

See “US Airlines Find Fuel for Less in 2013 ... But Not Everywhere,” Platts: The Barrel 
Blog, Matt Kohlman (8/2/2013), http://blogs.platts.eom/2013/08/02/jet-shifts/. See also “Spot 
Prices: Crude Oil in Dollars per Barrel, Products in Dollars per Gallon,” U.S. Energy 
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average price from the previous week as recorded by Platts, an 
information company that provides benchmark price assessments for a 
variety of commodities.’®™ Because the jet fuel market is relatively 
small, analysts often use the price of crude oil as an indicator for the 
price of jet fuel. The recent 20% drop in crude oil prices could translate 
into lower jet fuel prices as well.'*'*^ The following chart tracks the jet 
fuel price changes over the past five years. 


200 

ISO 


Jet Fuel and Crude Oil Price (S/barrel) 

i:S<3%rc# RSS‘ 



j? J? ^ ^ >> >> >*■ >*■ >*■ 


Source: “Jet Fuel Price,” AirportWatch (10/8/2014), http://www.airportwatch.org.uk/7page 
id=2092. 


In the financial markets, jet fuel can be traded through futures, 
options, swaps, and forwards, both on exchange and over-the-counter. 
The New York Mercantile Exchange (NYMEX) lists several types of jet 
fuel options and futures.'®'’® The IntercontinentalExchange (ICE) lists 19 
different jet fuel swap contracts. '®'’’’ The financial market for jet fuel is 
substantially smaller than the financial market for crude oil, with fewer 
participants and outstanding contracts.'*^’’ 


Information Administration website (10/29/2014), http://www.eia.gov/dnav/pet/pet_ 
pri spt_sl_d.htm. . 

^“^^Subcommittee briefing by United Airlines (10/9/2014). 

“Spot Prices: Crude Oil in Dollars per Barrel, Products in Dollars per Gallon,” U.S. Energy 
Information Administration website (10/29/2014), http://www.eia.gov/dnav/pet/ 
pet pri_spt_s l_d.htm. 

**''^ee “CME Group All Products - Codes and Slate,” CME Group (10/2/2014), 
http://www.cmegroup.com/trading/products/#pageNumber=l<&sortField=oi&sortAsc=false&sub 
Group=18. 

See “ICE OTC Products List: Crude Oil and Refined Products,” Intercontinental Exchange 
(8/20 1 2), https://www.theice.eom/publicdocs/ICE_OTC_Cleared_Product_List.pdf 

Compare “Gulf Coast Jet (Platts) Up-Down Volume,” CME Group (10/20/2014), 
http://www.cmegroup.com/trading/energy/refined-products/gulf-coast-jet-fueI-vs-nymex-no-2- 
heating-oil-platts-spread-swap_quotes_volume_voi.html (listing 100 total jet fuel futures 
contracts traded on the NYMEX October 20, 2014); with “Crude Oil Volume,” CME Group 
(October 20, 2014), http://www.cmegroup.com/trading/energy/crude-oil/light-sweet- 
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U.S. airlines are active in both the physical and financial jet fuel 
markets. The Subcommittee was told that, today, U.S. airlines employ a 
number of different methods to hedge their jet fuel costs. Many airlines 
hedge only a portion of their fuel for only specified periods of time. Of 
the major U.S. airlines, for example, United Airlines generally hedges a 
portion of its jet fuel costs for the next year; Southwest Airline generally 
hedges a portion of its jet fuel costs for the next four to five years; and 
Delta Airlines, which purchased its own jet fuel refinery in 2012, trades 
aggressively in the jet fuel markets on an ongoing basis; while U.S. 
Airways and American Airlines have generally stopped hedging 
altogether.'*^' Those differing approaches indicate there is no consensus 
among end-users on how to effectively control jet fuel price risks. 

Jet Fuel Incidents. In addition to financial risks, jet fuel poses 
both safety and environmental risks. Jet fuel is categorized as a 
combustible, highly toxic material subject to regulation under the federal 
Toxic Substances Control Act.'*^^ It is extremely flammable both as a 
liquid and a gas, and exposure to certain oxidizing agents or sources of 
ignition can result in a flash fire or explosion.'*^* Handling the fuel 
involves exposure to toxic substances and can result in physical 
infirmities.'*^'' Transporting high volumes of jet fuel carries the risk of a 
large-scale environmental incident, such as an oil spill. Jet fuel incidents 
cover a variety of fact patterns. Incidents include a tanker truck crash 
that released 1 0,000 gallons of jet fuel that ignited and engulfed a 
highway ramp;'*** a2010 spill of jet fuel from atanker truck crash in 
Massachusetts;'**® an emergency release of 5,000 gallons of jet fuel into 
U.S. waters by an aircraft during an emergency landing;'**^ the theft of a 


crude_quotes_volume_voi.htmi?foi=0&41 927.50656= (listing almost 595,000 total crude oil 
futures and options traded on the NYMEX during the same time frame). 

See, e.g., “US Airlines are Taking the Hedge Off on Jet Fuel,” Platts, Matthew Kohiman, 
David Elward, and Su Yeen Chong (9/1/2014), http://blogs.platts.eom/2014/09/01/us-airiines- 
hedging/; “How Delta Bought A Refinery And Wound Up Saving Its Rivals A Ton Of Cash,” 
Business Insider, Benjeimin Zhang (9/1/2014), 

http://www.businessinsider.coni/delta-airlines-fiiel-prices-20 14-8#ixzz3GhARNyYq; “The 
‘Fixer’ at Southwest Airlines,” CNBC, Kate Kelly (5/2/2012), 

http://www.cnbc.coni/id/47254760#.; Subcommittee briefing by United Airlines (10/9/2014). 

“Jet Fuel/Kerosene Hazards Identification,” J.P. Morgan Ventures Energy Corporation 
(6/2/2008), at 9-1 1, https://www.jpmorgaji.com/cm/BlobServer/commoditiesJetfuel.pdf 
?blobkey=id&blobwhere=n58593470387&blobheader=appUcation/pdf&bIobheademamel=Cac 
he-Control&blobheadervaiuei=private&bIobco!=uridata&blobtable=MungoBlobs. 

Id. at 7. 

Id. at 5-9. 

3/13/2001 Rhode Island Department of Environmental Management press release, “Driver of 
Tanker Truck Charged; Tipover Caused Major Jet Fuel Spill Last Summer,” 
http://www.dem.ri.gov/news/200I/pr/03130I2.htm. 

See, e.g., 6/2010 “After Incident Report[;] Foxboro Jet Fuel Tanker Spill,” prepared by 
MassDEP Field Assessment and Support Team, http://www.mass.gov/eea/docs/dep/cIeanup/ 
sites/fox610.pdf. 

See, e.g., 5/6/2009 Washington State Department of Ecology press release, “Ecology will not 
take enforcement action against Asiana Airlines,” http://www,ecy.wa.gov/news/2009news/2009- 
102.html. 
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jet fuel tanker truck from a Houston airport;’*^* and a jet fuel 
contamination event that caused landing difficulties for an aircraft 

1859 

carrying 322 passengers. 

(2) Morgan Stanley Involvement with Jet Fuel 

Morgan Stanley has been participating in physical jet fuel activities 
since at least 2003. Since then it has stored and transported millions of 
barrels of jet fuel per year, while participating in financial transactions to 
hedge volatile jet fuel costs. Over a ten-year period from 2003 to 2013, 
Morgan Stanley became the primary jet fuel supplier for United Airlines. 
For a four-year period, from 2004 to 2008, it entered into a series of 
hedges with the airline Emirates to manage its price risks. In both cases, 
Morgan Stanley’s activities produced mixed results for the airlines. 
United eventually ended its fuel supply agreement with Morgan Stanley, 
after determining it could procure its own jet fuel at a lower cost. 
Emirates eventually ended its jet fuel hedging with Morgan Stanley after 
its hedging led to an unexpected $440 million expense for the airline. 

(a) Storiug, Supplying, and Transporting Jet Fuel 
Generally 

Morgan Stanley has acted as a jet fuel supplier for airlines since at 
least 2003, when it won a contract to supply jet fuel to United 
Airlines.'*®^ In 2005, a media report provided this description of its 
efforts: 

“United Airlines, fighting intense financial pressure, decided in 
late 2003 it needed a better way to get fuel to its planes. To get 
that job done, it went to an unusual place: Morgan Stanley. 

Now, employees of the bank scour the world for jet fuel for the 
airline. They charter barges, lease pipelines and schedule tanker 
trucks, delivering more than a billion gallons a year to United’s 


'*’* See, e.g., “Trespasser jumps fence, steals truck with jet fuel from Hobby Airport,” 
KHOU.com news station (7/24/2014), 

http://www.khou.com/story/news/investigations/2014/07/29/l2673286/. 

Undated description of 4/13/2010 incident, “A333, Hong Kong China, 2010 (LOC RE GND 
FIRE),” Skybrary, 

http://www.skybrary.aero/index.php/A333,_Hon^Kong_China,_2010_(LOC_RE_GND_FIRE). 
See also undated “Misfueling,” prepared by AOPA Air Safety Foundation, 
http://www.aopa.org/- 

/media/Files/AOPA/Home/Pi!ot%20Resources/ASI/Safety%20Briefs/SB04.pdf. 

Subcommittee briefing by Morgan Stanley (2/4/2014). In a 2010 letter to the Federal 
Reserve, Morgan Stanley asserted that it had engaged in physical and financial trading of jet fuel 
“as of September 30, 1997,” but did not provide any specific evidence showing that it handled 
physical jet fuel on or before that date. See 7/8/2010 letter from Morgan Stanley to the Federal 
Reserve, FRB-PSI-200173 - 182, at 174. 
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hubs. They even send inspectors to make sure no one tampers with 
the stuff.”'*®' 

Morgan Stanley told the Subcommittee that, between 2008 and 
2012, it maintained jet fuel inventories of between 4 million and 10.6 
million barrels per year.**®^ The following chart shows those jet fuel 
inventories peaking in 2009, maintaining high volumes in 2010 and 
2011, and then declining in 20 1 2 : 


Morgan Stanley Physical Jet Fuel Inventories 
2008-2012 


Jet Fuel/ Kerosene 

2008 

2009 

2010 

2011 

2012 

Barrels in Storage 

4.6 million 

10.6 

million 

6.6 million 

5.8 million 

4.0 million 

Dollar Value 

$272 

million 

$934 

million 

$703 

million 

$713 

million 

$521 

million 

Barrels in Transit 

2.6 million 

6.6 million 

6.5 million 

5.7 million 

4.1 million 

Dollar Value 

$165 

million 

$594 

million 

$700 

million 

$709 

million 

$532 

million 


Source: 7/16/2013 letter from Morgan Stanley legal counsel to Subcommittee, PSI- 
MorganStanley-03-000002 - 003. 


Morgan Stanley told the Subcommittee that it stored its jet fuel at 
over 50 storage facilities across the United States, Canada, Europe, and 
Asia.'*®'* They included a small number of facilities managed by its then 
wholly-owned subsidiary, TransMontaigne, which had multiple sites in 
the United States;'*®"* by its indirect subsidiary, Canterm Canadian 
Terminals, which had storage facilities in Canada;'*®® and by Aircraft 
Fuel Supply B.V., a Dutch company which stored jet fuel in the 

Netherlands and in which Morgan Stanley held a minority ownership 
• . .. 1866 
interest. 

Morgan Stanley also indicated that, between 2008 and 2012, it 
transported up to 6.6 million barrels of jet fuel per year, as shown in the 
above chart.'*®’ Morgan Stanley told the Subcommittee that it purchased 
jet fuel in markets around the world, and often transported the fuel by 
ship to other markets, including ships chartered through its subsidiaries, 


“Morgan Stanley Trades Energy Old-Fashioned Way: In Barrels,” Wall Street Journal , Ann 
Davis (3/2/2005), http://onIine.wsj.com/article/0„SBU0971828745967570,00.html. 

1862 7/J5/2013 Letter from Morgan Stanley legal counsel to the Subcommittee, PSI- 
MorganStanley-07-000001 - 034, at 002 - 003, 022. 

1863 4/12/2013 letter from Morgan Stanley legal counsel to the Subcommittee, PSI- 
MorganStanley-04-000001 - 007, at 005 - 007; Subcommittee briefing by Morgan Stanley 
(2/4/2014). 

See discussion in prior section about TransMontaigne. 

See discussion in prior section about Canterm. 

8/1/2013 Letter from Morgan Stanley legal counsel to the Subcommittee, PSI- 
MorganStaniey-08-00000 1 . 

18677 / 1^/2013 Letter from Morgan Stanley legal counsel to the Subcommittee, PSI- 
MorganStanley-07-000001 - 034, at 002-003, 022. 
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Heidmar and Global Energy International.'*®* Its search for lower-cost 
jet fuel cargoes was illustrated in a 201 1 news report which noted that 
Morgan Stanley had purchased two jet fuel cargoes in Singapore, each 
containing “100,000 barrels at 10 cents a barrel over benchmark quotes, 
the smallest premium in a week.”**®" Morgan Stanley was reported as 
obtaining lower prices than two other firms described in the article.**^” 

According to Morgan Stanley, since 2003, it has supplied jet fuel 
to a variety of airlines, including United Airlines, US Airways, 

American Airlines, Emirates, Southwest Airlines, and Societe Air 
France. To better understand Morgan Stanley’s involvement with jet 
fuel, the Subcommittee examined more closely its interactions with two 
of those airlines. United and Emirates. 

(b) Supplying Jet Fuel to United Airlines 

Morgan Stanley, through its subsidiary Morgan Stanley Capital 
Group Inc., first entered into a long-term contract to supply jet fuel to 
United Airlines in 2003.'*'" Prior to that agreement. United Airlines had 
been procuring jet fuel for its own operations, '*^^ and, according to 
Morgan Stanley, maintaining up to a month’s inventory of ftiel which 
was “creating significant operational overhead and a need for costly 
financing.”'*'^ In 2003, while United Airlines was maintaining that 
inventory and transporting jet fuel, its parent corporation was 
undergoing bankruptcy reorganization.'*’'* In an effort to free up the 
eash required to maintain its fuel supply operations. United Airlines 
issued a general solicitation seeking bids on a contract to take over that 


Subcommittee briefing by Morgan Stanley (2/4/2014). See also discussion in prior section 
about Heidmar and Global Energy International; 2014 Morgan Stanley Public Comment Letter, 
at 6, http://www.federalreserve.gOv/SECRS/20i4/April/20140421/R-1479/R- 
1479_041814_124930_510776321432J.pdf. 

“Morgan Stanley Buys Jet Fuel at Reduced Premium: Oil Products,” Bloomberg, Yee Kai 
Pin (10/20/2011), http;//www.bloomberg.com/news/2011-i0-20/morgan-stanley-buys-jet-fuel- 

at-reduced-premium-oil-products.html. 

*''' Id. 

Feb. 2013 Morgan Stanley Commodities: Business Overview, PSI-MorganStanley-01- 
000001 - 027, at 010; 1 1/3/2009 “Morgan Stanley ISG Commodity Operations Summary for 
Physical Energy Products Support,” prepared by Morgan Stanley, FRB-PSI-619109 - 129, at 
122; Subcommittee briefing by United Airlines (10/9/2014). 

Subcommittee briefing by United Airlines (10/9/2014). See also “Morgan Stanley Trades 
Energy Old-Fashioned Way: In Barrels,” Wall Street Journal . Ann Davis (3/2/2005), 
http://online.wsj.com/articIe/0„SB 110971 828745967570, OO.html. 

1873 20 14 Morgan Stanley Public Comment Letter, at 6, 
http://www.federalreserve.gov/SECRS/2014/April/ 20l4042i/R-1479/R- 
1479_0418I4_i24930_5I0776321432_i.pdf. 

Subcommittee briefing by United Airlines (10/9/2014). See also “Morgan Stanley Trades 
Energy Old-Fashioned Way: In Barrels." Wall Street Journal . Arm Davis (3/2/2005), 
http://onlme.wsj.com/artic!e/0„SBl 10971 828745967570, OO.html. 
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function.'*’^ Morgan Stanley won the contract, which was finalized in 
early 2004, and approved by the bankruptcy court. 


Supplying the Jet Fuel. The agreement originally had a term of 
three years.'^’’ Under the agreement, United transferred virtually all of 
its jet fuel assets to Morgan Stanley, including a jet fuel inventory then 
worth several hundred million dollars, storage tanks at various locations, 
pipeline space, supply agreements, and trading activity, in exchange for 
a large cash payment from Morgan Stanley.'* * Morgan Stanley, for its 
part, promised to supply jet fuel to United at market prices using the 
average jet fuel price during the prior week published by Platts, with a 
differential added for certain locations.'*’’ United generally paid 
Morgan Stanley shortly before delivery of the fuel.'**" 


Morgan Stanley agreed to deliver the jet fuel at specified locations, 
including directly to storage tanks at some airports.'**' Morgan Stanley 
also agreed to purchase any excess stored jet fuel from United.'**^ 
Morgan Stanley bore title and all “risk of loss” for the jet fuel stored at 
an airport location until United removed the jet fuel from the airport 
storage facility.'**’ 


United and Morgan Stanley told the Subcommittee that, under the 
agreement, Morgan Stanley supplied “mosf’ of United’s domestic fuel 
needs, but not all.'**'* United explained that, for example, at O’Hare 
Airport where it had substantial fuel requirements, Morgan Stanley 
typically delivered a two-week fuel supply right to the airport and 


Subcommittee briefing by United Airlines (10/9/2014). 

Id. See also In re UAL Coro. . Case No. 02-B-48191, “Order Authorizing the Debtors to 
Enter Into a Jet Fuel Supply Agreement With Morgan Stanley Capital Group Inc. Pursuant to 1 1 
U.S.C. §§363 and 365 and Fed. R. Bankr. P. 6004 and 6006,” (Bankr. E.D. 111. 2003). 

See 9/2003 “Jet Fuel Supply Agreement between Morgan Stanley Capital Group Inc. and 
United Air Lines, Inc. and United Aviation Fuels Corporation,” (hereinafter, “2003 United- 
Morgan Stanley Supply Contract”), at 20, 1| 10.1, PSI-UnitedAirlines-01-000003 - 044, at 022. 

Subcommittee briefing by United Airlines (10/9/2014); 1 1/3/2009 “Morgan Stanley ISG 
Commodity Operations Summary for Physical Energy Products Support,” prepared by Morgan 
Stanley, FRB-PSI-6 1 9 1 09 - 1 29, at 1 22 (“Under the agreement MSGC owns and manages the 
inventories required to support deliveries to UAL and has been assigned from them, the .storage 
and transportation agreements needed to support this business.”). 

Subcommittee briefings by United Airlines (10/9/2014) and Morgan Stanley (2/4/2014). 

Subcommittee briefing by United Airlines (10/9/2014); 1 1/3/2009 “Morgan Stanley ISG 
Commodity Operations Summary for Physical Energy Products Support,” prepared by Morgan 
Stanley, FRB-PSl-619109 - 129, at 122 (“Deliveries are via in tank stock transfers and are settled 
on a prepay basis, one business day prior to delivery.”). 

Subcommittee briefings by United Airlines (10/9/2014) and Morgan Stanley (2/4/2014). 

Subcommittee briefing by United Airlines (10/9/2014); see also 2003 United-Morgan 
Stanley Supply Contract, at 18, ^ 5.6, PSI-UnitedAirlines-Ol -000003 - 044, at 020. 

2003 United-Morgan Stanley Supply Contract, 2.8, PSI-UnitedAirlines-0 1-000003 - 044, 
at 016. 

Subcommittee briefings by United Airlines (10/9/2014) and Morgan Stanley (2/4/2014). See 
also 1 1/3/2009 “Morgan Stanley ISG Commodity Operations Summary for Physical Energy 
Products Support,” prepared by Morgan Stanley, FRB-PSl-619109 - 129, at 122 (describing the 
supply agreement as “intended to cover the majority of United’s demand for fuel at airport 
locations in the United States”). 
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allowed United to draw it down as needed, while charging United a 
financing fee for holding the fuel.'**^ At other airports, United 
explained that it helped negotiate supply arrangements with unrelated jet 
fuel suppliers, working with Morgan Stanley to ensure the lowest-cost 
arrangements.'**^ United said those other Jet fuel providers included BP, 
Chevron, Exxon, Shell and Valero, among others.'**^ United also 
explained that, at the O’Hare Airport, United sometimes sold excess fuel 
to other airlines, generally once per week to a foreign airline on a spot 
basis, making a small profit from the sales, and Morgan Stanley 
continued that practice.'*** 

According to United, under another contract provision, any profits 
earned from physical jet fuel trading in connection with the supply 
contract were split evenly between United and Morgan Stanley, while 
any losses from that trading were allocated solely to Morgan Stanley.'**^ 

According to Morgan Stanley and United, the supply contract was 
extended several times, resulting in Morgan Stanley’s acting as United’s 
primary jet fuel supplier for ten years, from 2003 to 2013.'* ° Overall, 
under the agreement, Morgan Stanley supplied United with between $ 1 
billion and $3 billion of jet fuel per year.'*’’ 

To meet its contractual obligations, Morgan Stanley maintained an 
extensive jet fuel inventory at multiple locations.'*’^ To protect against 
price changes in the value of that inventory and in its ability to meet 
United’s needs on a cost effective basis, Morgan Stanley told the 
Subcommittee that it hedged its fuel holdings with short futures using 
similar oil products, such as home heating oil, the price of which tended 
to rise and fall in tandem with the price of jet fuel. *^^ fn addition, 
Morgan Stanley charged United margin “on a daily basis, taking into 
account both the outstanding exposure for financial and physical trades 
as well as the profit sharing balance that may be owed” to the airline.'*’’' 

Morgan Stanley told the Subcommittee that one of the main 
benefits from the arrangement for United was that Morgan Stanley’s 


Subcommittee briefing by United Airlines (10/9/2014). 

1886 

1887 

1888 id_ 

1889 

Subcommittee briefings by United Airlines (10/9/2014) and Morgan Stanley (2/4/2014). 
10/24/2014 letter from Morgan Stanley legal counsel to Subcommittee, PSI-MorganStanley- 
24-000001 - 004, at 001-002, [sealed exhibit]. 

See prior chart and discussion of storage facilities. See also 12/3/2008 memorandum from 
Federal Reserve , “Commodities Overview Meeting Minutes,” FRB-PSI-304806 - 807 (noting 
that Morgan Stanley provided United “with 50% of its jet fuel via Transmontaigne.”). 

Subcommittee briefing by Morgan Stanley, (2/4/2014); Oil: Money. Politics and Power in 
the 21st Century. Tom Bower ((Grand Central Publishing 2010), at 137. 

1 1/3/2009 “Morgan Stanley ISG Commodity Operations Summary for Physical Energy 
Products Support,” prepared by Morgan Stanley, FRB-PSI-619109 - 129, at 122. 
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stronger credit profile enabled it to buy fuel at less expensive^rices than 
United, which in 2003, was still in bankruptcy proceedings.'® ^ Morgan 
Stanley said that it sold the fuel to United at better prices than United 
paid previously. 

Morgan Stanley told the Subcommittee that when the contraet 
began ten years ago, it had to import most of the jet fuel from Europe 
and Asia, but that U.S. refineries later began produeing more of the fuel, 
redueing its eost and price volatility.'*’’ Morgan Stanley indicated that 
it purchased some of the jet fuel from the European refinery with which 
it had a crude oil supply contract, Ineos, as well as from a refinery in the 
United States.'*’* It noted that after United emerged from bankruptcy, it 

1899 

became less reliant on Morgan Stanley’s credit support. 

Exiting the Supply Contract. In 2010, United merged with 
Continental Airlines, and as part of that merger. Continental managers 
initiated a review of United’s fuel operations.'”" According to United, 
the new management team determined that Morgan Stanley’s jet fuel 
services were costly due to various management and financing fees, and 
that its credit support was no longer needed to obtain better fuel prices. 
Ultimately, the team decided that United would be better off supplying 
its own jet fuel and managing its own jet fuel assets.”"' 

United told the Subcommittee that it began phasing out Morgan 
Stanley as its primary fuel supplier in 201 1, and formally ended the 
contract in 2013.'’"’ According to United, it now issues annual contracts 
on a location-by-location basis and accepts competitive bids from 
private companies to meet its jet fuel needs for the year.'’"* United 
explained that it generally selected more than one supplier at each 
location to prevent supply disruptions and encourage competitive 
prices.'’"'' United told the Subcommittee that while Morgan Stanley no 
longer managed its fuel needs, Morgan Stanley continued to provide it 
with physical fuel. United indicated that, as of October 2014, Morgan 


Subcommittee briefing by Morgan Stanley (2/4/2014). See also 2014 Morgan Stanley Public 
Comment Letter, at 6, http://w\vw.federalreserve.gov/SECRS/2014/ApriI/20140421/R-1479/R' 
1479^04 1 8 1 4_1 24930_ 5 1 077632 1 432_l,pdf. 

1896 2014 Morgan Stanley Public Comment Letter, at 6, 
http://w\vw.federal reserve.gov/SECRS/2014/ April/ 20140421/R-1479/R- 
1 479 04 1 8 1 4^1 2493 0_5 1 07763 2 1 432^1 .pdf. 

Subcommittee briefing by Morgan Stanley (2/4/2014). 

1*98 I j 

Subcommittee briefing by United Airlines (10/9/2014). 

'*■ Id. 

1902 (d^ 

1903 

““Id. 
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Stanley was the fifth-largest supplier of jet fuel to United, providing 
roughly 6% of United’s fuel purchases. 

(c) Hedging Jet Fuel Prices with Emirates 

A second jet fuel relationship involves Morgan Stanley’s role in 
working with Emirates, a state-owned airline in the United Arab 
Emirates (UAE), to manage the airline’s jet fuel priee risk.’’”* 

Emirates operates a transportation hub in Dubai and eonducts 
flights to multiple airports in the United States. In 2004, the airline’s 
Chief Executive Officer and Chairman of the Board was Sheikh Ahmed 
bin Saeed AI Maktoum, uncle to the current ruler of Dubai, Sheikh 
Mohammed bin Rashid. 

For at least a decade, fuel costs have been the airline’s largest 
single expense. In 2005, its fuel bill exceeded AED 3 billion.'”® In 
2013, its jet fuel costs totaled nearly $8.35 billion, representing 39% of 
the airline’s total operating costs.'®" According to Emirates, it had 
engaged in a variety of hedging strategies over the years with a variety 
of counterparties to manage its price risk, including crude oil hedges 
with Morgan Stanley.'®'^ The airline indicated that, prior to 2009, it 
often had “multiple hedges in place at any one time, covering multiple 
future periods.”' 

Initiating the Hedging. According to both Morgan Stanley and 
the airline, they began participating in crude oil hedges to limit 
Emirates’ jet fuel price risk in 2004.'®'’' Morgan Stanley devised and 


1905 

The Morgan Stanley-Emirates airline relationship was discussed in a book released in 2014. 
See The Secret Club That Rules the World: Inside the Fraternity of Commodities Traders. Kate 
Kelly (Penguin Group 2014), at 79-81. 

See, e.g., “Featured Destinations,” Emirates airline website, 
http://www.emirates.com/us/english/destinations_ofFers/destinations/america/mdex.aspx. 

See 2009 - 2010 Annual Report, Emirates Group, at 1, 10, 
http://content.emirates.eom/downloads/ek/pdfs/report/annual_rcport_2010.pdf. 

See 10/14/2014 letter from Emirates airline legal counsel to Subcommittee, PSI-Emirates-02- 
000001 -007, at 001. 

See 4/16/2005 report, “Independent auditors’ report to the Government of Dubai,” prepared 
for Emirates airline by PricewaterhouseCoopers, PSr-Excerpt2005EmiratesAuditor’sReport- 
000001 - 027, at 014 (AED stands for United Arab Emirates Dirham). 

See 10/14/2014 letter from Emirates airline legal counsel to Subcommittee, PSI-Emirates-02- 
000001 - 007, at 001. See also 2013 - 2014 Annual Report, Emirates Group, at 52, 
http://content.emirates.com/downloads/ek/pdfs/report/annual_report_2014.pdf (reported in UAE 
dirhams). 

See 10/14/2014 letter from Emirates airline legal counsel to Subcommittee, PSI-Emirates-02- 
000001 -007, at 002 -003. 

^^*Md.at001 -004. 

9/29/2014 letter from Morgan Stanley legal counsel to Subcommittee, PSI-MorganStanley- 
1 5-00000 1 - 004, at 002; 1 0/ 1 4/20 1 4 letter from Emirates airline legal counsel to Subcommittee, 
PSI-Emirates-02-000001 - 007, at 002 - 003. 
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Emirates agreed to participate in those hedges from 2004 to 2008.'®'^ 
Morgan Stanley told the Subcommittee that the hedges were designed 
and executed by its commodities traders based in its London and New 
York offices.'® ^ Morgan Stanly described the hedges as including a 
“capped double-down swap while Emirates said it used “cap-swap 
double-down extendable hedges” as part of the hedging strategy.'®'* 

The hedges were complex financial structures which included put 
and call options, contracts for differences, and other financial 
instruments.'®'® According to Morgan Stanley, the hedges were 
designed with the expectation that crude oil would trade within a 
specified price range, ‘®^® which varied from a range of about $7 to about 
$40, with the exact prices and price ranges varying from year to year.'®^' 
According to the airline, if crude oil prices stayed within the specified 
price range, the airline was paid by the counterparty, Morgan Stanley, 
the hedge was successful, and the airline saved money on its fuel 
costs.'®^^ If oil prices traded below the specified range, the airline was 
required to pay Morgan Stanley. '®^^ 

Emirates told the Subcommittee that it made money from its fuel 
hedging strategy “in most years,” including the three years preceding the 
fiscal year at issue, and that it saved a total of about $600 million over 
that three-year period,'®^"* or an average of $200 million per year. In 
2008, however, crude oil prices spiked, climbing as high as $147 per 
barrel in July and exceeding the $1 10 upper bound specified in the 
hedging agreement then in place between the airline and Morgan 
Stanley.'®" Crude oil prices then plummeted over the next few months. 


1915 9/29/2014 letter from Morgan Stanley legal counsel to Subcommittee, PSI-MorganStanley- 
15-000001 - 004, at 002; 10/14/2014 letter from Emirates airline legal counsel to Subcommittee, 
PSI-Emirates-02-OOOOOi - 007, at 004. 

9/29/2014 letter from Morgan Stanley legal counsel to Subcommittee, PSI-MorganStanley- 
1 5-000001 - 004, at 002. See also 10/14/2014 letter from Emirates airline legal counsel to 
Subcommittee, PSI-Emirates-02-000001 - 007, at 004 (“The hedge products and pricing were 
devised by Morgan Stanley and presented to Emirates. Emirates decided which of these 
products best matched its needs, and for what timeframe, and so it was ultimately responsible for 
the hedge.”). 

letter from Morgan Stanley legal counsel to Subcommittee, PSI-MorganStanley- 
15-000001 -004, at 002. 

10/14/2014 letter from Emirates airline legal counsel to Subcommittee, PSI-Emirates-02- 
000001 - 007, at 004. 

1919 9/29/2014 letter from Morgan Stanley legal counsel to Subcommittee, PSI-MorganStanley- 
15-000001 -004, at 002. 

,920 jd_ 

Id. See also 10/14/2014 letter from Emirates airline legal counsel to Subcommittee, PSI- 
Emirates-02'000001 - 007, at 004. 

See 10/14/2014 letter from Emirates airline legal counsel to Subcommittee, PSI-Emirates-02- 
000001 - 007, at 004. 

Id. 

10/14/2014 letter from Emirates airline legal counsel to Subcommittee, PSI-Emirates-02- 
000001 - 007, at 005. 

1925 9/29/2014 letter from Morgan Stanley legal counsel to Subcommittee, PSI-MorganStanley- 
15-000001 -004, at 003. 


implementing 

’^‘^ 9 / 29/2014 
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By early 2009, oil prices were in the $40 range, below the lower 
bound specified in the hedge. 

Incurring a $440 Million Loss. Emirates told the Subcommittee 
that, as a result of the oil price swings, it incurred substantial losses from 
the hedge, which gradually added up to hundreds of millions of dollars 
owed to Morgan Stanley. When those unexpected losses began to 
accumulate, Morgan Stanley could have but did not offer to renegotiate 
the terms of the hedging agreement. Instead, in November 2008, 

Morgan Stanley’s Chief Executive Officer John Mack flew to Dubai 
with Georges Makhoul, then President of Morgan Stanley’s Middle East 
and Africa group, and Marc Mourre, then Vice Chairman of Morgan 
Stanley’s Global Commodities group, to meet with the airline about its 
financial obligations under the hedge.’^^^ The Morgan Stanley 
executives met with Sheikh Ahmed bin Saeed A1 Maktoum, head of the 
airlines, and may have also met with his nephew, Sheikh Mohammed 
bin Rashid, ruler of Dubai. In January 2009, the Investment 
Company of Dubai provided a credit guarantee to Morgan Stanley 
representatives in support of the airline. 

The airline settled the hedge by paying Morgan Stanley and other 
counterparties a total of $440 million. This hedging loss is recorded 
primarily in its financial statement for the 2008-2009 fiscal year as a 
$428 million loss, due to timing issues and accounting requirements. 
Emirates told the Subcommittee that it was the first time in which a loss 
had been recorded on its fuel-related hedges with Morgan Stanley. 

The airline described the loss as “unusual” and “large,” and said that it 


See “Spot Prices: Crude Oil in Dollars Per Barrel, Products in Dollars Per Gallon,” U.S. 
Energy Information Administration ( 1 0/22/20 1 4), 
http://www.eia.gov/dnav/pet/pet_pri_spt_sl_d.htm. 

10/14/2014 letter from Emirates airline legal counsel to Subcommittee, PSl-Emirates-02- 
000001 -007, at 005 - 006. 

1928 jd. 

Subcommittee briefings by United Airlines (10/9/2014) and Morgan Stanley (2/4/2014); 
9/29/2014 letter from Morgan Stanley legal counsel to Subcommittee, PSI-MorganStanley-15- 
000001 -004, at 003. 

1930 9/29/2014 letter from Morgan Stanley legal counsel to Subcommittee, PSI-MorganStanley- 
1 5-00000 1 - 004, at 003 (“A meeting took place in November 2008 between Sheikh Alimed bin 
Saeed AI Maktoum, Jahn Mack, George Makhoul, and Marc Mourre.”); 10/14/2014 letter from 
Emirates airline legal counsel to Subcommittee, PSI-Emirates-02-000001 - 007, at 006 
(indicating that the client “understands that such a meeting may have taken place”). Sec also 
The Secret Club That Rules the World: Inside the Fraternity of Commodities Traders . Kate 
Kelly (Penguin Group 2014), at 81 (stating that the meeting included Sheikh Mohammed bin 
Rashid). 

!93! 9/29/2014 letter from Morgan Stanley legal counsel to Subcommittee, PSI-MorganStanley- 
15-000001 -004, at 003. 

Id. at 004; See also 10/14/2014 letter from Emirates airline legal counsel to Subcommittee, 
PSI-Emirates-02-000001 - 007, at 005. 

10/14/2014 letter from Emirates airline legal counsel to Subcommittee, PSI-Emirates-02- 
000001 ~ 007, at 005. The fiscal year for the Emirates airline was from April 1, 2008 to March 
31,2009. 

.934 id_ 
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“had a material impact on Emirates’ annual profit for that financial year, 
but it did not threaten the long-term financial viability of the airline.” 

Ending Fuel-Related Hedging. Emirates told the Subcommittee 
that after incurring the $440 million loss, it changed its policy and 
stopped entering into hedges related to jet fuel prices.'^^*’ The airline 
wrote: “Emirates is no longer hedging its fuel costs and so it is not 
trading with Morgan Stanley on the fuel side.”'^^’ The airline has 
maintained this policy since 2009. 

Supplying Physical Jet Fuel. Although Emirates ended its fuel 
hedging relationship with Morgan Stanley, the relationship between the 
two has continued in other capacities. For example, since 2010, after 
winning a public competitive bidding process, Morgan Stanley has 
supplied Emirates with physical jet ftiel at several U.S. airports, 
including three during 2014.'”* Morgan Stanley indicated that, since 
2010, it has provided about 42 million gallons of jet fuel per year to 
Emirates, delivering the fuel directly to the airports. The airline also 
uses other jet fuel suppliers in the United States.'”" 

(3) Issues Raised by Morgan Stanley’s Involvement 
with Jet Fuel 

Morgan Stanley has told the Federal Reserve that its physical jet 
fuel activities benefit the airlines and demonstrate why financial holding 
companies should be permitted to engage in physical commodity 
activities.*”' The activities involving United Airlines and Emirates, 
however, provide anecdotal evidence of instances in which Morgan 
Stanley’s fuel supply and hedging activities lost, rather than saved, the 
airlines money. 

(a) Thin Benefits 

Morgan Stanley has attempted to portray itself as an ally of airlines 
seeking access to jet fuel and protection from jet fuel price risks. Citing 
its dealings with United, Morgan Stanley has asserted that its ability to 
purchase, store, and transport physical jet fuel saved United a significant 
amount of overhead expenses and the need to obtain expensive 
financing.'”^ Morgan Stanley also claimed that its stronger credit 
_____ 

Id. at 001, 006. 

Id. at 001 -007. 

Id.; 10/9/2014 letter from Emirates airline legal counsel to Subcommittee, PSI-Emirates-01- 
00000 1 - 004, at 002 (stating Morgan Stanley supplies physical jet fuel to the Emirates airline at 
airports in Los Angeles, San Francisco, and Washington D.C.). 

■’“Id. 

See 2014 Morgan Stanley Public Comment Letter, at 6, http://www.federalreserve.gov/ 
SECRS/2014/April/ 20140421/R-1479/R-1479_041814_124930_510776321432_l.pdf. 

““'’-Id. 
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profile enabled it to buy jet fuel at lower prices and pass those savings 
onto the airline. 

In reality, those benefits appear to have been limited to the period 
during which United was experiencing financial distress. Morgan 
Stanley’s jet fuel supply activities assisted the airline while the parent 
corporation was going through bankruptcy proceedings. Once the 
airline emerged from bankruptcy and regained its financial footing, it 
decided that Morgan Stanley’s fuel assistance, with its fees and 
financing charges, was actually more expensive than if the airline were 
to procure its own fuel directly. It began to phase out Morgan Stanley’s 
role in 201 1, and ended it in 2013. United’s action indicates that 
Morgan Stanley was no longer saving the airline money on its fuel 
operations. 

The results of the jet fuel hedging provided by Morgan Stanley to 
Emirates were also mixed. The complex hedging structures that Morgan 
Stanley provided to the airline over a four-year period, from 2004 to 

2008, saved the airline money, but cost it significant losses in 2009. The 
hedges appeared to reduce the airline’s fuel expenses by about $200 
million per year between 2005 and 2008, but then eost the airline $440 
million in the next year - an unanticipated, material loss. In response, in 

2009, Emirates decided to stop hedging its fuel prices altogether, a 
policy it has maintained for five years. 

The market response to Morgan Stanley’s jet fuel activities is 
clear; one airline terminated its fuel supply contract; the other 
terminated its hedging relationship. Those results detract from the 
strength of Morgan Stanley’s claims that its physical jet fuel activities 
provide significant commercial and financial benefits that should be 
continued. The facts also suggest that the benefits provided by Morgan 
Stanley were neither unique nor long-lasting. Other market participants 
now compete for the annual fuel supply contracts issued by United 
Airlines. Still others offer hedging strategies to Emirates. While 
Morgan Stanley now provides Jet fuel to both United Airlines and 
Emirates, plenty of other fuel providers are doing the same. 

(b) Operational and Catastrophic Event Risks 

Morgan Stanley’s jet fuel activities also continue to carry 
environmental and catastrophic event risks. Storing and transporting jet 
fuel is risky. Fires, explosions, and leaks present threats that traditional 
banks and bank holding companies do not confront. Volatile fuel prices 
also continually threaten to disrupt the economics of jet fuel supply 
operations; the 20% drop in crude oil prices in one month, from 
September to October 2014, illustrate the price risk. Still another risk is 


1943 


Id. 
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the small size of the jet fuel market whose limited participants make 
preventing or recovering from a financial loss especially difficult. 

(4) Analysis 

Morgan Stanley is not the only financial holding company to have 
engaged in physical jet fuel activities. Goldman has supplied jet fuel to 
Delta Airlines; and JPMorgan acquired substantial jet fuel inventories 
when it purchased RBS Sempra in 2010, and held jet fuel inventory 
at 28 locations across the United States, Asia, and Europe in 2013.’^'*^ 
Both financial holding companies are incurring the same kinds of risks 
as Morgan Stanley. Those financial, environmental, and catastrophic 
event risks make physical jet fuel activities inappropriate for banks and 
bank holding companies. It is past time for the Federal Reserve to 
enforce needed safeguards on this high risk physical commodity activity. 


See, e.g., 10/28/201 1 Goldman presentation to the Goldman Board of Directors, “Global 
Commodities Physicals Activities,” FRB-PSI-TOOOll —022, at 019 (“We are contracted to 
supply jet fuel to Delta Airlines on a just-in-time basis, reducing the need for them to maintain a 
large inventory[.]”). 

‘^"^5/26/2010 letter from JPMorgan to the Federal Reserve Bank of New York, FRB-PSI- 
301884 - 886 (listing the acquisition of jet fuel inventories from RBS Sempra) and FRB-PSI- 
302308 -322, at 311 -312. 

1946 9 / 13/2013 JPMorgan response to Subcommittee questionnaire, JPM-COMM-PSI-OOOOOI - 
019, at 003-004. 
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VI. JPMORGAN CHASE 

JPMorgan Chase & Co. (JPMorgan), one of the largest financial 
institutions in the United States, conducted among the largest physical 
commodity activities of any U.S. financial holding company until its 
recent decision to exit the area. Prior to 2014, JPMorgan conducted 
activities involving crude oil, natural gas, coal, industrial metals, metals 
storage facilities, and electrical power generation. At the same time, it 
was the largest commodities trader of any U.S. financial institution. 

This case study focuses on JPMorgan’s acquisition of multiple electrical 
power plants, including one that led to a $4 1 0 million penalty for 
manipulating electricity prices; its extensive copper activities, which 
operate outside of normal size limits and include a proposal for a 
copper-backed exchange traded fund which has raised conflict of interest 
and market manipulation concerns among industrial copper users; and its 
actions to circumvent prudential limits on the size of its physical 
commodity activities. 

A. JPMorgan Overview 

JPMorgan Chase & Co. is a global financial services firm 
incorporated under Delaware law and headquartered in New York 
C\\^. It is listed on the New York Stock Exchange (NYSE) under the 
ticker symbol “JPM.”'’''* In addition to being the largest financial 
holding company in the United States, JPMorgan conducts operations in 
more than 60 countries with over 260,000 employees.'®''^ As of 
December 31, 2013, it had a market capitalization of $21 1 billion and 
consolidated assets totaling more than $2.4 trillion. In 2013, 
JPMorgan reported net revenues nearing $97 billion and net income of 
almost $18 billion.'^^’ 

JPMorgan Leadership. The Chairman of the Board and Chief 
Executive Officer of JPMorgan Chase & Co. is Jamie Dimon, who has 
held those posts since 2006. The Chief Operating Officer is Matthew 
Zames, and the Chief Financial Officer is Marianne Lake.’®^^ The head 


7/1/2014 JPMorgan Chase & Co. Resolution Plan Public Filing (hereinafter “2014 JPMorgan 
Resolution Plan”), at 4, htlp://www.federalreserve.gov/bankinforeg/resolution-plans/jpmorgan- 
chase-lg-2014070l.pdf; “Holding Companies with Assets Greater Than $10 Billion,” (as of 
6/30/2014), National Information Center (using Federal Reserve data), 
http;//www.ffiec.gov/nicpubweb/nicweb/Top50Form.aspx. 

Undated “About Us,” JPMorgan website, http://www.jpmorganchase.com/corporate/About- 
JPMC/about-us.htm. 

1950 2 QI 4 JPMorgan Resolution Plan, at 4. 

2013 JPMorgan Chase & Co. Annual Report, filed with SEC on 2/20/2014, at 62, 
http://www.sec.gov/Archives/edgar/data/19617/0000019617i4000289/corpl0k2013.htm. 

2014 JPMorgan Resolution Plan, at 30; undated “Members of the Board,” JPMorgan 
website, http://www.jpmorganchase.com/corporate/About-JPMC/board-of-directors.htm. 

2014 JPMorgan Resolution Plan, at 30. 
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of the Global Commodities Group, from 2006 to 2014, was Blythe 
Masters. She was recently replaced by two co-heads of the group, 
John Anderson and Mike Camacho.'^^^ John Anderson is also the Chief 
Executive Officer of J.P. Morgan Ventures Energy Corporation.'^^® 

Until he retired in 2013, Francis Dunleavy was the head of Principal 
Investing within the Commodities Group.'^®^ 

(1) Background 

The modem JPMorgan is the product of a merger between J.P. 
Morgan & Co. and The Chase Manhattan Corp. in 2000. Both J.P. 
Morgan & Co. and the Chase Manhattan Corp. were themselves the 
culmination of multiple bank mergers and acquisitions over time. J.P. 
Morgan & Co. was originally Drexel, Morgan & Co., founded by John 
Piermont Morgan and Anthony Drexel in New York in 1 87 1 , as a 
merchant banking partnership.'^®^ After the Glass-Steagall Act required 
the separation of banks and securities firms in 1933, the company chose 
to continue operating as a commercial bank.'^®® The Chase Manhattan 
Corp. was a product of The Bank of The Manhattan Co., which was 
founded in 1799, by former U.S. Senator and future U.S. Vice President 
Aaron Burr.'^®' Over time. The Bank of The Manhattan Co. merged 
with a number of other banks, including the Chemical Banking Corp. in 
1996.'^®^ After the merger that produced JPMorgan Chase & Co. in 
2000, additional acquisitions followed, including Bank One Corp., a 
major Midwestern bank in 2004. During the financial crisis, JPMorgan 
also acquired, in 2008, the Bear Steams Companies Inc.'^®® 

Financial Holding Company Status. On March 13, 2000, 
pursuant to the Gramm-Leach-Bliley Act, JPMorgan Chase & Co. 


See 4/201 1 “Global Commodities - Operating Risk,” prepared by JPMorgan, FRB-PSl- 
623086 - 127, at 125 (listing Global Commodities Group executives). See also “The Legacy of 
JPMorgan’s Blythe Masters,” Bloomberg Businessweek, Sheelah Kolhatkar (4/3/2014), 
http://www.businessweek.com/articles/2014-04-03/the-legacy-of-jpmorgans-blythe-masters. 

1955 9/19/2014 letter from JPMorgan legal counsel to the Subcommittee, “JPMorgan Chase & 
Co’s Responses to Follow-Up Questions,” PSI-JPMorgan-l2-000001 - 003, at 001, 

6/5/2014 letter from JPMorgan legal counsel to the Subcommittee, “JPMorgan Chase & Co’s 
April 23, 1024 Briefing Follow-Up,” PSI-JPMC-1 1 -000001 -002, at 001. 

See 4/201 1 “Global Commodities - Operating Risk,” prepared by JPMorgan, FRB-PSI- 
623086 - 127, at 125 (listing Global Commodities Group executives). See also “JPMorgan 
energy exec at center of power-market flap retires,” Reuters, (1 1/7/2013), 
http://www.reuters.com/article/20 1 3/1 1 /07/us-jpmorgan-commodity-dunieavy- 
idUSBRE9A616H2013U07. 

“The History of JPMorgan Chase & Co.,” JPMorgan website, at 1 9 (hereinafter, “History of 
JPMorgan Chase & Co.”), http://wvvw.Jpmorganchase.com/corporate/About- 


JPMC/document/shorthistor>'.pdf. 
Id. at 5. 

Id. at 12. 

Id. at 2. 

Id. at 19. 

1963 



708 


360 

elected to become a financial holding company. The holding 
company owns several banks. Its principal U.S. bank subsidy is 
JPMorgan Chase Bank, N.A., a large national bank with branches in 23 
states.’^^^ Another key U.S. bank subsidiary is Chase Bank USA, N.A., 
which is JPMorgan’s credit card-issuing bank.'^^® 

Key Subsidiaries. Two key nonbank U.S. subsidiaries are J.P. 
Morgan Securities LLC, its primary registered U.S. broker-dealer, 
investment advisor, and futures commission merchant; and J.P. Morgan 
Ventures Energy Corporation, which conducts commodities derivatives 
transactions as well as physical commodities transactions. A key 
U.K. subsidiary is J.P. Morgan Securities PLC (formerly J.P. Morgan 
Securities Ltd.) which, among other activities, deals in commodity 
derivatives.'^^* 

Major Business Lines. In its 2014 Resolution Plan, JPMorgan 
identified five major business segments. The first is its Corporate and 
Investment Bank, which provides services related to fixed income, 
equities, commodities, and global investment banking, among other 
areas. The second business segment is Commercial Banking, which 
provides financing, investment banking, and asset management services 
to large clients, including corporations, municipalities, and financial 
institutions.'^’" The third is Asset Management, which provides 
institutional, high-net-worth, and retail investors with global investment 
services, and currently manages client assets totaling $2.3 trillion.'"” 
The fourth is Corporate/Private Equity, a segment that includes 
JPMorgan’s treasury functions. Chief Investment Office, and other 
major corporate units for the holding company and bank.'"’^ The last is 


See “Institution History for JPMorgan Chase & Co.,” National Information Center (using 
Federal Reserve data), 

http://www.ffiec.gov/nicpubweb/nicweb/In5titutionHistory.aspx?parID_RSSD=1039502&parDT 
_END=9999123l (showing it was actually The Chase Manhattan Corporation that elected to 
become a financial holding company on March 13, 2000; following its merger later that year 
\vith JPMorgan, the financial holding company changed its name to J.P. Morgan Chase & Co.). 
See 2014 JPMorgan Resolution Plan, at 5, 

http://www.federaIreserve.gOv/bankinforeg/resoIution-plans/jpmorgan-chase-lg-20140701.pdf; 
2013 JPMorgan Chase *&; Co. Annual Report, filed with SEC on 2/20/2014, at 1, 
http://www.sec.gOv/Archives/edgar/data/19617/00000i961714000289/corpl0k2013.htm. 

1966 20 14 JPMorgan Resolution Plan, at 6; 2013 JPMorgan Chase & Co. Annual Report, filed 
with SEC on 2/20/2014, at 1, http://www.sec.gov/Archives/edgar/data/19617/00000 
1 96 17 1 4000289/corp 1 0k20 1 3 .htm. 

2014 JPMorgan Resolution Plan, at 5. 

>968 9/19/2014 letter from JPMorgan legal counsel to Subcommittee, “JPMorgan Chase & Co’s 
Responses to Follow-Up Questions,” PSI-JPMorgan-12-000001 - 003, at 002; 2014 JPMorgan 
Resolution Plan, at 5-6. 

2014 JPMorgan Resolution Plan, at 7-8. 

Id. at 7, 9. 

Id. at 7, 9-10. 

Id. at 7, 10. 
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Consumer and Community Banking, which includes JPMorgan’s retail 
banking, credit card, mortgage, and lending services. 

Commodities Activities. The Corporate and Investment Bank 
includes the Global Commodities Group (GCG), which is JPMorgan’s 
leading commodities-related business unit.”^'* In 2012, the Group had 
over 600 employees.'®’^ GCG is organized around four categories of 
physical commodities: metals, energy, agricultural, and 
environmental.'®’^ GCG personnel conduct financial trades involving 
those commodities using a variety of financial instruments, including 
swaps, forwards, futures, and options. They also provide clients with 
commodities-related risk management services, market intelligence, 
financing, structuring, market-making, and other services.'®” 

GCG personnel also conducted the bulk of JPMorgan’s physical 
commodity activities. Those activities included, at times, the purchase, 
sale, transport, and storage of various commodities, including oil 
products, natural gas products, coal, metals, electricity, and agricultural 
products.'®’® In addition, GCG provides clients with a range of physical 
commodity services, including risk management solutions, commodity- 
linked financing, physical hedging solutions, off-take and supply 
agreements, and transportation and storage of assets.'®’® In 2014, 
JPMorgan reported that the GCG had over 2,200 active clients.'®®" 

The key legal entity executing activities on behalf of the Global 
Commodities Group is J.P. Morgan Ventures Energy Corporation 
(JPMVEC).'®*' JPMVEC was formed in 2005, as a Delaware 
corporation. It has no U.S. or European employees or offices of its own, 


•974 j j/ 4/2009 “JPM Energy Ventures Energy Corporation [:] Control Validation Target Exam,” 
prepared by Federal Reserve, FRB-PSI-20061 1 - 632, at 613 [sealed exhibit]; undated 
“Commodities,” JPMorgan website, https://www.jpmorgan.com/pages/jpmorgan/investbk/ 
solutions/commodities. 

1/2012 “JP Morgan Commodity Capabilities,” prepared by JPMorgan, FRB-PSI-301538 ■■ 
592, at 546. The number of employees has since decreased. See, e.g., 9/2013 “Self 
Assessment,” prepared by JPMorgan, FRB-PS1-30I370 - 378, at 374. 

See undated “Commodities,” JPMorgan website, https://www.jpmorgan.eom/pages/ 

Group - Client Solutions Provider,” 
prepared by JPMorgan, FRB-PSI-200822 - 826, at 822; 2014 JPMorgan Resolution Plan, at 9. 
1978 2 QI 4 JPMorgan Resolution Plan, at 9. 

4/2011 “Our Commodities Franchise and Our Competitive Advantages,” prepared by 
J.P.Morgan, FRB-PSI.623086 - 127, at 089. 

1980 2 QJ 4 JPMorgan Resolution Plan, at 9 . This figure is down nearly one-third from the 3,000 
clients JPMorgan reported in 201 1. See 4/2011 “Our Commodities Franchise and Our 
Competitive Advantages,” prepared by J.P.Morgan, FRB-PSI-623086 - 127, at 089. 

See, e.g., 9/16/2005 letter from JPMorgan’s legal counsel to the Federal Reserve Bank, 
“Notice Pursuant to Section 4(k)(l)(B),” PSI-FederalReserve-Ol -000481 - 536 (discussing 
JPMVEC’s activities). 

Subcommittee briefing by JPMorgan (4/23/2014). 


jpmorgan/investbk/solutions/commodities. 
See undated “J.P. Morgan Global Com 


1 Commodities 
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and instead acts through GCG employees. JPMVEC is the key legal 
entity that actually executes the bulk of JPMorgan’s financial and 
physical commodities trading as well as other commodities-related 
activities, either directly or through subsidiaries or affiliates.'®*^ 

One example of the physical commodity activities undertaken by 
JPMorgan is what the bank has referred to as “Project Liberty.”'®*'' In 
2012, using its complementary authority, JPMVEC entered into a long 
term oil supply agreement with Philadelphia Energy Solutions Refining 
and Marketing (PESRM), a joint venture between the Carlyle Group and 
Sunoco to operate one of the largest oil refineries in the United 
States.'®*^ According to JPMorgan, under a five-year contract, JPMVEC 
agreed to supply “100% of the crude oil and feedstocks” required by the 
refinery and to purchase “the majority of the refined products” as they 
were produced,'®*® JMPVEC then sold “around half of the refinery 
products back to Sunoco for its retail distribution network” and sold the 
rest to third parties.'®*® To implement the agreement, JPMVEC leased 
or subleased about 14.5 million barrels of storage for crude and refined 
products on and around the refinery premises.'®** The crude oil and 
feedstocks provided by JPMVEC “arrive[d] via ship and rail.”'®*® This 
project illustrates JPMorgan’s intimate involvement with buying, 
transporting, storing, and selling key physical commodities.’®®® 


Subcommittee briefing by JPMorgan (4/23/2014). 

Id. See also, e.g., 9/16/2005 letter from JPMorgan legal counsel to Federal Reserve, “Notice 
Pursuant to Section 4(k)(l)(B),” PSl-FederalReserve-OI-000481 - 536, at 486 (discussing 
JPMVEC’s activities); 12/30/2009 “Notice to the Board of Governors of the Federal Reserve 
System by JPMorgan Chase & Co. Pursuant to Section 4(k)(l )(B) of the Bank Holding Company 
Act of 1956,” prepared by JPMorgan, PSI-FederalReserve-02-000012 - 033, at 014 (“JPMVEC 
currently engages as principal in commodity derivatives transactions and offers a full range of 
derivatives to its clients across the spectrum of crude oil, coal, electricity and natural gas-related 
risks. In addition, JPMVEC enters into physical transactions in the natural gas, crude oil, coal 
and electricity markets and makes and takes delivery of these commodities.”). 

See 1/24/2013 “Commodities Physical Operating Risk,” prepared by JPMorgan, FRB-PSl- 
301379 - 382, at 381 (chart entitled, “Physical Operating Risk Review of Project Liberty”) 
(hereinafter, “2013 Project Liberty Chart”); 10/6/2014 letter from JPMorgan legal counsel to 
Subcommittee, “JPMorgan Chase & Co’s Responses to Follow-Up Questions,” PSI- 
JPMorganChase-14-000001 -009. 

10/6/2014 letter from JPMorgan legal counsel to Subcommittee, “JPMorgan Chase & Co’s 
Responses to Follow-Up Questions,” PSI-JPMorganChase-14-000001 - 009, at 001, 006, 
JPMorgan undertook this activity after obtaining permission from the Federal Reserve to use a 
“third party to alter or refine commodities” on its behalf. See 1 1/25/2008 “Notice to the Board 
of Governors of the Federal Reserve System by JPMorgan Chase & Co.,” prepared by 
JPMorgan, PSl-FederalReserve-01-000553 - 558 (requesting that authority); 4/20/2009 letter 
from Federal Reserve to JPMorgan, PSI-FRB-1 l-OOOOOl - 002 (granting JPMorgan’s request). 

2013 Project Liberty Chart, FRB-PSI-301379 - 382, at 381. 

Id.; 10/6/2014 letter from JPMorgan’s legal counsel to the Subcommittee, “JPMorgan Chase 
& Co’s Responses to Foliow-Up Questions,” PSl-JPMorganChase-14-000001 - 009, at 002. 

1988 

2013 Project Liberty Chart, prepared by JPMorgan, FRB-PSI-301379 - 382, at 381. 

In October 2014, JPMorgan sold Project Liberty to Bank of America. Subcommittee 
briefing by JPMorgan (10/10/2014). 
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Commodities-Related Merchant Banking. In addition to GCG, 
JPMorgan has engaged in commodity-related activities through certain 
investment funds and merchant banking activities undertaken in other 
areas of the bank. For example, JPMorgan Infrastructure Investments 
Group, located within the Global Real Assets section of the Asset 
Management business segment, oversees investment funds focused on 
infrastructure projects. The Group, through JPMorgan Investment 
Management, Inc., has 35 investment professionals who advise and help 
manage the JPMorgan Infrastructure Investments Fund.'®^^ The Fund, 
which was established in 2006, and whose general partner is JPMorgan 
IIF Acquisitions LLC, has raised $3 billion for investments in power 
plants, oil and gas pipelines, and electricity distribution assets, among 
other projects.™^ The Fund operates with capital raised from third party 
investors; according to JPMorgan, it has not contributed any of its own 
money to the Fund.^^^'' Additional commodity-related projects have 
been funded by J.P. Morgan Partners LLC, formerly known as 
JPMorgan Capital Partners, a “private equity division of JPMorgan & 
Co.” that raises capital from third party investors.’’’^ 

In June 2014, JPMorgan reported to the Federal Reserve that it 
held merchant banking investments with a total value of about $10 
billion, but it is unclear how many of those were commodity related and 
whether the total included any projects administered by the 
Infrastructure Investments or J.P. Morgan Partners funds. 

Commodities Trading. At the same time it conducts a wide range 
of physical commodity activities, JPMorgan trades commodities-related 


See 10/21/2014 letter from JPMorgan legal counsel to Subcommittee, PSl-JPMorgan-15- 
000001 - 008, at 003 - 004. For more information about JPMorgan’s Global Real Assets section, 
see 12/3/2012 “Virginia Port Partners Proposal for Port of Virginia PPTA,” prepared by J.P. 
Morgan Asset Management for Virginia’s Office of Transportation Public-Private Partnerships, 
at 4, htlp://www.vappta.org/resources/RREEF%20and%20JPMorgan__DetaiIed%20Proposal.pdf. 

See 10/21/2014 letter from JPMorgan legal counsel to Subcommittee, PSl-JPMorgan-l5- 
000001 - 008, at 003 - 004; 12/3/2012 letter from JPMorgan IIF Acquisitions LLC and Maher 
Terminals LLC to Virginia Office of Transportation Public-Private Partnerships, at 1, and 
12/3/2012 “Virginia Port Partners Proposal for Port of Virginia PPTA,” at 3 - 4, 
http://www.vappta.org/resources/RREEF%20and%20JPMorgan_Detailed%20Proposal.pdf. 

iO/21/2014 letter from JPMorgan legal counsel to Subcommittee, PSl-JPMorgan-15- 
000001 - 008, at 004; 12/3/2012 letter from JPMorgan IIF Acquisitions LLC and Maber 
Terminals LLC to Virginia Office of Transportation Public-Private Partnerships, at 1, and 
12/3/2012 proposal at 4, http://www.vappta.org/resources/RREEF%20and%20JPMorgan 
Detailed%20Proposal.pdf. 

See 10/21/2014 letter from JPMorgan legal counsel to Subcommittee, PSI-JPMorgan-15- 
000001 - 008, at 004. 

1995 »j p f^ 0 j.gan Partners,” JPMorgan website, 

https://www.jpmorgan.com/pages/jpmorganpartners. In addition, some J.P. Morgan Partners 
professionals formed CCMP Capital Advisors, LLC and Panorama Capital, LLC which “manage 
the JPMP investments pursuant to a management agreement entered into with JPMorgan Chase 
& Co.” Id. 

See 6/30/2014 “Consolidated Holding Company Report of Equity Investments in 
Nonfinancial Companies ~ FR Y-12,” filed by JPMorgan with the Federal Reserve, FRB-PSI- 
800005 - 008, at 006. 
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financial instruments, including futures, swaps, and options, involving 
billions of dollars each day. JPMorgan is the largest financial institution 
in the United States trading financial commodity instruments, according 
to Coalition Development Ltd., a company that collects commodity 
trading statistics.’^’^ OCC data indicates it is also among the largest 
financial institution trading commodity-related derivatives.'^^* 

Commodity Revenues. According to JPMorgan, at the end of 
2013, it had commodity-related contracts, including swaps, futures, 
options, and forwards, with a total dollar value of $763 billion, down 
from a 2012 year-end total of $1 trillion.’’’’ Separately, JPMorgan 
reported that, in 2013, its physieal commodities activities had a total 
dollar value of about $10.2 billion, down from $16.2 billion the year 
before.^'””’ 


(2) Historical Overview of Commodities Activities 

According to JPMorgan Chase & Co., in a short history of the 
bank, the company was “built on the foundation of more than 1,000 
predecessor institutions.”^”' They inelude such well-known banks as 
J.P. Morgan & Co., The Chase Manhattan Bank, Bank One, 
Manufacturers Hanover Trust Co., Chemical Bank, The First National 
Bank of Chicago, and National Bank of Detroit. 

At times, JPMorgan’s predecessor banks were involved with 
seeurities or commodity activities that led to the bank’s being subjected 
to Congressional scrutiny. As explained earlier, the 1912 Pujo money 
trust hearings held by the U.S. House of Representatives focused, in 
part, on actions taken by J. Pierpont Morgan and J.P. Morgan and Co. to 
form “trusts” that acted as holding companies for massive eommercial 
enterprises, including businesses that handled physical commodities, 
such as railroads, oil companies, steel manufacturers, and shipping and 
mining ventures.^”^ After the 1 929 stock market crash, the Pecora 

See 9/2014 “Global & Regional Investment Bank League Tables-1H2014,” prepared by 
Coalition Development Ltd., PSI-Coalition-01-00019 - 025, at 020. 

2013 “OCC’s Quarterly Report on Bank Trading and Derivatives Activity Fourth Quarter 
2013,” prepared by OCC, at Tables 1 and 2, http;//www.occ.gov/topics/capital-markets/financial- 
markets/trading/deri vati ves/ dq4 1 3 .pdf. 

2014 JPMorgan Resolution Plan, at 23, 

http://www.federalreserve.gov/bankinforeg/resolution-plans/jpmorgan-chase- 1 g-201 4070 1 .pdf 
12/31/2012 “Consolidated Financial Statements for Bank Holding Companies — FR Y- 
9C, Schedule HC-D, Item M.9.a.(2), 

http://www.ffiec.gov/mcpubweb/NICDataCache/FRY9C/FRY9C_l 03 9502_20 121231 .PDF. See 
alsol2/31/2013 “JPMorgan FR Y-9C Consolidated Financial Statements for Bank Holding 
Companies — FR Y~9C,” Schedule HC-D, Item M.9.a.(2), 

http://www.ffiec.gov/nicpubweb/NICDataCache/FRY9C/FRY9C_l 039502 20 13 123 1 .PDF. 
^“^^^ndated “The History of JPMorgan Chase & Co.,” JPMorgan website, at 1, 
http://www.jpmorganchase.com/corporate/About-JPMC/docunient/shorthistory.pdf 
™^Id. 

See “Money Trust Investigation: Financial and Monetary Conditions in the United States,” 
hearing before a subcommittee of the House Committee on Banking and Currency, HRG-1912- 
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hearings in the U.S. Senate took testimony from J. P. (“Jack”) Morgan 
and highlighted actions taken by J. P. Morgan & Co. in the underwriting 
and trading of questionable securities, including securities related to 
utility companies, and providing new stocks at below market prices to 
government officials.^® In 1935, in response to the Glass-Steagall 
Act’s mandating the separation of banks and securities firms, J.P. 
Morgan & Co. decided to remain a bank and spun off its securities 
activities to a newly formed company, Morgan Stanley, discussed 
above.^™' 

JPMorgan Chase Bank. Fifty years later, JPMorgan Chase Bank, 
began to conduct financial and, later, physical commodity trades. The 
bank’s involvement with commodities followed actions taken by the 
OCC during the 1980s, permitting national banks to engage in an 
increasingly large array of commodity activities. As discussed earlier, 
the first step was in 1982, when the OCC explicitly authorized national 
banks to execute and clear trades in futures contracts.^'’”® A JPMorgan 
bank affiliate, J.P. Morgan Futures, Inc., registered as a futures 
commission merchant that same year.^®®^ In 1986, the OCC authorized 
national banks to trade commodity-related futures for themselves and on 
behalf of clients, act as broker-dealers and market makers for exchange 
traded options, and provide margin financing to clients trading 
commodities.^*’”* Also in 1986, Chase Manhattan Bank - another 
JPMorgan predecessor bank - entered into reportedly the first oil-related 
swap with Koch Industries, introducing the concept of swaps linked to 


0017?accountid=45340 (first of multiple days of hearings continuing into 1913); The House of 
Morgan. Ron Chernow (Grove Press 1990), at 67-68 (railroad trusts), 81-86 (U.S. Steel trust), 
100-103 (shipping trust), and 123 (copper trust), 150-156 (Pujo hearings). 

See, e.g., “Stock Exchange Practices,” report of the U.S. Senate Committee on Banking and 
Currency, S.Hrg. 73-1455, (6/6/1934), https://www.senate.gov/artandhistory/history/common/ 
investigations/pdf/Pecora_FinalReport.pdf, and associated hearings from January 1933 to May 
1934 (known as the Pecora hearings); The House of Morgan . Ron Chernow (Grove Press 1990), 
at 352-373. 

See, e.g., The House of Morgan . Ron Chernow (Grove Press 1990), at 385. 

Undated OCC Interpretive Letter (7/23/1982), unpublished, PSI-OCC-01-00001 1 - 012. 

See JP Morgan Futures Inc. FCM information, NFA BASIC website, 
http://www.nfa.futures.org/ba.sicnet/Detai1s.aspx?entityid“jSzQxZANWxY%3d&m=Y. That 
FCM license was withdrawn in 201 1 . Id. In addition, JP Morgan Securities LLC currently holds 
an FCM license that Bear Stearns obtained in 1982. See JP Morgan Securities LLC FCM 
information, NFA BASIC website, http://www.nfa.fiitures.org/BasicNet/Details.aspx 
?entityid=7YD6PX%2bm0vo%3d. 

See, e.g., OCC Interpretive Letter No. 356 (1/7/1986), PSI-OCC-01-000026 - 028 
(authorizing a bank subsidiary to trade agricultural and metal futures for clients seeking to hedge 
bank loans); OCC Interpretive Letter No. 372 (11/7/1986) PSI-OCC-OI-000043 - 044 
(authorizing a bank subsidiary to act as a broker-dealer and market maker for exchange-traded 
options for itself, its affiliated bank, and clients); OCC Interpretive Letter No. 380 (12/29/1986) 
PSl-OCC-01-000046-061, at 047 - 048, 060, reprinted in Banking L. Rep. CCH f 85,604 
(authorizing a bank to provide margin financing to its clients to trade commodities; and to 
execute and clear client transactions involving futures and options on exchanges and over the 
counter). 
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the price of physical commodities.^®®^ In 1987, the OCC authorized 

national banks to engage in transactions involving commodity price 
■ , 2010 
index swaps. 

The OCC continued to broaden bank authority to engage in 
commodity activities during the 1990s. In 1993, the OCC authorized 
national banks to hedge permissible banking activities by making or 
taking physical delivery of commodities, and to engage in related 
physical commodity activities such as “storing, transporting, and 
disposing of the commodities.”^®" In 1995, the OCC gave banks broad 
authority to engage in physically-settled transactions involving metals, 
as well as “ancillary activities” such as storing, transporting, and 
disposing of them.^®'^ 

JPMorgan Chase Bank took advantage of each of the OCC grants 
of authority to expand the bank’s commodities activities.^®'^ In addition 
to trading commodity futures, forwards, and options, the bank also 
conducted derivatives transactions, including derivatives related to 
commodities. It was later discovered that, from 1992 to 2001, 

JPMorgan Chase Bank entered into twelve energy trades with Enron 
involving $3.7 billion, in transactions later exposed as hidden loans that 
disguised the extent of Enron’s indebtedness. ^®'‘' JPMorgan Chase Bank 
eventually became the largest swaps dealer in the United States. 

JPMorgan Holding Company. In 1999, when the Gramm- 
Leach-Bliley Act expanded permissible activities for bank holding 
companies, JPMorgan took advantage of the changes in the law and, in 
2000, elected to become a financial holding company under the Act.^®'^ 
Over time, the holding company also became involved with 
commodities. 


See 7/2009 “Oil Derivatives: In the Beginning,” EnergyRisk magazine (July 2009), at 3 1, 
http://db.riskwaters.eom/data/energyrisk/EnergyRisk/Energyrisk_0709/markets.pdf. The swap 
was a bilateral contract in which, for a four-month period, one party agreed to make payments to 
the other for 25,000 barrels of oil per month using a fixed price per barrel, while the other party 
agreed to make payments using the average monthly spot price for oil. 

See OCC No-Objection Letter No. 87-5 (7/20/1987), PSI-OCC-OI-000100-106, at 106. This 
letter was requested by Chase Manhattan Bank, a predecessor to JPMorgan. 

OCC Interpretive Letter No. 632 (6/30/1993), PSl-OCC-01-000358 - 366, at 365. 

See OCC Interpretive Letter No. 684 (8/4/1995), PSI-OCC-OI-000368-374, at 372 - 374; 
OCC Interpretive Letter No. 1073 (10/19/2006), PSI-OCC-0 1-000425 - 432, at 425 (allowing 
banks and their foreign branches to engage in “customer-driven, metal derivative transactions 
that settle in cash or by transitory title transfer”); OCC Interpretive Letter No. 693 (1 1/14/1995), 
PSI-OCC-01-000135 - 141 (allowing banks to buy and sell physical copper). 

See 9/16/2005 letter from JPMorgan legal counsel to Federal Reserve Bank, “Notice Pursant 
to Seciton4(k)(l)(B),” PSl-FederalReserve-Ol -000481 - 536 (describing OCC and New York 
Banking Department approvals and its physical commodity activities over the years). 

See “The Role of the Financial Institutions in Enron’s Collapse-Volume 1 Permanent 
Subcommittee on Investigations, S. Hrg. 107-618, (July 23 and 30, 2002), at 231, 264. 

See “Institution History for JPMorgan Chase & Co.,” National Information Center (using 
Federal Reserve data), http://www.ffiec.gov/nicpubweb/nicweb/InstitutionHistory.aspx? 
parID_RSSD=1039502&parDT„END=9999I231. 
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In 2003, due in part to the growing role of banks in commodities 
under OCC supervision, the Federal Reserve began to relax its rules 
regarding commodity activities by financial holding companies. One of 
the Federal Reserve’s earlier steps was to give bank holding companies 
more leeway to participate in physically settled transactions, allowing 
them to take or make delivery of documents giving title to physical 
commodities on an “instantaneous pass-through basis,” for commodities 
approved by the CFTC for trading on an exchange,^'”® Also in 2003, the 
Federal Reserve began granting requests by financial holding companies 
to engage in complementary commodity activities under the Gramm- 
Leach-Bliley Act. JPMorgan applied for and received a complementary 
order in 2005.^°'^ 

In 2004, JPMorgan acquired Bank One Corporation, a major 
Midwestern bank. Prior to that purchase, both JPMorgan Chase & Co. 
and JPMorgan Chase Bank had the Federal Reserve as their primary 
regulator. After the acquisition, JPMorgan Chase Bank was classified as 
a national bank, and its primary regulator became the OCC.^°'* 

Bear Stearns Acquisition. The physical commodity profile of 
JPMorgan expanded dramatically four years later. In March 2008, in the 
midst of the financial crisis and essentially at the request of the Federal 
Reserve, JPMorgan acquired The Bear Stearns Companies Inc. (Bear 
Steams), a large investment bank that was then nearly insolvent.^'”® At 
the time. Bear Stearns had extensive physical commodity holdings and 
was active in a number of physical spot markets. Bear Steams was 
especially active in the energy markets and used its subsidiary. Bear 
Energy, to acquire ownership interests in dozens of power plants.^®^' 


See 68 Fed. Reg. 39,807, 39,808 (7/3/2003); 12 C.F.R. §225.28(b)(8)(ii)(B), 

See 7/21/2005 letter from JPMorgan legal counsel to Federal Reserve Bank of New York, 
“JPM Chase Application for Comp![e]mentary Authority,” PS!-FederaIReserve-0 1-000004 - 
028; 9/16/2005 letter from JPMorgan legal counsel to Federal Reserve, “JPM Chase Application 
for Compl[e]mentary Authority,” PSI-FederaIReserve-01-000478 - 536. 1 1/1 8/2005 Federal 
Reserve “Order Approving Notice to Engage in Activities Complementary to a Financial 
Activity,” in response to a request by JPMorgan Chase & Co., 92 Fed. Res. Bull. C57 (2006), 
http://fraser.stlouisfed,org/docs/publications/FRB/2000s/frb_2006comp_p2.pdf. 

See “Institution Directory for JPMorgan Chase Bank, National Association,” Federal 
Deposit Insurance Corporation website, https://vvww2.fdic.gov/idasp/confirmation_outside.asp? 
inCertl="628. 

See undated Federal Reserve press release, “Bear Stearns, JPMorgan Chase, and Maiden 
Lane LLC,” http://www.federalreserve.gov/newsevents/reform_bearstearns.htm. 

See, e.g., 7/31/2008 “Supervisory Plan, Risk Assessment Program & Institutional Overview 
of JPMorgan Chase & Co.” prepared by the Federal Reserve, FRB-PSI-305013'030 (identifying 
Bear Steams assets being integrated into JPMorgan) [sealed exhibit]. 

See 1/2012 “JPM Commodity Capabilities,” prepared by JPMorgan, FRB-PSI-301538 -592, 
at 547; 7/17/2008 memorandum from the OCC to the File, “Quarterly review of risk, 
performance and significant developments” for JPMorgan, FRB-PSl-303773 - 81 8, at 779 - 780 
[sealed exhibit](listing Bear Energy assets as of 2008, including tolling and load agreements, gas 
storage facilities, gas transport facilities, and power plants). See also “Bear Stearns’s Trading 
Unit Draws Interest,” Wall Street Journal. Ann Davis (4/5/2008), http://online.wsj.com/news/ 
articles/SB12073575469519I559?mod=googlenews_wsj&mg=reno64-wsj. 
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Through its acquisition of Bear Stearns, JPMorgan gained control of a 
vast number of new physical commodity assets and activities. 

UBS Acquisition. In 2009, JPMorgan further expanded its 
physical commodity activities when it acquired UBS Commodities 
Canada Ltd. and UBS AG’s agricultural trading business.^**^^ Those 
purchases gave JPMorgan an increased presence in the Canadian natural 
gas, power and crude oil physical and financial markets, and enlarged its 
agricultural commodity holdings.^“^ 

Refining Authority. Also in 2009, JPMorgan requested, and the 
Federal Reserve approved, complementary authority for JPMorgan to 
“engage a third party to alter or refine commodities” on its behalf.^**^* 
JPMorgan later used this authority to sell crude oil to a refinery and buy 
back the refined products.^®^ It has also used the authority to hire third 
parties to blend heating oil, jet kerosene, and gasoline fuels to produce 
oil products that meet specific national, regional, or client standards.^”^® 

RBS Sempra Acquisition. In 2010, JPMorgan again substantially 
increased its physical commodities profile when, in two separate 
transactions in July and October, for $1.6 billion, it acquired the 
ownership stake of the Royal Bank of Scotland (RBS) in RBS Sempra, a 
joint venture between RBS and Sempra Energy, a U.S. energy 
company.^“^’ The two acquisitions provided JPMorgan with extensive 
North American and European energy and commodity operations 
involving oil, natural gas, metals, coal, plastics, agricultural products, 
emissions, and electricity.^®^* JPMorgan’s expanded physical 
commodity operations included more than 130 new storage and 
warehousing facilities in ten countries.^®^® 


1/2012 “JPM Commodity Capabilities,” prepared by JPMorgan, FRB-PSI-301538 - 592, at 

547. 

Id.; “J.P. Morgan to Acquire UBS’ Canadian Energy and Global Agricultural Businesses,” 
prepared by JPMorgan, http://www.bloomberg.com/apps/news?pid=newsarchive 
&sid=aHoYAtnF5ydo. 

See 4/20/2009 letter from the Federal Reserve to JPMorgan, PSI-FRB-ll-OOOOOl - 002 
[sealed exhibit]. 

See information on Project Liberty, above. 

2026 9/10/2014 letter from JPMorgan legal counsel to Subcommittee, PSI-JPMorganChase-06- 
000001 -013, at 006. 

JPMorgan Chase & Co., Form 10-K for the fiscal year ending December 31, 201 1, at 184, 
http://sec.gOv/Archives/edgar/data/19617/000001961712000163/corpl0k2011.htm#s50873 
1DA912EFDF440782294EA306391 . See also 1/2012 “JPM Commodity Capabilities,” prepared 
by JPMorgan, FRB-PSl-301538 - 592, at 547, 

See 1/2012 “JPM Commodity Capabilities,” prepared by JPMorgan, FRB-PSi-30153S - 592, 
at 547; 7/1/2010 JPMorgan press release, “J.P. Morgan completes commodities acquisition from 
RBS Sempra,” https://wvt'w.jpmorgan.com/cm/cs?pagename=JPM_redesign/JPM_Content 
C/Generic_Detail_Page_Template&cid=127750523724 1 . 

7/1/2010 JPMorgan press release, “J.P. Morgan completes commodities acquisition from 
RBS Sempra,” https://www.jpmorgan.com/cm/cs?pagename=JPM_redesign/JPM_Content 
_C/Generic_Detail_Page_Template&cid=1277505237241. 
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Henry Bath Acquisition. As part of the RBS Sempra acquisition, 
JPMorgan took ownership of Henry Bath & Sons, Ltd., which owned 
and managed a worldwide network of commodity storage warehouses 
licensed by the London Metal Exchange.^”® The Henry Bath storage 
facilities facilitated the holding, making delivery, and taking deliveiy^of 
physical commodities, primarily metals but also other commodities. 
Through its ownership of Henry Bath, JPMorgan gained warehousing 
operations in 19 port locations across the United States, Europe, Asia, 
and Middle East.^°^^ 

London Metal Exchange. JPMorgan extended its reach again by 
inheriting shares and buying an ownership stake in the London Metals 
Exchange (LME), the leading futures market in metals.^”” JPMorgan 
became the LME’s largest shareholder, holding an 11% ownership 
stake,^”^'* until the LME was sold to a Hong Kong exchange in 2012, 
when JPMorgan sold all of its shares to the exchange.^®^^ In 2013, 
JPMorgan was appointed a member of a key LME advisory group that 
deals directly with the LME Board.^®^* In addition, J.P. Morgan 
Securities pic, a U.K. subsidiary, has remained a “Category 1 ring- 
dealing member” of the LME exchange, with special trading .status on 
the LME floor.^”’ 

In January 2012, in a presentation prepared by JPMorgan for its 
clients, it described its “growth” in commodities over the prior few years 
as “consistent and dramatic.”^^* It stated that its commodities personnel 
had acquired “deep expertise across all commodity types (600 
employees in 20+ locations worldwide)” and an “[ejxpansive financial 


See id.; undated “Merchant Banking Investment in Henry Bath,” FRB-PSI'000580 - 582. 
See also undated “Introduction to JPM Commodities & Steel Hedging,” prepared by JPMorgan, 
FRB-PSI-200822 - 826, at 824 (listing the licensing authorities as the London Metal Exchange, 
the London International Financial Futures, Options Exchange, and Intercontinental Exchange). 

See undated “Introduction to JPM Commodities & Steel Hedging,” prepared by JPMorgan, 
FRB-PSI-200822 - 826, at 824. 

See 1/2012 “JPM Commodity Capabilities,” prepared by JPMorgan, FRB-PSI-301538 -592, 
at 552; undated “Introduction to JPM Commodities & Steel Hedging,” prepared by JPMorgan, 
FRB-PSI-200822 - 826, at 824. 

2033 2/13/2013 OCC email from OCC stafT to OCC staff, “Commodities Quarterly Update,” 
OCC-PSI-00000374. 

6/5/2014 letter from JPMorgan legal counsel to Subcommittee, PSI-JPMC-1 1-000001 - 002, 
at 001. 

See, e.g., 12/6/2012 London Metal Exchange press release, "HKEx and LME announce 
completion of transaction,” http://www.lme.com/en-gb/news-and-events/press-releases/press- 
re!eases/2012/12/hkex-and-lme-announce-completion-of-transaction/. 

See, e.g., “LME Starts User Advisory Group After $2.2 Billion Takeover,” Bloomberg, 
Agnieszka Troszkiewicz (1/8/2013), http://www.bloomberg.eom/news/2013-01-08/lme-starts- 
user-advisory-group-after-2-2-biIlion-takeover-l-.html (indicating JPMorgan was one of 14 
members of the advisory committee). 

See undated “Membership[:] Ring dealing,” LME website, http://www.lme.com/en- 
gb/trading/membership/category-l-ring-deaUng/j_p_morgan-securities-pic/. 

1038 y2012 “JPM Commodity Capabilities,” prepared by JPMorgan, FRB-PSI-301538 -592, at 
547. 
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and physical platform.”^®^^ It stated that “J.P. Morgan’s Global 
Commodities Group offer[ed] clients a comprehensive set of market 
making, structuring, risk management, financing and warehousin|^^^ 
capabilities across the full spectrum of commodity asset classes.” 


(3) Current Status 

When the Federal Reserve initiated its special review of financial 
holding company involvement with physical commodities in 2010, 
JPMorgan was one of the ten banks it examined in detail. JPMorgan 
was also featured in the October 2012 Summary Report issued by the 
Federal Reserve’s Commodities Team summarizing the findings of the 
special review. 

The 2012 Summary Report described JPMorgan’s wide-ranging 
physical commodity activities. It stated that JPMorgan had a 
“significant global oil storage portfolio (25 [million barrel] capacity) ... 
along with 19 Natural Gas storage facilities on lease with an average 
tenor of 2.8 years”;^°‘'^ “14 tolling agreements ... of which one is for a 
power plant that generates 6% of the maximum total output in the 
California Electricity grid, and potentially up to 12% of average 
electricity demand;”^” ^ “direct ownership of 4 power plants”, direct 
ownership of the Henry Bath global network of metals warehouses;^®'*^ 
and an industrial metal inventory that “was as high as $8 [billion].”^”'*^ 
The 2012 Summary Report also noted that JPMorgan and Goldman 
together had a “total of 20-25 ships under time charters or voyages 
transporting oil [and] Liquified Natural Gas.”^*’"’’ 

In addition, the 2012 Summary Report identified multiple concerns 
with JPMorgan’s physical commodity operations. One concern was that 
JPMorgan had insufficient capital and insurance to cover potential losses 
from a catastrophic event. The report noted at one point that, while 
JPMorgan had calculated a potential oil spill risk of $497 million, 
through “aggressive assumptions” and “diversification benefits,” it had 
reduced that total by nearly 90% to $50 million, allocating risk capital 
for only that smaller amount.^"'"* The 2012 Summary Report also noted 


Id. at 546. 

Id. at 547. 

See 10/3/2012 “Physical Commodity Activities at SIFIs,” prepared by Federal Reserve Bank 
of New York Commodities Team” (hereinafter, “2012 Summary Report”), FRB-PSl-200477-510 
[sealed exhibit]. 

Id. at 485. 

Id. 

im 

Id. at 486. 


Id. See also 4/201 1 “Global Commodities - Operating Risk,” prepared by JPMorgan, FRB- 
PSI-623086 - 127, at 095 (indicating JPMorgan then had “13 Time Chartered Vessels”). 

2012 Summary Report, at FRB-PSl-200477 - 510, at 493 [sealed exhibit]. 
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that JPMorgan had determined that the “operational and event risks of 
owning power facilities” was capped at the dollar value of those 
facilities in the event of their total loss, with some insurance to cover 
“the death and disability of workers” and some facility replacement 
costs, but leaving all other expenses, including a “failure to deliver 
electricity under contract,” to be paid by the holding company.^"''’ At 
another point, the 2012 Summary Report compared the level of 
JPMorgan’s capital and insurance reserves against estimated costs 
associated with “extreme loss scenarios,” and found that “the potential 
loss exceeds capital and insurance” by $1 billion to $15 billion 
dollars.^°^° If JPMorgan were to incur losses from its physical 
commodity activities while maintaining insufficient capital and 
insurance protections, the Federal Reserve, and ultimately U.S. 
taxpayers, could be asked to rescue the firm. 

The 2012 Summary Report expressed concerns about JPMorgan 
attempts to expand its physical commodity activities still further. It 
described several recent instances in which the Federal Reserve had 
denied JPMorgan requests for new activities, including trading oil 
products not approved by the CFTC for trading on exchanges, and 
keeping rather than divesting its ownership of the Henry Bath 
warehouses.^°^' The 2012 Summary Report also noted that JPMorgan 
had booked “significant amounts of base metals in the national bank 
entity” that, together with the bank’s other physical commodities, 
produced aggregate holdings of “10.0% of tier 1 capital as of Sept ’12 
... an all time high in physical holdings.”^”^^ As discussed below, a 
JPMorgan report to the Federal Reserve, together with other information 
provided to the Subcommittee, indicates that, in September 2012, it 
actually had about $17.4 billion in physical commodity assets (excluding 
its holdings of gold, silver, and commodity-related merchant banking 
assets), which was then equal to nearly 1 2% of its Tier 1 capital.^”^^ At 
the time, JPMorgan was subject to a Federal Reserve limit that 
prohibited its physical commodity assets from exceeding 5% of its Tier 
1 capital, but JPMorgan had interpreted that limit to allow it to exclude 
major categories of assets, bringing its total below the 5% limit.^°^^ 


Id. at 498, 509. The 2012 Summary Report also noted that commercial firms engaged in oil 
and gas businesses had a capital ratio of 42 %, while bank holding company subsidiaries had a 
coital ratio of, on average, 8% to 10%. Id. at 499. 

Id. at 505. 

““ Id. at 506. 

See 9/26/2013 “Fed/OCC/FDlC Quarterly Meeting,” prepared by JPMorgan for a meeting 
with its regulators, FRB-PSI-30i383 - 396, at 387. See also discussion of .TPMorgan’s 
compliance with the 5% limit, below, including its decision to exclude its bank’s assets when 
calculating its physical commodity holdings for purposes of complying with the Federal 
Reserve’s 5% limit. 

For more information, see discussion below on iPMorgan’s involvement with size limits. 
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In 2013, when the Subcommittee asked JPMorgan about its 
physical commodity activities, the financial holding company provided 
information that, consistent with the Federal Reserve’s 2012 Summary 
Report, illustrated its far-reaching commodity operations. JPMorgan 
reported trading in the physical commodities of cocoa, coffee, 
aluminum, copper, gold, lead, nickel, palladium, platinum, silver, tin, 
zinc, coal, crude oil, electricity, heating oil, gasoline, jet kerosene, and 
natural gas.^“^^ JPMorgan also reported maintaining inventories of 
many physical commodities. In 201 1 (the last complete year of figures 
provided to the Subcommittee), those inventories included, at various 
times, as much as 3.3 million metric tons of aluminum (an amount 
which is more than half of U.S. aluminum consumption that year^“^'’), 
200,000 metric tons of copper, 100,000 metric tons of lead, 6.4 million 
barrels of crude oil, 3.6 million barrels of heating oil, 900,000 barrels of 
gasoline, 3.4 million barrels of Jet kerosene, and 51.9 billion cubic feet 
of natural gas.^°^’ In addition, JPMorgan reported owning or controlling 
tolling agreements at 3 1 power plants.^“* 

When JPMorgan first met with the Subcommittee, it indicated that 
the holding company was in the process of exiting the physical 
commodity business. In 2013, it sold about half its power plants.^°^^ In 
March 2014, JPMorgan announced publicly that it had reached 
agreement to sell a large portion of its physical commodities operations, 
including its physical oil, gas, power, warehousing facilities, and energy 
transportation operations, to Mercuria Energy Group Ltd. for 
approximately $3.5 billion.^“^° When the sale was finalized in October 
2014, only about one-third of the assets actually went to Mercuria, at a 
cost of about $800 million.^®^’ JPMorgan told the Subcommittee that it 


2055 9/10/2013 letter from JPMorgan legal counsel to Subcommittee, PSl-JPMorganChase-06- 
000001-013, at 002 - 005. See also 9/2013 “Global Commodities Compliance Self Assessment,” 
pr^ared by JPMorgan, FRB-PSI-301370 - 378, at 372. 

^^^^See undated “Primary Aluminum Consumption, 20n--20I3,” European Aluminum 
Association website, http;//www.alueurope.eu/consumption-primary>aluminium-consumption- 
in-world-regions/ (indicating that North American primary aluminum consumption in 20 1 1 was 
5.1 million metric tons). 

3/22/2013 JPMorgan legal counsel letter to Subcommittee, JPM-COMM-PSI-000015 - 019, 
at 018. 

See 2014 JPMorgan chart, “Power Plants Owned or Controlled via Tolling Agreements, 

2008 to present,” JPM-COMM-PSI-000022 - 025. 

7/26/2013 “J.P. Morgan to Explore Strategic Alternatives for its Physical Commodities 
Business,” https://investor.sharehoider.com/jpmorganchase/releasedetail. cfm?releaseid=78068 1 ; 
“From Refineries To Power Plants - A Rundown Of JP Morgan's Huge Portfolio Of Physical 
Assets,” Reuters, Jonathan Leff and David Sheppard (7/28/2013), http://www.businessinsider. 
com/jp-morgan-portfolio-of-physical-assets-2013-7. 

2060 3/19/2014 JPMorgan press release, “J.P. Morgan announces sale of its physical commodities 
business to Mercuria Energy Group Limited,” https://wvvw.Jpmorgan.com/cm/cs7pagename 
=JPM_redesign/JPM_Content_C/Generic_Detail_Page_Template&cid=1394963095027&c=JP 
M Content__C; 2014 JPMorgan Resolution Plan, at 9. 

20 SY 10/3/2014 JPMorgan press release, “J.P. Morgan Completes Sales of Physical Commodities 
Assets,” http;//investor. shareholder.com/jpmorganchase/releasedetaii. cfm?releaseid=8745 14; 
Subcommittee briefing by JPMorgan (10/10/2014). 
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had sold most of the remaining two-thirds to other buyers, including its 
metals inventory, oil supply contract with a Philadelphia refinery, and 
other assets.^”'’^ JPMorgan told the Subcommittee that, as of October 
2014, it had dramatically reduced its involvement with physical 
commodities.^”^^ 


Subcommittee briefmg by JPMorgan (10/10/2014). 

Id. See also “JPMorgan has not ‘exited physical commodities’ despite sale,” Financial 
Times . Neil Humes (1 1/3/2014), http://www.ftcom/intl/cms/s/0/00a2ae9e-60e7-l 1 e4-894b~ 
OOi44feabdc0.html#axzz3IFOBzSSM (quoting John Anderson, co-head of the JPMorgan Global 
Commodities Group: “It’s a bit of a misnomer to say we have exited physical commodities. ... 
We won’t move crude around anymore but we will finance oil in tanks.”). 
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B. JPMorgan Involvement with Electricity 

JPMorgan is an active trader in the physical and financial 
electricity markets. It entered the power plant business for the first time 
in 2008, when in the midst of the financial crisis, at the request of the 
Federal Reserve, JPMorgan acquired the assets of Bear Stearns. Bear 
Steams controlled over two dozen power plants at the time. As part of 
that transaction, JPMorgan acquired “tolling agreements” that enabled it 
to supply fuel to the power plants and then sell the power they produced 
to wholesalers. JPMorgan also acquired direct ownership interests in a 
number of power plants. In 2010, JPMorgan increased its power plant 
activities by acquiring control over four more power plants, including 
two from a larger acquisition of physical commodity assets from RBS 
Sempra. At its height, JPMorgan owned or had rights to the energy 
output of 31 power plants across the country. According to one 2013 
press report, JPMorgan controlled “more than 2,950 megawatts of 
electricity through such deals, enough to power every one of Indiana’s 
2.8 million homes. 

When JPMorgan acquired its power plants, it did not have 
authority to own or operate them, and sought broad authority from the 
Federal Reserve to conduct power plant activities. The Federal Reserve 
eventually authorized JPMorgan to enter into tolling agreements, energy 
management contracts, and long-term supply contracts with power 
plants, but declined to authorize JPMorgan to take direct ownership of a 
commercial power plant as a complementary activity. JPMorgan 
responded by asserting merchant banking authority to retain its direct 
ownership of the three power plants. JPMorgan also entered into several 
disputes with state and federal electricity regulators over how it was 
conducting its power plant activities. In July 2013, JPMorgan paid $410 
million to the Federal Energy Regulatory Commission (FERC) to settle 
charges that it used manipulative bidding tactics that produced excessive 
wholesale electricity payments in California and Michigan. Also in 
2013, FERC ordered JPMorgan to stop blocking the modification of two 
California power plants to improve grid reliability. In 2014, under 
pressure from the Federal Reserve, JPMorgan began exiting the power 
plant business. 

JPMorgan’s power plant activities raise multiple concerns, 
including market manipulation, insufficient capital and insurance to 
protect against catastrophic event risks, and inadequate safeguards to 
stop financial holding company involvement with impermissible 
physical commodity assets. 


2064 “jpMorgan's U.S. power plants and energy trading deals ” Reuters (7/25/2013), 
http://www.reuters.coni/artic!e/2013/07/^5/jpmorgan-ferc-idUSLlN0FV0KF20 130725. 
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(1) Background on Electricity 

Electricity is a physical product that is produced from the 
conversion of natural resources such as oil, gas, uranium, solar energy, 
water, or wind into a flow of electrons.^®®^ Electricity is a personal and 
commercial necessity today, providing lighting and heating for 
residential homes, businesses, and governments, while powering 
computers, electronic devices, machines, and an increasing number of 
vehicles. Since electricity is produced by a flow of electrons, it is not 
easily stored and, in most cases, must be produced as required. Supply 
and demand change continuously, leading to great variations in price. 

Electricity Production. Electricity is different from most physical 
commodities in that it is a secondary energy source - that is, it is 
produced through the conversion of other commodities, including coal 
and natural gas. “ According to the U.S. Energy Information 
Administration, in 2013, about 39% of the 4 trillion kilowatt-hours of 
electricity generated in the United States came from power plants fueled 
by Power plants fueled by natural gas provided roughly 27% of 

the U.S. electricity supply.^”^* Other prominent sources of electricity in 
the United States include nuclear energy, hydropower, and renewable 
energy sources such as solar and wind energy. 

Electricity Infrastructure. The process of providing electricity 
for end users in the United States involves three major types of 
infrastructure. First, electricity is produced at one of the 5,800 major 
power plants across the country or at one of many smaller generation 
facilities.^“’° Second, the electricity is transported across a series of high 
voltage transmission lines to more localized population centers across 
the country.^"^' As of 2008, the United States contained approximately 
450,000 miles of those power lines.^“’^ Third, local distribution systems 
transport the electricity to its final destination in homes, businesses, and 
government offices, either by overhead power lines or underground 


2065 “Eriej-gy Primer: A Handbook of Energy Market Basics,” Staff report of the Division of 
Energy Market Oversight, Office of Enforcement, Federal Energy Regulatory Commission 
(7/2012), at 1, http://www.ferc.gov/market-oversight/guide/energy-primer.pdf. 

^^^'’Id.atl. 

2067 “gieQiricity in the United States,” U.S. Energy Information Administration (8/12/2014), 
http://www.eia.gov/energy explained/mdex.cfm?page=electricity_{n_the_united_states. 

206 S^Id_ 

2069 ig u § electricity generation by energy source?,” U.S. Energy Information 
Administration (8/12/2014), http://www.eia,gov/tools/faqs/faq.cfm?id^27&t^3. 

2070 tQ ^ct: The Economic Impact of Current Investment Trends in Electricity 
Infrastructure,” American Society of Civil Engineers (201 1), at 15, 

http://www.asce.org/uploadedFiies/Infrastructure/Faiiure__to_Act/SCE41%20report_Final- 

Iores.pdf. 

Id. 

Id. 
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cables.^®” This three-step process is summarized in the following 
graphic: 












J 


Source; Federal Energy Regulatory Commission website, http:/M'ww.asce.org/upioadedFiles/ 
Infraslructure/FaiIure_to_Act/SCE4 1 %20rcporl_FinaI-lores.pdf 


Electricity has been generated and transported in this fashion since the 
development of interconnected power lines in the 1920s.^°’'* Due to the 
complexity of the system and aging infrastructure, the United States 
currently faces increasing grid reliability problems?®’’’ 

Electricity Markets. Electricity markets have two main 
components: retail and wholesale?®’” As the names suggest, the retail 
market concerns the sale of electricity to end-users or consumers, while 
the wholesale market involves the sale of electricity between producers, 
distributors, traders, and electric utilities?®” Within the wholesale 
market, electricity is traded like any other commodity in both physical 
and financial trading venues. 

Physical electricity is traded in two primary markets: the day- 
ahead market and the real-time market. As its name suggests, the day- 
ahead market produces binding schedules for the production and 


Id. 

Id. at 16. 

See, c.g., “U.S. Electrical Grid Gets Less Reliable as Outages Increase and R&D Decreases,’’ 
Professor Massoud Amin, Director of the Technological Leadership Institute, University of 
Minnesota (201 1 with updates), hUp://tli.umn.edu/biog/security-technology/u-s-electrical-grid- 
gets-less-reliablc-as-outages-increasc-and-rd-dccreases/. 

“Energy Primer: A Handbook of Energy Market Basics,” Staff report of the Division of 
Energy Market Oversight, Office of Enforcement, Federal Energy Regulatory Commission 
(7/2012), at 37, http://ww'w.ferc.gov/market-oversight/guide/energy-primer.pdf. 
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consumption of electricity one day before it is needed.^”^* Because of 
the difficulty inherent in storing electricity, the day-ahead market is as 
forward-looking a market as exists in the electricity markets. The real- 
time market operates to cover the differences between what is provided 
for in the day-ahead market and the amount of electricity actually 
needed by end-users during the day.^°^* The real-time market is 
significantly smaller than the day-ahead market, accounting for only 
about 5% of total scheduled energy use.^®*® Both the day-ahead and 
real-time markets are subject to oversight by Regional Transmission 
Organizations (RTOs)and independent system operators (ISOs),^®*' 
which are independent, membership-based, non-profit organizations that 
“ensure reliability and optimize supply and demand bids for wholesale 
electric power.”^°*^ 

In addition to the physical markets, electricity can be traded in 
financial markets, using a variety of financial products, including 
electricity-related futures, swaps, and options. Electricity-related 
financial products are available on regulated exchanges and over the 
counter. The Chicago Mercantile Exchange (CME), for example, has 
offered electricity futures since 1996.“®*^ One of the more widely traded 
is a financially-settled futures contract tracking prices for 40 megawatts- 
hours of electricity during real-time peak hours, which can be traded 
electronically or by open outcry on the floor of the NYMEX.^'’*'* 
Electricity futures, options, and swaps are also available on the 
Intercontinental Exchange^”*^ and Nodal Exchange, a CFTC-registered 
exchange focused on electricity financial products for North American 
power markets.^°*^ Participants in the electricity financial markets 
include power providers and suppliers seeking to hedge price risk, as 
well as speculators seeking to profit from changes in electricity 
prices.^®*^ While much smaller than the crude oil and natural gas 


Id. at 64. 

Id. at 65. 

2080 Id 

Id. at 64. 

2082 Qf {jjg U S Electric Power Supply is Managed by RTOs,” U.S. Energy 
Information Administration, (4/4/2011), http://www.eia.gov/todayinenergy/detaii.cfm?id=790. 

2083 3/9/20 1 2 presentation, ‘The Evolution of the CME Group Electricity Complex,” CME 
Group, at 6, http://w^\av.hks. harvard.edu/hepg/Papers/2012/Leach_Brad.pdf. 

See contract specifications for the “PJM Western Hub Real-Time Peak Calendar-Month 2.5 
MW Futures,” CME website, http://www.cmegroup.com/trading/energy/electricity/pjm-peak- 
calendar-month-lmp-swap-futures_contract_specifications.html. 

See, e.g., electricity listings on the Intercontinental Exchange website, https://www.theice. 
com/products/Futures-Options/Energy/Electricity. 

See electricity listings on the Nodal Exchange website, http://www.nodalexchange.com/. 
See, e.g., “Utilities Turn to Global Markets to Hedge Commodity Risks,” Black & Veatch, 
Samuel Glasser (2014), http://bv.com/Home/neWsoiutions/security-and-risk-management/ 
utilities-turn-to-global-markets-to-hedge-commodity-risks. 
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markets, electricity markets are nevertheless active, with many 
participants.^®** 

Electricity Prices. Electricity prices are typically volatile in the 
short term, due to the inability to store electricity and sudden swings in 
demand and supply due to weather, plant shutdowns, and other 
factors.^®*® Electricity prices have also been subject to high profile cases 
of price and supply manipulation, such as cases involving Enron^®®® and, 
more recently, major financial institutions.^®®' The following graph, 
prepared by the U.S. Bureau of Labor Statistics, illustrates the volatility 
and overall increase in electricity prices from 1999 to 2013: 


U.S. City Average Electricity Prices per Kilowatt 





Power Plants. The United States currently has about 5,800 major 
power plants across the country as well as smaller generation facilities 
that produce electricity.^®” Many sell their electricity output directly to 
distributors or end-users. Alternatively, many power plants sell their 


Subcommittee analysis based on data provided by CFTC and other sources. 

See, e.g., “Big bets on power cleared by regulator,” Financial Times , Gregory Meyer 
(1/21/2014), http://www.ft.eom/intl/cms/s/0/9a3d69d2-81f8-l Ie3-87d5- 
00144feab7de.html#axzz3FwLSMWhx (“Electricity is typically the most volatile commodity 

market because it cannot be easily stored, forcing huge price swings to balance supply and 

demand. Peak prices more than doubled overnight when extreme cold gripped the northern US 
in early January.”). 

See, e.g., United States v. Belden, Criminal Case No. CR 02-0313 MJJ (USDC ND Calif. 
2002), Plea Agreement, file:///C:/Users/eb45550/Downloads/usbeldenl01702pIea.pdf; “Enron 
Forced Up California Prices, Documents Show,” New York Times . Richard A. Oppel, Jr. and 
Jeff Gerth (5/7/2002), http://www.nytimes.coni/2002/05/07/business/enron-forced-up-califomia- 
prices-documents-show.html. 

See discussion, below. 

^'^^^U.S. Bureau of Labor Statistics Data, “Databases, Tables & Calculators by Subject,” Series 
Id. No. APU0000726I0, U.S. city average. Electricity per kilowatt (10/14/2014). 

2093 “pajiuj-e to Act: The Economic Impact of Current Investment Trends in Electricity 
Infrastructure,” American Society of Civil Engineers (2011), at 15, 

http://www.asce.org/uploadedFiles/lnfTastructure/Failure_to_Act/SCE4I%20report_Final- 

lores.pdf 
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electricity output to third parties via “tolling agreements,” who market 
the electricity to others. 

A tolling agreement typically requires the “toller” to make periodic 
payments to the power plant owner to cover the plant’s operating costs 
plus a fixed profit margin. In exchange, the power plant gives the 
toller the right to all or part of the plant’s power output. As part of the 
agreement, the toller typically supplies or pays for the fuel used to run 
the plant. Since the toller has the right to the electricity output, it also 
determines the price at which to sell it. 

Some power plants have also entered into Volumetric Production 
Payment (VPP) agreements with financial holding companies. VPP 
agreements typically require the financial holding company to provide 
upfront financing to the power plant for the purchase of fuel, in 
exchange for a desimated share of the electricity produced when 
production occurs.^®^ According to JPMorgan, VPP agreements are 
usually between three and seven years in length, and typically jive the 
financial holding company the right to receive title to the fuel.^“ VPP 
transactions can be viewed as short term loans using electricity 
production as security for the loan. 

Financial holding companies involved with power plants typically 
use tolling agreements or VPP agreements to obtain and sell electricity 
on the physical markets. 

Power Plant Incidents. Power plants, like other industrial 
worksites, are subject to a variety of operational and catastrophic event 
risks. They include mechanical and electrical failure of equipment, fires 
associated with lack of maintenance, insufficient training of key 
individuals, and the use of substandard material.^”^^ Since power plants 
vary in size, location, fuel source, age, and design, their risks are 
particular to the specific plant involved. 

One of the worst power plant incidents in recent years involved the 
Tennessee Valley Authority (TVA) Kingston Fossil Plant in Tennessee. 
The coal-fueled Kingston Plant was built in the 1950s, to supply the 


See 2008 Federal Reserve “Order Approving Notice to Engage in Activities Complementary 
to a Financial Activity,” in response to a request by Royal Bank of Scotland Group pic, 94 Fed. 
Res. Bull. C60, C64 (2008) (hereinafter “RBS Order”), http://fraser.stlouisfed.org/docs/ 
publications/FRB/2000s/ffb_2008comp.pdf. The order authorized both the Royal Bank of 
Scotland and a joint venture called RBS Sempra Commodities that the Royal Bank of Scotland 
had formed with Sempra Energy, a U.S. energy company, to enter into tolling agreements. 

1 0/26/2004 letter from JPMorgan Chase legal counsel to the Office of the Comptroller of the 
Currency, “Commodity Derivative Activities of JPMorgan Chase Bank (the ‘Bank’),” OCC-PSl- 
00000266 - 298, at 272. 

2096 jd. 

See, e.g., “Keeping power plants online with risk management,” Utility Week . Paul Newton 
(3/2/2011), http://www,utilityweek.co.uk/news/Keeping-power-plants-onlinc-with-risk- 
management/795972#.VBb9 20RKUw. 
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nearby Oak Ridge atomic energy installations with electricity?”^* On 
December 22, 2008, the walls of a containment dike holding coal ash 
gave way, suddenly releasing 5.4 million cubic yards of material into the 
surrounding area,^””” enough to fill three football stadiums.^’”” Within 
an hour, approximately 300 acres were affected, as the fast moving ash 
destroyed homes and altered the natural landscape.^'”' Fortunately, no 
fatalities resulted. TVA has reportedly spent approximately $1.1 billion 
on cleanup costs, fines, and legal fees associated with the spill, with 
cleanup work scheduled to continue well into 2015.^'”^ To cover the 
costs, TVA imposed a surcharge on customer electricity bills, projected 
to continue until 2024.^'“ 

Another major power plant incident occurred at the Kleen Energy 
Systems power station in Middletown, Connecticut, which experienced a 
major explosion during the construction of the plant in February 2010. 
The blast killed five and injured dozens, and tremors with earthquake 
force could be felt across much of the state.^'”'* Early estimates from 
property damage and business interruption alone put the losses at $1 50 
million, which did not include liabilities resulting from death and 
injuries due to the accident.^’ 

Other events, such as power plant fires, are more common. Earlier 
this year, for example, a four-alarm fire at a power plant in Colorado 
Springs, Colorado substantially damaged the plant, injured one worker, 
caused a brief power loss for 22,000 customers, and closed the plant.^'”® 
The fire chief predicted that the plant would be “inoperable for some 
time,” and utilities officials indicated that the plant would have to 


See “Executive Summary for Root Cause Analysis of Kingston Dredge Cell Failure,” TVA 
website (6/26/2009) , at 1, http;//www.tva.gov/kingston/rca/FlNAL-062609_Executive_ 
Summary-RE V 3 . pdf. 

Spill: What happened and why?” educational video on TVA website, 
http://\vww,tva.gov/kingston/education/index.htm. 

See “Executive Summary for Root Cause Analysis of Kingston Dredge Cell Failure,” TVA 
website (6/26/2009), at 1, http://wvw.tva.gov/kingston/rca/FINAL-062609_Executive_ 
Summary-REV3.pdf; “Ash Slide at TVA Kingston Fossil Plant,” Tennessee Department of 
Environment & Conservation, http://tn.gov/environment/kingston/. 

2102 deserves credit for coal-ash spill cleanup efforts,” Knoxville News Sentinel , editorial, 

(7/2/2013), http://www.knoxnews.com/opiiiion/editorials/editorial-tva-deserves-credit-for-coai- 

ash-spill. See also “Coal Ash Spill Cleanup Could Cost $825 Million,” NBC News , (2/12/2009), 
http://www.nbcnews.com/id/291 66267/ns/us_news-environmenl/t/coal-ash-spill-cleanup-couid- 
cost-million/#.VDRTTaPD9aQ. 

2103 deserves credit for coal-ash spill cleanup efforts,” Knoxville News Sentinel editorial, 
(7/2/2013), http://www.knoxnews.com/opinion/editorials/editorial-tva-deserves-credit-for-coai- 
ash-spill. 

See, e.g., “5 Dead, Dozens Hurt in Connecticut Power Plant Blast,” New York Times , Robert 
D. McFadden (2/7/2010), http://wvw.nytimes.eom/20l0/02/08/nyregion/08explodc.html? 
pagewanted=all&_r=0. 

2105 “Munich Re leads coverage on Kleen Energy Explosion” Business Insurance, Michael 
Bradford And Zack Phillips (2/14/2010), 

http://www.businessinsurance.com/ article/^O 1 00214/ISSUE0 1/302 1 49988 . 

“Drake Power Plant fire will be costly; hard to say how much,” The Gazette (5/6/2014), 
http://gazette.com/drake-power-plant-fire-will-be-costly-hard-to-say-how-much/articie/1519474. 
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purchase replacement power from other sources at a higher cost.^*'*^ The 
plant had previously experienced another fire in 2002. 

Regulatory Framework. Electrical power plants are subject to 
regulation by multiple agencies at the federal, regional, and state levels. 
The primary federal regulator is the Federal Energy Regulatory 
Commission (FERC), which oversees interstate wholesale electricity 
rates, the reliability of the electrical grid, and the stability of energy 
markets in the United States.^"** Regional transmission organizations 
(RTOs) and independent system operators (ISOs), formed at the regional 
or state level, also have key oversight responsibility for power plant 
facilities and electricity rates.^’®^ Their responsibilities include tariff 
administration, monitoring of wholesale electricity markets, and 
management of the transmission system.^'"* 

(2) JPMorgan Involvement with Power Plants 

Over the course of three years, from 2008 to 2010, JPMorgan 
acquired 3 1 power plants across the country. JPMorgan has valued its 
power plant tolling agreements at more than $2 billion,"' ' ' with related 
capacity payments worth $ 1 .2 billion.^' At the time of acquisition, 
JPMorgan id not have authority to enter into a tolling agreement with a 
power plant, much less own one, and petitioned the Federal Reserve for 
broad authority to conduct power plant activities. The Federal Reserve 
eventually authorized JPMorgan to enter into tolling agreements, energy 
management contracts, and long-term supply contracts with power 
plants, but declined to authorize JPMorgan to take direct ownership of a 
commercial power plant, as an impermissible mixing of banking and 
commerce. JPMorgan responded by asserting that it would retain its 
direct ownership of three power plants through its merchant banking 
authority. JPMorgan also entered into a number of regulatory battles 
with state and federal regulators over its power plant activities. Among 
other penalties, JPMorgan was barred from bidding in the California 
wholesale electricity market for six months in 2013, and, in July 2013, 
paid $410 million to settle charges that it had manipulated wholesale 
electricity prices in California and Michigan. That same year, JPMorgan 


2107 ,d 

Subcommittee briefing by FERC (7/30/2013); 7/29/2014 testimony of FERC Acting 
Chairman Cheryl A. LaFleur before the Flouse Committee on Energy and Commerce, 
Subcommittee on Energy and Power, “FERC Perspective: Questions Concerning EPA’s 
Proposed Clean Power Plan and other Grid Reliability Challenges,” 
http://www.ferc.gov/CalendarFiles/20140729091732-LaFleur~07-29-2014.pdf 

“Energy Primer: A Flandbook of Energy Market Basics,” Staff report of the Division of 
Energy Market Oversight, Office of Enforcement, Federal Energy Regulatory Commission 
(7/2012), at 60 - 62, http://www.ferc.gov/market-oversight/guide/energy-primer.pdf. 

Id. at 63 -65. 

See, e.g., 9/26/2013 “Fed/OCC/FDIC Quarterly Meeting,” prepared by JPMorgan, FRB-PSI- 
301382 -396, at 387. 

See 9/30/2014 letter from JPMorgan legal counsel to Subcommittee, chart at JPM-COMM- 
PSI-000048. 
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was ordered by FERC to stop blocking plant modifications to improve 
grid reliability. JPMorgan told the Subcommittee it has now determined 
to exit the power plant business, but will need four more years to do so. 

(a) Acquiring Power Plants 

JPMorgan acquired control of 31 power plants over a two-year 
period from 2008 to 2010. In most instances, it acquired a tolling 
agreement to purchase the plant’s electricity output; in some cases, it 
acquired a direct ownership interest in the power plant. It acquired the 
power plants in three phases, in transactions involving Bear Steams, 
AES, and RBS Sempra. 

2008 Bear Stearns Acquisition. JPMorgan first entered the 
power plant business in 2008, when at the request of the Federal 
Reserve, it purchased The Bear Stearns Companies, Inc. which was then 
under financial distress.^’ As part of that acquisition, JPMorgan 
acquired Bear Energy LP which owned or held tolling agreements with 
27 power plants across the country.^""' 

Bear Energy, formed in 2006, was located in Houston.^ By 
2008, it was engaged in a wide range of physical and financial energy- 
related commodity activities. They included energy and electricity 
trading, power plant management, and power plant restructuring 
services. It held ownership interests in or tolling agreements with over 
two dozen power plants.^' * The acquisition of Bear Energy gave 
JPMorgan a significant presence in the power plant business. 

Of the 27 power plants that Bear Energy transferred to JPMorgan 
in May 2008, 16 were located in California.^'” Three were located in 
Colorado, and one each in Alabama, Florida, Louisiana, Maine, 
Michigan, New Jersey, Pennsylvania, and Texas.^"* One was a coal- 
fired plant; the rest were fueled by natural gas.^' ” According to the 
head of Bear Energy, Paul Posoli, who was hired by JPMorgan to 


See 1 1/4/2009 memorandum, “Control Validation Target Exam,” prepared by JPMC 
Ventures Energy Corporation, FRB-PSI-20061 1 - 632, at 627; 8/2/2013 Federal Reserve press 
release, “Bear Steams, JPMorgan Chase, and Maiden Lane LLC,” 
htlp://www.federaireserve.gov/newsevents/reform_bearsteanis.htm. 

See undated 2014 JPMorgan chart, “Power Plants Owned or Controlled via Tolling 
Agreements, 2008 to present,” (hereinafter, “JPMorgan Power Plants Chart”), JPM-COMM-PSI- 
000022-025. 

Subcommittee briefing by JPMorgan (2/1 1/2014). See also “Bear Stearns’s Trading Unit 
Draws Interest,” Wail Street Journal . Ann Davis (4/5/2008), htlp://online.wsj.com/articles/ 
SB120735754695191559. 

^"^Subcommittee briefing by JPMorgan (2/11/2014); 7/17/2008 “Quarterly review of risk, 
performance and significant developments,” prepared by OCC regarding JPMorgan, FRB-PSI- 
303773 - 818, at 111 (listing Bear Steams power plant assets acquired by JPMorgan) [sealed 
exhibit]. 

" " JPMorgan Power Plant Chart, JPM-COMM-PSI-000022 - 025. 

^"^Id. 

Subcommittee briefing by JPMorgan (10/10/2014). 
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continue to run the Houston operation: “At the time of the merger, Bear 
Energy was managing over 9,000MW [megawatts] of generation ... and 
[had] a very established national presence.”^'^® 

JPMorgan used its key commodities subsidiary, J.P. Morgan 
Ventures Energy Corporation (JPMVEC), to conduct its power plant 
business.^'^' Of the 27 power plants transferred from Bear Energy, 
JPMVEC assumed tolling agreements for 1 7. JPMVEC also took a 
direct ownership interest in eight power plants. Of those eight, it took a 
100% ownership interest in two power plants in Colorado; a 50% 
ownership share in another Colorado power plant; a 30% ownership 
share in three power plants in California; a 1 4% ownership share in one 
power plant in Texas; and a 1% ownership share in a power plant in 
Maine.^'^^ In addition, in one instance involving a power plant in 
California, rather than take an ownership interest or tolling agreement, 
JPMorgan simply assumed a lease for the plant.^'^^ Finally, through its 
Global Commodities Group Principal Investments unit, JPMorgan took a 
100% ownership stake in one power plant in Florida, Central Power & 
Lime.^'^'* Ownership was held through a subsidiary of JPMVEC.^*^^ To 
conduct its new power plant activities, JPMorgan retained the head of 
Bear Energy and many of its employees in a new JPMorgan “Houston 
Energy” office.^'^^ 

2010 Huntington Acquisitions. Almost two years later, 

JPMorgan acquired short-term tolling agreements on the electricity 
output of two more Southern California power plants, Huntington Beach 
3 and 4.^'^’ JPMorgan entered into the new tolling agreements with 
AES Corporation, the owner of the plants.^'^* JPMorgan told the 


2120 »jp \|organ’s integration of Bear Energy,” Risk.net (1/13/2009), http://www.risk.net/energy- 
risk/feature/1523435/jp-morgan-integration-bear-energy. 

See, e.g., 12/30/2009 “Notice to the Board of Governors of the Federal Reserve System by 
JPMorgan Chase & Co. Pursuant to Section 4(k)(l)(B) of the Bank Holding Company Act of 
1956,” (hereinafter “JPM Notice Requesting Tolling Agreements”), prepared by JPMorgan, PSi- 
FederalReserve-02-000012 - 033, at 014, footnote 2. 

JPMorgan Power Plants Chart, JPM-COMM-PSI-000022 - 025. 

Id. at 025; Subcommittee briefing by JPMorgan (10/10/2014). The lease expired in June 
2010, and JPMorgan terminated its relationship with the power plant at that time. 

See JPMorgan Power Plants Chart, at JPM-COMM-PSI-000022 - 025; 10/2009 “Global 
Commodities Deep Dive Risk Review,” prepared by JPMorgan, FRB-PSI-200634 - 655, at 644 
(identifying Central Power as a 100% owned equity asset in a list of assets in the “Global 
Commodities Principal Investments Portfolio”); Subcommittee briefing by JPMorgan 
(10/10/2014). 

See 10/21/2014 letter from JPMorgan legal counsel to Subcommittee, PSI-JPMorgan-15- 
000001 -008, at 002. 

See, e.g., 7/1 7/2008 “Quarterly review of risk, performance and significant developments,” 
prepared by OCC regarding JPMorgan, FRB-PSI-303773 - 780, at 777. 

^‘“^JPMorgan Power Plants Chart, at JPM-COMM-PSI-000022 - 025; In Re Make- Whole 
Payments and Related Bidding Strategies . Docket Nos, INI 1-8-000 and INI 3-5-000, FERC 
“Order Approving Stipulation and Consent Agreement (7/30/2013), at 4, ^ 19, and “Stipulation 
and Consent Agreement” (7/30/2014) at 3, 1 8, 144 FERC J 61,068; Subcommittee briefing by 
JPMorgan (4/23/2014). 

Subcommittee briefing by JPMorgan legal counsel (10/29/2014). 
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Subcommittee that it entered into the tolling agreements, in part, because 
it had already acquired tolling agreements with the two sister power 
plants on the same site, Huntington Beach 1 and 2, through the 2008 
Bear Steams acquisition.^'^^ JPMorgan stipulated in legal pleadings 
with FERC that it entered into the tolling agreements for the two plants 
“to develop experience with the California market before the AES 4000 
plants [the California power plants JPMorgan had previously acquired 
from Bear Steams] began returning to JPMVEC’s control in January 
20 1 1 JPMVEC assumed control of the Huntington Beach 3 and 4 
tolling agreements in January 2010. Those tolling agreements increased 
JPMorgan’s portfolio to 29 power plants. 

2010 RBS/Sempra Acquisition. Six months later, in July 2010, 
JPMorgan expanded its power plant activities yet again when it 
purchased energy-related commodity assets from RBS Sempra, a joint 
venture between the Royal Bank of Scotland Group (RBS) and Sempra 
Energy, for $1.7 billion.^'^’ Along with other assets, it acquired two 
more power plants, one in Washington state and one in Maryland.^'^^ 
Both were fueled with natural gas.^'^^ JPMVEC assumed a tolling 
agreement with the plant in Washington. In contrast, through its 
Global Commodities Group Principal Investments unit, JPMorgan took 
direct ownership of the Panda Brandywine plant in Maryland, acquiring 
a 100% ownership stake. JPMorgan held ownership through its 
subsidiary, JPMVEC.^'^’ JPMorgan then leased the plant back to the 
owners who agreed to run it, and entered into a tolling agreement to 
acquire 100% of the plant’s electricity output.^’^^ This complex 
arrangement raised a number of issues over time. 

Two months later, in September 2010, separate from the RBS 
Sempra transaction, JPMorgan acquired 100% of the shares of the 
Kinder Jackson power plant in Jackson, Michigan, becoming a direct 
ovmer of the plant.^’^’ JPMorgan already had a tolling agreement with 
the plant, which it acquired in 2008, as part of the Bear Steams 
acquisition. In 2010, when the plant was put up for sale, JPMorgan’s 
Global Commodities Group Principal Investments unit arranged for the 
outright purchase of the power plant from Kinder Morgan Power 


Subcommittee briefing by JPMorgan (4/23/2014). See also JPMorgan Power Plants Chart, at 
JPM-COMM-PSI-000022 - 025. 

In Re Make- Whole Payments and Related Bidding Strategie s. Docket Nos. INI 1-8-000 and 
IN13-5-000, “Stipulation and Consent Agreement” (7/30/2013), at 3, IjS, 144 FERC H 61,068. 
Subcommittee briefing by JPMorgan (2/1 1/2014). 

JPMorgan Power Plants Chart, JPM-COMM-PSI-000022 - 025, at 025; Subcommittee 
briefing by JPMorgan (4/23/2014). 

Subcommittee briefing by JPMorgan (10/10/2014). 

JPMorgan Power Plants Chart, at JPM-COMM-PSI-000022 - 025, 

See 10/21/2014 letter from JPMorgan legal counsel to Subcommittee, PSI-JPMorgan-15- 
00000 i -008, at 002. 

Subcommittee briefing by JPMorgan (10/10/2014). 

JPMorgan Power Plants Chart, at JPM-COMM-PSI-000022 - 025. 
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Company and others for about $143 million.^'^* Ownership of the plant 
was held through a subsidiary of JPMVEC,^'^^ 

Generally, when JPMorgan entered into a tolling agreement with a 
power plant, it promised, not just to buy the electricity produced, but 
also to supply natural gas to the plant for the duration of the tolling 
agreement.^ In addition, JPMorgan entered into specific long-term 
agreements with three power plants acquired from Bear 

Inadequate Oversight. About a year after JPMorgan assumed 
control of the Houston office that formerly belonged to Bear Energy and 
which JPMorgan was using to oversee its power plant assets, the Federal 
Reserve conducted an examination to “gain a better understanding of the 
firm’s physical energy trading activities and the processes in place to 
control and manage risks.”^’''' The examination tested, in part, whether 
JPMorgan had adequately extended its “corporate compliance program” 
to include the new Houston office.^’'*^ The Federal Reserve concluded it 
had not.^'"*'* A 2010 internal Federal Reserve examination document 
also noted that JPMorgan’s own internal audit team had found that 
JPMVEC did not have the technical capability to evaluate its power 
plants’ compliance with “technical, operational and engineering 
suitability standards”: 

“For power plants in which JPMVEC has an equity interests, 
internal audit indicated that it does not have the technical, 
operations or engineering capability to review the compliance 
programs of such power plants.”^''*^ 

In response to the Federal Reserve’s supervisory letter raising the issue, 
JPMorgan formulated a plan to strengthen its compliance oversight of 
the Houston office and its supervision of JPMVEC’s power plants.^''’® 


fuel supply 
Steams. ' ’ 


See 8/13/2010 memorandum, “KJ Toll Disposition Plan,” prepared by JPMorgan Commodity 
Principal Investment Team for the Commodities Principal Investment Committee, FRB-PSI- 
300066-093, at 066. 

See 10/21/2014 letter from JPMorgan legal counsel to Subcommittee, PSl-JPMorgan-15- 
000001 -008, at 002. 

2140 id_ 

1/5/2010 report, “Combined Scope/Product Memo[:] JPMC Energy Ventures Corporation 
Corporate Compliance,” prepared by the Federal Reserve Bank of New York, FRB-PSI-300210 - 
220, at 212 [sealed exhibit]. 

See 1/28/2010 supervisory letter from Federal Reserve Bank of New York to JPMorgan, 
FRB-PSI-300332 - 334 [sealed exhibit]. 

1/5/2010 report, “Combined Scope/Product Memo[:] JPMC Energy Ventures Corporation 
Corporate Compliance,” prepared by the Federal Reserve Bank of New York, FRB-PSI-300210 - 
220, at 217 [sealed exhibit]. 

3/15/2010 letter from JPMorgan to Federal Reserve Bank of New York, “JPMorgan Chase & 
Co. Houston Energy,” FRB-PSl-301163 - 168. 
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31 Power Plants. The following chart summarizes JPMorgan’s 
two-year acquisition effort which, by 2010, produced its portfolio of 3 1 
power plants. 
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(b) Requesting Broad Authority for Power Plant 
Activities 

JPMorgan got into the power plant business as a result of the larger 
Bear Steams acquisition during the financial crisis. At that time, JPMorgan 
did not have authority to conduct power plant activities, but the Federal 
Reserve Bank of New York gave JPMorgan a two-year grace period to 
decide how to handle the Bear Steams assets. A little over a year after it 
acquired the power plants, JPMorgan asked the Federal Reserve for broad 
complementary authority to own and manage them. While the Federal 
Reserve agreed to provide JPMorgan with complementary authority to enter 
into tolling agreements, energy management, and long-term supply 
contracts with the power plants, the Federal Reserve declined to allow 
JPMorgan simply to buy power plants outright or engage in so-called 
“financial restmcturing” of power plants it owned. JPMorgan responded in 
part by asserting that it would nevertheless retain direct ownership of three 
power plants by treating them as merchant banking investments. After the 
Federal Reserve expressed increasing concern about its power plant 
activities and JPMorgan entered into multiple regulatory disputes over how 
it was conducting those activities, JPMorgan decided to exit the business 
over the next four years. 

Two-Year Grace Period. Prior to acquiring the Bear Energy power 
plants in 2008, JPMorgan had never engaged in power plant activities, and 
never sought complementary authority to enter into a tolling agreement or 
other contract with a power plant. JPMorgan’s 2005 complementary order 
did not explicitly address either power plants or electricity. As part of the 
Bear Steams transaction, the Federal Reserve Bank of New York gave 
JPMorgan a letter stating that “any assets or activities acquired from Bear 
Steams that JPMorgan is not currently permitted to own or engage in shall 
be treated as permissible assets or activities for a period of two years. 

That two-year grace period applied to the 27 power plants acquired from 
Bear Steams, deeming them “permissible” assets. JPMorgan conducted 
power plant activities involving the Bear Steams power plants throughout 
the two-year grace period, which extended from March 2008 to March 
2010, while it sought an official grant of complementary authority to cover 
its power plant assets. 

About two weeks after the Bear Steams transaction in March 2008, 
the Federal Reserve issued the Royal Bank of Scotland (RBS) a 
complementary order that provided broader authority for physical 
commodity activities than prior complementary orders and, for the first 


3/16/2008 letter from FRBNY to JPMorgan, PSI-FRB-19-000001 - 003 at 002. See also 
10/21/2014 letter from JPMorgan legal counsel to Subcommittee, PSI-JPMorgan-15-000001 - 008, at 
003. During that two-year grace period, JPMorgan sometimes referred to the power plants and 
related activities as “grandfathered activities,” but that was a reference to their being allowed under 
the grace period; the assets were never held under the Gramm-Leaeh-BIiley grandfather clause since 
JPMorgan was ineligible to rely on that statutory authority for its physical commodity activities. 
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time, explicitly authorized activities involving power plants and 
electricity?’"*^ Specifically, the RBS order allowed RBS to enter into tolling 
agreements with power plant owners, energy management contracts with 
power generation facilities, and long-term electricity supply contracts with 
large industrial and commercial customers?'"*^ 

Request for Tolling and Energy Management Authority. On 

December 30, 2009, JPMorgan submitted two separate applications to the 
Federal Reserve to expand its 2005 complementary authority to match the 
authority provided to RBS for power plants and electricity. 

The first application requested complementary authority to enter into 
tolling agreements with power plant owners.*'^” In its application, 
JPMorgan provided the following expansive definition of the authority it 
was seeking, explaining that tolling agreements: 

“may involve, among other things, purchasing fuel used to produce 
electricity, entering into agreements for the transportation of fuel, 
entering into options to purchase electricity, taking title to electricity 
and entering into agreements for the transmission and sale of 
electricity.” 

JPMorgan wrote that one reason the Federal Reserve should grant the 
authority was that it would provide JPMorgan with access to “important 
market information”: 

“The Complementary Activities will further complement the Existing 
Business by providing JPMVEC [JPMorgan’s subsidiary] with 
important market information. The ability to be involved in the 
supply end of the commodities markets through tolling agreements 
provides access to information regarding the full array of actual 
producer and end-user activity in those markets. The information 
gathered through this increased participation will help improve 
JPMVEC’s understanding of market conditions and trends while 
supplying vital price and risk management information that JPMVEC 
can use to improve its financial commodities derivative offerings. . . . 


See RBS Order, at 94 Fed. Res. Bull. C60. The order applied to both the Royal Bank of Scotland 
and a joint venture called RBS Sempra Commodities that the Royal Bank of Scotland had formed 
with Sempra Energy, a U.S. energy company. 

JPM Notice Requesting Tolling Agreements, PSI-FederalReserve-02-0000 12 - 059. See also In 
Re Make- Whole Payments and Related Bidding Strategie s, FERC Docket Nos. INI 1-8-000 and 
INI 3-5-000, FERC “Order Approving Stipulation and Consent Agreement (7/30/2013), 144 FERC \ 
61,068, (hereinafter “Order Approving Stipulation and Consent Agreement”) at 2, 
http;//www.ferc,gov/EventCalendar/Files/201 3073008093 i-INll-8'OOO.pdf 
JPM Notice Requesting Tolling Agreements, at 013. 
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[B]y participating in the widest possible variety of commodities 
markets and transactions, JPMVEC will gain access to price and 
related market information and acquire more experience in the 
markets for physical commodities that it can use to better serve its 
customers and manage its own risks, which will lead to increased 
revenues and lower costs, all of which will Improve JPMVEC’s and 
JPM Chase’s profits and enhance their soundness. 

JPMorgan offered to accept the same limitations on the new authority as 
appeared in the RBS order. The key limitation was that JPMorgan would 
continue to limit the aggregate market value of all of its physical 
commodities resulting from physical commodity trading to no more than 
5% of its Tier 1 capital, and that when calculating that aggregate value, it 
would include the present value of all capacity payments made in 
connection with any energy tolling agreement.^ 

The second application requested complementary authority to enter 
into “energy management” agreements with power generators.^ In its 
application, JPMorgan provided a broader definition of energy management 
contracts than appeared in the RBS order.^'^^ JPMorgan wrote: 

“Under an EMA [energy management agreement], energy traders, 
schedulers, and related support personnel provide asset optimization 
services and accounting services to a power plant owner. The energy 
trader will provide market information and recommend hedging 
strategies, including capacity and transmission management services 
and advice regarding switching between fuel inputs. Energy traders 
and schedulers assist the plant owner with the acquisition and delivery 
of fuel inputs to the plant. In addition, the energy trader will provide 
interface services for the power plant owners with independent system 
operators (TSOs’)/regional transmission organizations (‘RTOs’) and 
will schedule plant output to ISOs/RTOs and other power purchasers 
based on energy prices in the open market. ... An energy trader may 
also provide credit intermediation services to the power plant owner 
with respect to the owner’s counterparties. For example, in 
connection with such credit services, the energy trader might post 


at019-020, 032. 

^'”ld. at 032 - 033. 

^'’■*1 2/30/2009 “Notice to the Board of Governors of the Federal Reserve System by JPMorgan 
Chase & Co. Pursuant to Section 4(k)(l)(B) of the Bank Holding Company Act of 1956,” prepared 
by JPMorgan, PSI-FederalReserve-01-000561 - 567. 

The RBS order described the approved energy management contracts as follows: 

“[T]he energy manager provides transactional and advisory services to power plant owners. 
The transactional services consist of SET [Sempra Energy Trading Corporation] acting as a 
financial intermediary, substituting its credit and liquidity for those of the owner to facilitate 
the owner’s purchase of fuel and sale of power. SET’s advisory services include providing 
market information to assist the owner in developing and refining a risk-management plan for 
the plant. SET also provides a variety of administrative services to support these 
transactions.” 

RBS Order, at 94 Fed. Res. Bull. C65. 
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collateral to an ISO or RTO on behalf of a plant owner as part of a 
credit arrangement to ensure delivery .... The energy trader, in turn, 
will collect money from the ISO or RTO and those funds will be 
available to the energy trader as a part of the plant owner’s collateral 
arrangement with the energy trader.”^’^* 

JPMorgan offered to accept several limitations on the new energy 
management authority, modeled after the RBS order. The first was to 
ensure that “revenues attributable to JPMVEC’s Energy Management 
Services will not exceed 5 percent of JPM Chase’s total consolidated 
operating revenues.”^'^’ That 5% limit is substantially higher than the cap 
normally included in complementary orders limiting the market value of 
physical commodity holdings to no more than 5% of Tier 1 capital, but it 
was the same limit as provided to RBS. 

Request for One-Year Extension. About a month later, on February 
5, 2010, in the absence of a Federal Reserve ruling on its December 2009 
applications, JPMorgan sent a letter to the Federal Reserve asking for a one- 
year extension of the Bear Steams grace period so that it could continue to 
engage in “energy tolling, energy management and the purchase and 
financial restructuring of power plants,” that would otherwise be 
impermissible activities.^ The request, which was eventually granted, 
enabled JPMorgan to continue its power plant activities until March 2011. 

In the meantime, it acquired additional power plant assets in January and 
July 2010, as described above. 

Request for Abrogation of Volume Limits. In addition to 
requesting a one-year extension of the grace period, the February 2010 letter 
made several other requests to expand JPMorgan’s power plant activities as 
well as its other physical commodity activities as a whole. First, the letter 
asked the Federal Reserve essentially to eliminate any limit on JPMorgan’s 
complementary physical commodity activities, including the cap linked to 
5% of its Tier 1 capital.^'^® The letter asserted that the 5% cap might 
“curtail not only its tolling activities but also its other physical trading 
activities going forward,” putting JPMorgan at a competitive 
disadvantage.^'*” The letter also objected to the much higher limit on its 
energy management services of 5% of its total consolidated operating 
revenues, contending “such limitations are not necessary from a safety and 
soundness perspective since the main components of this activity involve 
activities similar to those already conducted by JPMC.”^'*' The letter 

12/30/2009 “Notice to the Board of Governors of the Federal Reserve System by JPMorgan 
Chase & Co. Pursuant to Section 4(k)(l)(B) of the Bank Holding Company Act of 1 956,” (hereinafter 
“JPM Notice to Provide Energy Management”), prepared by JPMorgan, PSl-FederalReserve-Oi- 
000561 -567, at 564 -565. 

^'”!d. at 566. 

2/5/2010 letter from JPMorgan to the Federal Reserve, FRB-PSl-300286 - 290, at 286. 

^'®Id. at 287. 

"“Id. 

"'■'Id. 
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proposed allowing its physical commodity activities to proceed without any 
volume limit, “pursuant to robust risk management processes subject to 
regulatory examination.”^'^ 

Request for Restructuring Authority. In addition to requesting 
elimination of all volume limits, the February 5 letter asked the Federal 
Reserve to allow it to continue to engage in another power plant activity 
which it called “financial restructuring.”^'^^ The letter described the 
activity as “purchasing equity interests in power plants and subsequently 
restructuring and renegotiating the power plant’s commodity purchase 
agreements and energy sale agreements with a view to making the plant 
more efficient.”^''''' The letter explained that the new activity was “a natural 
outgrowth of the energy management activities” and used the same 
expertise to restructure “the input and output contracts entered into by 
power plants.”^''’^ JPMorgan wrote; 

“[TJhis activity Involves investing for a financial return in a way that 
allows JPMC to gain valuable insight into the power market which 
can enhance JPMC’s overall commodities business. ... JPMC 
conducts this activity as a component of its overall commodities 
trading and client business. JPMC’s goal is to augment its financial 
trading and not run the operation of the plant as a commercial venture 
in a vacuum. As such, JPMC views this activity as complementary to 
JPMC’s core commodities business.”^'®^ 

The letter also indicated that JPMorgan might need to take ownership 
of power plants while the restructuring was going on, with a view toward 
selling the plants one to two years later. It explained that “[sjubjecting this 
activity to merchant banking restrictions may not be feasible unless broad 
authority to renegotiate and act as counterparty to contracts with the^^lant is 
determined not to constitute day to day management of the plant.”^'^ 

In response to the letter, the Federal Reserve granted the one-year 
extension, allowing JPMorgan to continue to treat its power plant activities 
as permissible activities, including restructuring activities, until March 16, 
2011, while it considered the other requests for expanded authority to 
conduct power plant and other physical commodity activities.^ 

New Complementary Authority. On June 30, 2010, 18 months after 
JPMorgan submitted its applications and more than two years after it 
initiated its power plant activities, the Federal Reserve granted some, but 


2162 y 

Id. at 288 - 289. 

Id. at 288. 

2165 Id^ 

2166 id^ 

^“Td. at289. 

See 3/3/2011 “Outstanding Issues,” prepared by Federal Reserve examiners, FRB-PSI-304601 - 
604, at 602 [sealed exhibit]; Subcommittee briefing by JPMorgan (4/23/2014). 
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not all, of the new authority JPMorgan had sought.^'^^ By letter, the Federal 
Reserve authorized JPMorgan to enter into tolling agreements and energy 
management contracts with power plant owners.^'^** The letter also 
“confirmed” JPMorgan’s complementary authority to enter into long-term 
electricity supply contracts, but “only with large commercial and industrial 
end-users.”^'" The Federal Reserve letter reasoned that the restriction to 
large customers would ensure JPMorgan transacted with financially 
sophisticated purchasers and remained a wholesale intermediary.^’’^ The 
letter also imposed a number of restrictions on the authorities it granted to 
ensure JPMorgan conducted its power plant activities in a safe and sound 
manner. The restrictions included limiting its tolling payments to not more 
than 5% of JPMorgan’s Tier 1 capital, and limiting its energy management 
contract revenues to not more than 5% of JPMorgan’s total consolidated 
operating revenues. 

By allowing JPMorgan to hold tolling agreements, energy 
management contracts, and long term supply contracts with the power 
plants acquired from Bear Energy, the June 30 letter made the vast majority 
of its power plant activities permissible. In the case of three power plants 
that JPMorgan owned outright, however, the Central Power & Lime plant in 
Florida, Panda Brandywine plant in Maryland, and Kinder Jackson plant in 
Michigan, the new complementary order did not authorize their direct 
ownership as either a financial or complementary activity. In addition, the 
Federal Reserve did not provide any restructuring authority, because 
according to the Federal Reserve, JPMorgan never submitted a formal 
application requesting it.^”'* According to JPMorgan, the Federal Reserve 
did not want JPMorgan managing power plants, which the restructuring 
authority would have necessitated, so it dropped the effort.^”^ 

Switch to Merchant Banking Authority. On February 23, 2011, 
JPMorgan notified the Federal Reserve that, rather than rely on 
complementary authority for the three power plants it owned outright, 
JPMorgan intended to assert merchant banking authority to continue 
owning them.’”® A March 201 1 internal Federal Reserve examination 


^'*'^6/30/2010 letter from the Federal Reserve to JPMorgan, FRB-PSI-302571 - 580. 

Id. 

Id. at 575. The Federal Reserve told the Subcommittee that JPMorgan did not formally request 
authority to enter into long-term electricity supply contracts, because it viewed its 2005 
complementary order as already providing it; the Federal Reserve explained that the June 30 letter 
clarified that JPMorgan did have that authority. Subcommittee briefing by the Federal Reserve 

(10/16/2014). 

6/30/2010 letter from the Federal Reserve to JPMorgan, at FRB-PSI-302571- 580, at 574 - 575. 

Id. at 573. 

1 1/17/2014 email from Federal Reserve to Subcommittee, PSI-FRB-2 1-000001 - 002. 

Subcommittee briefing by JPMorgan (4/23/2014). 

See 3/3/201 1 “Outstanding Issues,” prepared by Federal Reserve examiners, FRB-PSI-304601 - 
604 [sealed exhibit]. See also undated document, prepared by JPMorgan for the Federal Reserve, 
FRB-PSI-300352 - 353 (describing how JPMorgan planned to move from engaging in plant 
restructuring to merchant banking with respect to the affected power plants); Subcommittee briefing 
by JPMorgan (4/23/14). 
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document stated that JPMorgan had taken the new stance, “because they 
believe [the Federal Reserve Board of Governors] staff is not inclined to 
consider financial restructuring of power plants to be a complementary 
activity.”^’’’ This document suggests that JPMorgan’s assertion of 
merchant banking authority was a direct response to, as well as an effort to 
circumvent, the Federal Reserve’s decision not to permit direct ownership 
of power plants as a complementary activity. JPMorgan told the 
Subcommittee that its assertion of merchant banking authority was 
permissible, because it was not running any of the three power plants 
directly, but was relying on third parties to operate them." 

After noting JPMorgan’s revised justification for its ongoing direct 
ownership of the power plants, the 201 1 Federal Reserve examination 
document noted that JPMorgan had indicated that it intended to divest itself 
of all three power plants.^'^’ As of 2014, however, more than three years 
after making that representation to the Federal Reserve, JPMorgan still 
retains possession of all three. 

Of those three plants, JPMorgan acquired its ownership interest in the 
Central Power & Lime plant in Florida in 2008, as part of the Bear Energy 
acquisition.^’®'’ In the case of the Panda Brandywine plant in Maryland, 
JPMorgan acquired its shares as part of the RBS Sempra acquisition in July 
2010, leased the plant back to the same owners to run, and then entered into 
a tolling agreement with the leaseholders.'^'®’ With respect to the Kinder 
Jackson plant in Michigan, JPMorgan originally held a tolling agreement 
with the plant, but when it became available for sale in September 2010, 
JPMorgan purchased it outright from the owners. JPMorgan took each 
of these actions without having authority to take direct ownership of a 
commercial enterprise like a power plant; it bought the latter two plants 
while awaiting a response to its request for appropriate complementary 
authority. Its ownership of the three power plants has now extended from 
four to six years. 

A Federal Reserve examination document expressed frustration with 
JPMorgan’s stance. It stated: “JPM has pressed on the boundaries of 
permissible activities including integrating merchant banking investments 
into trading activities and pursuing activity that may appear ‘commercial in 


3/3/201 1 “Outstanding Issues,” prepared by Federal Reserve examiners, FRB-PSI-304601 - 604, 
at 602 [sealed exhibit]. 

Subcommittee briefings by JPMorgan (4y^3/20i4 and 10/10/2014). 

3/3/201 1 “Outstanding Issues,” prepared by Federal Reserve examiners, FRB~PSI-304601 - 604, 
at 602 [sealed exhibit]; Subcommittee briefing by JPMorgan (10/10/2014). 

JPMorgan Power Plant Chart, JPM-COMM-PSI-000022 - 025. 

2181 jd_ 

8/13/2010 memorandum, “KJ Toil Disposition Plan,” prepared by JPMorgan Commodity 
Principal Investment Team for the JPMorgan Commodities Principal Investment Committee, FRB- 
PSI-300066 - 093. 
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nature,’ as well as pushed regulatory limits and their interpretation.”^'” 

With respect to JPMorgan’s power plant activities, it stated: 

“JPMC holds power plants (Panda Brandywine and Kinder 
Morgan/Jackson) under a combination of authorities. FRB has 
previously indicated to the firm this is impermissible and is [in] 
discussion with the firm about conforming or divesting of these 
activities.”^'” 

JPMorgan told the Subcommittee, and the Federal Reserve confirmed, 
that the Federal Reserve has never explicitly determined that JPMor|an 
lacked merchant banking authority to own the three power plants.^'* 
JPMorgan explained that, prior to the Federal Reserve making that 
determination, JPMorgan informed the Federal Reserve that it was planning 
on selling all of its power plant holdings, which rendered the issue moot. 

As of October 2014, JPMorgan still has not completely divested itself of its 
ownership interests in the three power plants. 

(c) Conducting Power Plant Activities 

For six years, from 2008 to 2014, JPMorgan owned or controlled 
between 15 and 31 power plants across the country. In most cases, it held a 
long-term tolling agreement with the power plants. To carry out those 
tolling agreements, in most cases JPMorgan supplied the natural gas that 
fueled the plants and then took control of the plants’ electricity output and 
sold it. JPMorgan used its wholly owned subsidiary, JPMorgan Ventures 
Energy Corporation (JPMVEC), to execute the vast majority of its 
electricity and natural gas trades supporting its power plant activities.^'*^ 

A large block of JPMorgan’s power plants, 18 in all, were 
located in California. JPMorgan has sold some of those plants and currently 
holds a tolling agreement for 12, all of which are owned by AES 
Corporation (AES). The tolling agreement between JPMorgan and AES 
runs through 2018 at which time it will terminate.^'*’ JPMorgan told the 
Subcommittee that it has re-tolled all 12 power plants to Southern 
California Edison,^'** and has asked the plant owner, AES, to release it 


Undated but likely in the second half of 201 3 examination document, “Commodities Focused 
Regulatory Work at JPM,” prepared by the Federal Reserve, FRB-PSI-300299 - 302, at 299 [sealed 
exhibit], 

^‘“id. at 301. 

Subcommittee briefing by .FPMorgaii (4/23/2014); email from the Federal Re.servc to the 
Subcommittee (1 1/6/2014). 

^'*‘See, e.g.jJPM Notice Requesting Tolling Agreements, PSI-FederalReserve-02-000012 - 059, at 
014,018-019, 026. 

Subcommittee briefing by JPMorgan (10/10/2014). 

^'“id. See also 2/15/2013 Advice Letter No. 2853-E (U 338-E), filed by Southern California Edison 
with the Public Utilities Commission of the State of California, Energy Division, “Bilateral Capacity 
Sale and Tolling Agreement Between Southern California Edison Company and BE CA LLC” 
(seeking Commission approval of JPMorgan’s re-tolling agreements with Southern California 
Edison). 
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from the tolling agreement, but AES has declined, preferring to rely on 
JPMorgan’s creditworthiness to ensure the tolling payments are made. 

For that reason, JPMorgan told the Subcommittee that it expects the tolling 
agreement to continue for the next four years until the termination date in 
2018 .^™ 


Regulatory Disputes. During the six years it has had control of the 
California power plants, JPMorgan has entered into multiple regulatory 
disputes with the California Independent System Operation Corporation 
(CAISO), California Public Utilities Commission (CPUC), and Federal 
Energy Regulatory Commission (FERC) over its power plant activities. 

In one set of disputes, it battled state and federal regulators over the 
regulators’ assertion that JPMorgan had made inaccurate statements and 
failed to provide requested information in an investigation into the pricing 
practices at some of its California plants during 2010 and 2011.^'^' To 
punish and deter that misconduct, FERC suspended for six months, from 
April to October 2013, JPMorgan’s ability to sell electricity at market rates 
in California and elsewhere in the United States, costing it potentially 
millions of dollars.^’’^ In a related regulatory dispute, described more fully 
below, in July 2013, JPMorgan paid $410 million to settle charges by FERC 
that some of its plants used improper bidding tactics that manipulated 
California and the Midwest's wholesale electricity markets. JPMorgan’s 
improper bidding tactics also caused CAISO and CPUC to make numerous 
rule and tariff changes to prevent similar practices in the future. 


A third dispute involved an effort by CAISO to modify two power 
plants near Los Angeles, Huntington Beach 3 and 4, to increase electrical 
grid reliability.^' CAISO had entered into a contract with the owner of the 
plants, AES, to convert both plants into “synchronous condensers” that 
provide voltage support to move electricity through the grid and increase 
grid reliability.^’’^ That contract was to take effect in January 2013, but 


Subcommittee briefing by JPMorgan (10/10/2014). 

2190 

See, e.g., FERC v. J.P. Morgan Ventures Energy Corporation . Civil Case No. l:2012-MC-00352- 
DAR (USDC DC), “Memorandum in Support for Petition by [FERC] for an Order to Show Cause 
Why this Court Should Not Enforce Subpoenas for Production of Documents” (7/2/2012). 

See In re J.P. Morgan Ventures Energy Corporation , FERC Docket No. EL12-103-000, “Order 
Suspending Market-Based Rate Aulhority,” (11/14/2012), 14! FERC T1 61,131. See also 
“JPMorgan’s California energy dealings draw more fire,” Los Angeles Times . Marc Lifsher 
(11/16/2012), http://articles.latimcs.com/2012/nov/16/business/la-fi-jpmorganchase-power- 


20121116. 

See Order Approving Stipulation and Consent Agreement; “JP Morgan to pay $410m in penalties 
for manipulating electricity prices,” Associated Press (7/30/2013), 

http://www.theguardian.com/business/2013/jul/30/jpmorgan-ferc-pcnalty-energy-prices. 

^^^^See In Re California Independent System Operator Corporation. FERC Docket No. EL13-21-000, 
FERC “Order on Petition for Declaratory Order” (1/4/2013), 142 FERC T1 61,016. See also 
“JPMorgan reduces presence in California power marfeet, Reuters, Scott DiSavino (5/10/2013), 
http://articles.chicagotribune.eom/2013-05-10/news/sns-rt-utiiities-jpmorganedisonintemational- 
update-20 13051 0_1 _aes-corp-southem-califomia-edison-ferc. 

See In Re California Independent System Operator Corporation , FERC Docket No. EL13-21-000, 
FERC “Order on Petition for Declaratory Order” (1/4/2013), 142 FERC T| 61,016, at 1-3. 
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JPMorgan claimed that, due to certain tolling and supplemental agreements 
it had with AES, CAISO had to obtain JPMorgan’s consent to the plant 
modifications, which it declined to provide, even though both plants had 
been taken out of service. JPMorgan cited construction costs, harm to 
the economic value of its power plant investments, alternative solutions, 

^ ^ 2197 

and the unlikeliness of grid problems as reasons for not proceeding. 

CAISO eventually brought the dispute to FERC, which ruled that JPMorgan 
could not use its tolling agreement with AES to continue to block the 
proposed modifications to improve grid reliability.^'^* 

In each of those three regulatory disputes, JPMorgan incurred 
substantial legal expense as well as ill will from regulators, utilities, 
wholesalers, and the California public.'^'®^ 

Current Status. In addition to the 12 California power plants with 
which it has tolling agreements and re-tolled to Southern California Edison, 
JPMorgan still owns power plants in Michigan, Maryland, and Florida. 
JPMorgan told the Subcommittee that it has arranged for the sale of the 
Kinder Jackson plant in Michigan, but the transaction cannot take place for 
another year, until early 2016.^““ JPMorgan indicated that the second 
plant, located in Florida, was converted by JPMorgan from a coal-fired 
plant to a biomass facility, is being run by an unrelated third party, and has 
been up for sale, but not yet sold. According to JPMorgan, the third plant. 
Panda Brandywine, located in Maryland, is run by a JPMorgan subsidiary, 
KMC Thermo, and is also up for sale.^^®' 

JPMorgan told the Subcommittee that it intends to exit the power 
plant business.^^"^ Despite that intent, JPMorgan expects to continue in the 
tolling agreement for the 12 California power plants for the next four years, 
plants to hold the Michigan plant for another year, and is uncertain when it 
will be able to sell the Florida and Maryland plants. 

(3) Issues Raised by JPMorgan’s Involvement with 
Electricity 

JPMorgan’s power plant activities raise multiple concerns. First and 
foremost are concerns that JPMorgan used some of its power plants to 
engage in a manipulative scheme to receive excessive payments for 
electricity fiom Independent Systems Operators in California and Michigan. 

^‘* 1 ( 1 . 313 - 4 . 

at 10, 12. 

Id. at 20. JPMorgan appealed FERC’s decision, but later re-tolled its California power plants to 
Southern California Edison, including its consent rights for the Huntington Beach power plants. It 
then dropped the litigation. 

See, e.g., “State’s power-plant fight with JPMorgan Chase is a legacy of deregulation mess,” 
Sacramento Bee . Dale Kasler (12/10/2012), 

http://www.meeIatchydc.com/2012/12/10/176938/califomias-power-plant-fight.htmL 

Subcommittee briefing by JPMorgan (10/10/2014). 

JPMorgan Power Plant Chart, JPM-COMM-PSI-000022 - 025, at 025. 

Subcommittee briefing by JPMorgan (4/23/2014). 
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Additional issues include JPMorgan’s allocating insufficient capital and 
insurance to protect against catastrophic event risks, and the Federal 
Reserve’s failure to impose adequate safeguards to prevent misconduct and 
protect taxpayers. 


(a) Manipulating Electricity Prices 


The most important issue illustrated by JPMorgan’s power plant 
activities is how physical commodity activities can involve a financial 
holding company in price and market manipulation misconduct, leading to 
consumers paying excessive electricity charges, violations of law, penalties, 
legal expenses, and reputational damage. 


Overview of Price Manipulation. In July 2013, JPMorgan paid $410 
million to settle charges brought by the Federal Energy Regulatory 
Commission (FERC) that it used multiple pricing schemes to manipulate 


electricity payments to the power plants it controlled in California and 
Michigan.^^“^ JPMorgan admitted to an agreed set of facts, did not admit to 
violations of law, but agreed to disgorge “unjust profits” and pay a multi- 
million-dollar fme.^^°‘' The manipulative bidding practices that were the 
focus of the case were employed by JPMorgan’s subsidiary, JPMorgan 
Ventures Energy Corporation (JPMVEC). The misconduct involved power 
plants in California and Michigan, from 2010 through 2012, in the 
electricity markets overseen by the California Independent System Operator 
(CAISO) and by the Midwest (now Midcontinent) Independent System 
Operator (MISO). The Enforcement staff of FERC found that between 
September 2010 and November 2012, JPMVEC engaged in 12 types of 
improper bidding strategies.^^“^ In the process, FERC determined that 
JPMVEC violated the Commission’s “Anti-Manipulation Rule” and 
employed fraudulent schemes that resulted in “a fraud on electricity market 
participants in CAISO and MISO.”^^*'* 


FERC Enforcement alleged that JPMVEC exploited loopholes in the 
electricity pricing regulations in California and Michigan, and engaged in 
manipulative trading schemes “to make profits from power plants that were 


See Order Approving Stipulation and Consent Agreement; 7/30/2013 FERC press release, 
“FERC, JP Morgan Unit Agree to $410 Million in Penalties, Disgorgement to Ratepayers,” 
http://www.ferc.gOv/media/news-releases/2013/2013-3/07-30-13.asp#.VEAgZ6PD9aR. The FERC 
Consent Agreement followed a filed claim in the U.S. District Court for the District of Columbia. 
FERC V. J.P. Morgan Ventures Energy Corporation . Civil Case No. l:2012-MC-00352-DAR (USDC 
DC 2012), “Memorandum in Support for Petition by [FERC] for an Order to Show Cause Why this 
Court Should Not Enforce Subpoenas for Production of Documents” (7/2/2012). See also “JP 
Morgan to Pay $410 million in U.S. settlement” Bloomberg, Brian Wingfield and Dawn Kopecki 
(7/30/2013), http://www.bloomberg.com/newsy^013-07-30/jpmorgan-to-pay-410-million-in-u-s-ferc- 
settlement.htmi. 

2204 FERC Consent Agreement, at 15-19, 

7/30/2013 FERC news release, “FERC, JPMorgan Unit Agree to $410 Million in Penalties, 
Disgorgement to Ratepayers,” http://www.ferc.gov/media/news-releases/2013/2013-3/07'30- 
13.asp#.VC8CUKPD9aQ. 

Id.; FERC Consent Agreement at 13-14. See also FERC Anti-Manipulation Rule, 18 C.F.R. 
§lc.2 (2012) (stating it is unlawful to fraudulently manipulate the energy market). 
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usually out of the money [i.e,, unprofitable] in the marketplace.” FERC 
also alleged that JPMVEC’s bidding strategies were “designed to create 
artificial conditions that forced the regulators to pay JPMVEC above the 
market at premium rates. 

To turn its usually unprofitable power plants into profitable ones, 
JPMVEC traders submitted electronic bids that were calculated to falsely 
appear to be attractive to the bidding software used by California and 
Michigan electricity authorities, but were designed to result In above- 
market rate payments. To initiate the bidding scheme, JPMVEC’s traders 
submitted bids that offered to sell electricity at rates well below JPMVEC’s 
cost in generating the electricity, which meant the offers usually lost money, 
if accepted. JPMVEC was willing to make those artificially low offers, 
which were really nothing more than loss leaders, so that it could then 
participate in CAlSO’s and MlSO’s “make-whole” payment 
mechanisms.^^®* Those mechanisms allow CAISO and MISO to 
compensate generators at above-market prices to provide an incentive for 
plant owners to participate in the bidding auctions and ensure grid 
reliability. JPMVEC used the make-whole payments in connection with 
its bidding strategies to more than make up for the money it lost at market 
rates, frequently receiving, in the end, twice its costs plus the same market 
payments that other market participants received, without adding any grid 
reliability benefits.^^®’ 

JPMVEC’s bidding schemes caused California and Michigan 
electricity authorities to pay approximately $124 million in “excessive” 
payments to JPMorgan.^^'® When CAISO and MISO officials realized what 
JPMVEC was doing, they objected and asked JPMVEC to stop. According 
to FERC, JPMVEC continued creating new bidding schemes more than a 
year after it had been notified it was under investigation - even as CAISO 
and MISO were re-writing the bidding rules to address the prior 
schemes.^^" For example, after CAISO shut down one bidding scheme in 
April 2011, JPMorgan began two new schemes that led to another CAISO 
intervention in June 201 1 to halt them as well.^^'^ 

Power Plants Involved with the Bidding. JPMVEC used several 
power plants in its bidding schemes. Most prominent were a set of power 
plants, located in California, which were owned by the AES Corporation 


2207 7/3Q/2012 FERC news release, “FERC, JPMorgan Unit Agree to $410 Million in Penalties, 
Disgorgement to Ratepayers,” http://www.ferc.gov/meclia/news-reIeases/2013/2013-3/07-30- 
13.asp#.VC8CUKPD9aQ. 

In the CAISO system, make-whole payments are called “Bid Cost Recovery” or “BCR” 
payments. MISO has several different types of make-whole payments. 

52ot»pgRC Consent Agreement, at 1 1-13. 

^^’'’id.atlS. 

^ Order Approving Stipulation and Consent Agreement, at 2, 5 (indicating that the FERC 
investigation began in August 2011, but that JPMVEC continued implementing new bidding 
strategies until November 2012). 

FERC Consent Agreement, at 10. 
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(AES) and were part of the Bear Energy acquisition in 2008.^^'^ JPMVEC 
also used the Kinder Jackson power plant in Michigan, another plant 
acquired through the 2008 Bear Energy acquisition. In each case, 
JPMorgan, through its subsidiary, JPMVEC, had acquired Bear Stearns’ 
long-term tolling agreement with the plant.^^''^ The tolling agreements gave 
JPMVEC the ri|ht to sell the plants’ electricity output and keep the profits 
from the sales. 

When JPMVEC first acquired the tolling agreement involving the 
AES power plants in California, all of the tolling rights had been subleased 
to Southern California Edison.^^'® Starting in 201 1, as the subleased tolling 
agreements began to expire, JPMVEC began to re-gain control of the plants. 
On January 1, 201 1, JPMVEC re-gained control of four power plants. By 
January 1, 2012, JPMVEC had re-gained control of six more.^^'^ In 
addition, in a separate transaction in January 2010, JPMVEC acquired from 
the plant owner, AES, short-term tolling rights with two additional 
California power plants, Huntington Beach 3 and 4, which JPMorgan took 
on to gain experience in the California market.^^'* 

Development of Bidding Strategies. According to FERC, the 
bidding strategies at issue were developed by JPMVEC personnel based in a 
JPMorgan office in Houston.^^’’ The Houston office was run by Francis 
Dunleavy, who reported directly to Blythe Masters, the head of JPMorgan’ s 
Global Commodities Group.^^“ At the time the bidding schemes were 
developed, JPMVEC’s California and Michigan plants could not compete 
profitably with other electricity plants in the CAISO and MISO markets.^^^' 
According to FERC, “[Blythe] Masters kept close tabs on the California and 
Michigan plants, in part, because she viewed the AES ... plants as ‘our 
largest risk position.”’^^^^ JPMorgan’s senior management expected Mr. 
Dunleavy to find a way to make the California and Michigan plants 
profitable and to generate an ‘“appropriate return’ which meant a 17% 
return on equity. In 2010, after JPMorgan took over the Huntington 
Beach 3 and 4 power plants, it began pursing ways for them to become 
more profitable. 


“Hd.atl. 

“'Hd. 

“‘^Id. 

“'‘id, at 2. 

Id. 

Id. at 3. 

3/1 3/201 3 report, “In Re Make-Whole Payments and Related Bidding Strategies,” prepared by 
FERC Enforcement Staff, PSI-FERC-02-0001 13 - 182, at 1 17 [sealed exhibit]. 

Id. See also 3/14/201 1 email exchange between Francis Dunleavy, JPMorgan, and Blythe 
Masters, JPMorgan, “Privileged and Confidential — CAISO update,” PSI-FERC -02-000067 (showing 
Mr. Dunleavy discussing the CAISO matter with Ms. Masters). 

3/13/2013 report, “In Re Make- Whole Payments and Related Bidding Strategies,” prepared by 
FERC Enforcement Staff, PSI-FERC-02-0001 13 - 182, at 1 17-1 19 [sealed exhibit], 

““id. at 118. 

““id. at 119, 
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In 2010, JPMVEC hired a new employee who would become a key 
designer of its improper bidding strategies. On April 29, 2010, the resume 
of John Bartholomew made its way to the attention of Mr. Dunleavy.^^^'* 

Mr. Bartholomew was then employed at Southern California Edison and 
had previously interned at FERC.^^^* On his resume, he stated that he had 
identified a “flaw in the market mechanism . . . causing CAISO to 
misallocate millions of dollars.’’^^*’ Mr. Bartholomew indicated that it was 
possible to profit by gaming the system, rather than selling electricity at a 
profit at market rates.^^^’ In a matter of hours after Mr. Bartholomew sent 
his resume to the Houston office, Mr. Dunleavy instructed others to “get 
him in ASAP.”^^^® Mr. Bartholomew began working at JPMVEC in July 
2010 .^^^^ 

Shortly after starting, Mr. Bartholomew began to develop 
manipulative bidding strategies focused on CAISO’s make-whole 
mechanism, called Bid Cost Recovery or BCR payments. The strategies 
were designed to cause CAISO and MISO to make payments at premium 
prices above the market rates, and produce millions of dollars in profits for 
JPMorgan.^^^" 

Regional Electricity Markets. To understand the bidding strategies, 
some background on the CAISO and MISO electricity markets is necessary. 
CAISO and MISO are Independent System Operators (ISOs) that operate 
regional wholesale markets for electricity, and are regulated by FERC.^^^' 

In their wholesale electricity markets, the sellers - who are generally power 
plants or parties like JPMVEC who control power plant output - and the 
buyers - who are generally distributors that provide electricity to retail 
customers - submit bid and offer prices at which they are willing to 
transact.^^^^ CAISO and MISO both operate “Day Ahead” and Real Time” 
regional markets for physical electricity As explained earlier, the Day 
Ahead market is a forward market that allows participants buy and sell one 
day ahead of the date on which the electricity is actually delivered; the Real 


See 4/29/2010 email exchange between Francis Dunleavy, JPMorgan, and Rob Cauthen, 
JPMorgan, “Resume for Power,” PSI-FERC-02-000009 - 010, at 009. 

2“ Id. 

2226 3 /( 3/20 1 3 report, “In Re Make- Whole Payments and Related Bidding Strategies,” prepared by 
FERC Enforeement Staff, PS1-FERC-02-0001 13 - 182, at 120 [sealed exhibit]. The Bartholomew 
resume stated: “Identified flaw in the market mechanism Bid Cost Recovery that is causing the 
CAISO to misallocate millions of dollars.” 4/29/2010 email exchange between Franeis Dunleavy, 
JPMorgan, and Rob Cauthen, JPMorgan, “Resume for Power,” PSI-FERC-02-000009 - 010, at 009. 

See 4/29/2010 email exchange between Francis Dunleavy, JPMorgan, and Rob Cauthen, 
JPMorgan, “Resume for Power,” PSI-FERC-02-000009 - 010, at 009. 

2228 ,d^ 

FERC Consent Agreement, at 2. 

2230 3 / 13/20 1 3 report, “In Re Make- Whole Payments and Related Bidding Strategies,” prepared by 
FERC Enforeement Staff, PSI-FERC-02-0001 13 - 182, at 120 [sealed exhibit]. 

FERC Consent Agreement, at 3. 

“'Hd, 

“”ld. 
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Time market operates on the day the electricity is transmitted.^^^'* In 
general, CAISO and MISO provide the power seller with an “award” if the 
ISO agrees to buy electricity from the seller.^^^’ Even if a seller receives an 
ISO Day Ahead “award,” it may not produce all of the energy called for in 
the award.^^^® If the ISO does not, in the end, instruct the generator to 
produce all of the energy specified in the award, the generator can “buy 
back” the unneeded portion of the award in the Real Time market.^^^^ 

Because of this system, in the Real Time market, some sellers/power 
generators become potential buyers of electricity in the Day Ahead 
market.^^^* If a generator receives an award in the Day Ahead market and 
then buys back a portion of the award in the Real Time market, the 
generator is said to be receiving a ‘decremental’ or reduced energy award. 

Payments to Generators. ISOs such as CAISO and MISO pay 
power generators for electricity. When CAISO and MISO pay power 
generators, they ordinarily do so at market rates.^^^^ As noted above, in 
certain circumstances, they also pay power generators “make-whole” 
payments under applicable market rules designed to ensure grid 
reliability.^^'''’ Under CAISO’s BCR mechanism, CAISO generally 
guarantees payments to cover a plant’s costs for starting up and running its 
plants at the lowest level - called “minimum load” - if the plant gets a Day 
Ahead award, even if the plant later buys back in the Real Time market the 
entire portion of the award above its minimum load. The BCR payments, 
again, provide an incentive for power sellers to participate in electricity 
markets and increase grid reliability. BCR payments “provide additional 
compensation to generators when market revenues are insufficient to cover 
the ‘bid cost’ of a resource the ISO has committed.”^^'" In the CAISO 
system, the BCR rules allow bidders to be paid up to twice their real costs 
for running a minimum load, which can result in electricity customers 
paying excessive electricity charges. 

JPMVEC Manipulation. According to the stipulated facts, on 
September 8, 2010, JPMVEC began to implement one of its bidding 
strategies in the CAISO market.^^'*^ The strategy had been developed by 
Mr. Dunleavy, Mr. Bartholomew, and Andrew Kittell in JPMorgan’s 
Houston office. The strategy was used in connection with the Huntington 


Id. at 4 (explaining that due to the two different markets, the prices from each exchange for the 
same hour may differ). See also “Energy Primer: A Handbook of Energy Market Basics,” Staff 
report of the Division of Energy Market Oversight, Office of Enforcement, Federal Energy 
Regulatory Commission (7/2012), at 65, http://www.ferc.gov/market-oversight/guide/energy- 
primer.pdf (describing the markets generally). 

FERC Consent Agreement, at 4. 

2236 Id 

Id. 

“Hd.atS. 

2239 ,d^ 

“"Id. 

Id. “Bid cost” refers to the price the power generating unit has submitted to the ISO. 
“Hd.at6. 
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Beach 3 and 4 plants and, eventually, other AES plants as JPMVEC 
regained control of them.^^"*^ As part of the strategy, in the Day Ahead 
market, JPMVEC submitted the lowest bid allowed under CAISO rate 
schedules.^^'*'' The bid was generally at the rate of -S30 per megawatt hour, 
which meant that JPMVEC was offering a negative bid and was willing to 
pay the buyer to take the electricity, despite the costs involved in producing 
it.^^'*’ Its bids were reviewed by electronic software, which did not grasp 
the intent behind JPMVEC’s below-cost bids. JPMVEC’s -S30 bids were 
well below where the Day Ahead Market actually settled, which was 
typically in the positive range of $30 - $35 per megawatt hour, so the bids 
routinely secured Day Ahead awards from CAISO.^^”'^ JPMVEC was then 
given a Day Ahead award at the prevailing market price regardless of its 
initial low bid price. In addition, its traders knew that if JPMVEC won a 
Day Ahead award, JPMVEC could also qualify for a BCR payment on its 
minimum load equal to twice its costs, resulting in a total payment well in 
excess of market prices.^^”** 

To obtain the BCR payment, the bidding strategy required JPMVEC 
to place a followup bid in the Real Time market. On the days that it 
received Day Ahead awards, JPMVEC submitted followup bids in the Real 
Time market, generally above the market price by only a small amount to 
ensure its bids were taken.^^"*’ In each bid, JPMVEC sought to reduce its 
award in the Day Ahead market to no more than its minimum load, which it 
knew would elicit a BCR payment. After the close of bids in the Real Time 
market, CAISO’s electronic system generally provided a decremental 
electricity award to JPMVEC, reducing the actual amount of energy it was 
required to produce to its minimum load. For that minimum load amount, 
the software typically awarded JPMVEC a BCR payment equal to twice its 
costs for producing the electricity. In essence, JP Morgan sold high priced 
electricity to CAISO, received a BCR payment equal to twice its costs, and 
also received a payment at the prevailing marketplace price for the 
electricity provided - in effect, it was paid three times for the same 
electricity. 


Unjust Profits. The result of the bidding strategy was an immediate 
increase in JPMVEC power plant revenues, which totaled several million 
dollars in just the first month.^^^” By the second month in October 2010, 


""" Id. at 5-6. 

Id. at 6. CAISO’s rate schedules are often referred to as the “tariff.” See “Help ~ Glossary,” 
FERC website (8/20/2013), http://www.ferc.g 0 v/help/glossary.asp#T (defining “tariff’ as “[a] 
compilation of all effective rate schedules of a particular company or utility. Tariffs include General 
Terms and Conditions along with a copy of each form of service agreemenf ’). 

FERC Consent Agreement, at 7. Sellers can have legitimate reasons to make a negative bid, such 
as wind farms which may be entitled to tax credits greater than their negative bid. 

2246 ,d^ 

2247 Id, 

3/13/2013 report, “In Re Make- Whole Payments and Related Bidding Strategies,” prepared by 
FERC Enforcement Staff, PSI-FERC-02-000U3 - 182, at 123 [sealed exhibit]. 

FERC Consent Agreement, at 7. 

''=»ld.at6. 
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JPMVEC estimated that the bidding strategy could produce profits of 
between $1.5 and $2 billion through 2018.“^' According to the stipulated 
facts, in the six-month period between September 8, 2010 and March 10, 
2011, the two Huntington Beach power plants produced market revenues of 
$21.9 million, while accruing costs of $29.5 million, producing a loss of 
$7.6 million.^^^^ During the same period, however, the two plants collected 
BCR payments totaling $34.6 million, resulting in an overall six-month 
profit of $27 million - from inefficient plants that usually could not 
compete successfully in the marketplace.^^^^ As evidence of the success of 
this strategy, in the midst of that streteh, a JPMVEC employee sent an email 
to several colleagues with an image of Oliver Twist extending a bowl and 
the subject line: “Please sir! mor BCR!!!!”^^^'* 

In addition to this scheme, which was its most profitable, FERC 
Enforcement found that JPMVEC engaged in 1 1 other manipulative bidding 
strategies from September 2010 through November 2012, in both the 
CAISO and MISO markets. FERC officials told the Subcommittee that in 
the years since Congress gave FERC enhanced anti-manipulation authority 
in the Energy Policy Act of 2005, the CAISO and MISO regulators had 
never before witnessed the degree of blatant rule manipulation and gaming 
strategies that JPMorgan used to win electricity awards and elicit make- 
whole payments. 

Penalties. To settle the manipulation charges, JPMorgan agreed to 
disgorge $124 million in “unjust profits” to CAISO to be allocated for the 
benefit of current CAISO ratepayers; SI million in “unjust profits” to MISO 
for the benefit of current MISO ratepayers; and a civil penalty of $285 
million to the United States Treasury.^^^^ 

Other Financial Institutions. JPMorgan is not the only financial 
holding company that has been charged with manipulating electricity prices. 
In July 2013, FERC issued an order assessing civil penalties against 
Barclays and its traders for manipulating electricity prices in California 
from 2006 to 2008, directing it to pay compensatory damages, interest and 
penalties totaling $435 million.^^” Specifically, FERC found that Barclays 

2251 , d. 

at 7-8. 

2254 1 j/ 22/2010 email from Luis Davila, JPMorgan, to John Rasmussen and Ryan Martin, JPMorgan, 
“Please sir! mor BCR! ! !! ,” PSI-FERC~02-000042. The image of Oliver Twist in the body of the 
email can be viewed at this website: 

http://sb.westfordkl2.us/pages/8gweb/8gla/charweb/4/0401iverTwist/gruel.jpg. 

Subcommittee briefing by FERC (7/11/2013). 

2256 Stipulation and Consent Agreement, at 15 - 19. 

FERC V- Barclays Bank PLC , Docket No. IN08~8-000, Order Assessing Civil Penalties, 144 
FERC ^ 61,041 (7/16/2013). The CFTC has also charged hedge funds with market manipulation, 
demonstrating that financial firms have the means to manipulate commodity futures and swap 
prices. See, e.g., CFTC v- Amaranth Advisors. LLC. Case No. 07-CV-6682 (DC) (USDC 
SDNY){7/25/2007); 8/12/2013 CFTC pressrelease, “Amaranth Entities Ordered to Pay a $7.5 
Million Civil Fine in CFTC Action Alleging Attempted Manipulation of Natural Gas Futures Prices,” 
(describing how, in 2009, the CFTC collected $7.5 million in fines from a hedge fund. Amaranth 
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and its traders manipulated “prices on 655 product days over 35 product 
months in the . . . regulated physical markets at the four most liquid trading 
points in the western United States.”^^^* According to FERC, Barclays and 
its traders carried out this scheme “by building substantial monthly physical 
index positions in the opposite direction of the financial swap positions they 
assembled at the same points By building physical positions in the 

index, Barclays was able to move the index price so that its financial swap 
positions would benefit. FERC found that Barclays’ trading in physical 
index positions “was ‘not intended to get the best price on those trades’ and 
was ‘not responding to supply and demand fundamentals,’ but instead was 
intended to ‘benefit’ Barclays’ related Financial Swap positions.’’^^^' 
Barclays is contesting both the charges and penalty. 

In addition, in January 2013, Deutsche Bank agreed to pay $1.6 
million to settle FERC charges that it manipulated electricity markets in 
California in 2010.^“^ FERC alleged that the manipulation involved using 
physical positions to benefit derivative positions in financial markets. 

Together, the JPMorgan, Barclays and Deutsche Bank cases 
demonstrate a variety of ways in which financial holding companies have 
taken advantage of their power plant activities to manipulate electricity 
prices to their benefit. They also demonstrate the critical importance of 
regulatory oversight and enforcement to stop unfair practices. 

(b) Allocating Insufficient Capital and Insurance to 
Cover Potential Losses 

A completely different set of issues raised by JPMorgan’ s power plant 
activities involves its exposure to the catastrophic event risks associated 
with commercial industrial ventures. Power plants are large industrial 
complexes subject to a wide range of catastrophic event risks. Many are 
powered with natural gas, which is flammable and explosive. Over a two- 
year period, JPMorgan gained exposure to 3 1 natural gas and coal-fueled 
power plants across the country, at a time when it knew virtually nothing 
about the business. Federal Reserve examiners found that JPMorgan did 


Advisors LLC, and its Canadian subsidiary for attempted manipulation of natural gas futures prices in 
2006); CFTC v. Moncada. Case No. 09-CV-8791 (USDC SDNY)(1 2/4/20 12)(describmg how, in 
2012, the CFTC charged two related hedge funds, BES Capital LLC and Serdika LLC, with 
attempted manipulation of wheat futures prices in 2009; they are contesting the charges). 

FERC V. Barclays Bank PLC. Docket No. IN08-8-000, Order Assessing Civil Penalties, 144 
FERC 11 61,041, at 3 (7/16/2013). 

2259 id_ 

2260 id_ 

Id. at 4. 

See In re Deutsche Bank Energy Trading. LLC. FERC Case No. 1N12~4~000, “Order Approving 
Stipulation and Consent Agreement,” (1^2/2013), 142 FERC T[ 61,056, 
http://www.ferc.gov/EventCalendar/Files/20130I22124910-IN12-4-000.pdf. 

1/22/2013 FERC news release, “FERC Approves Market Manipulation Settlement with Deutsche 
Bank,” http://www.ferc.gov/media/news-reieases/2013/2013-l/01-22-13.asp 

2263 
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not have the technical, operations or engineering capability to review the 
power plants’ compliance with regulatory standards, and the Federal 
Reserve Commodities Team found that JPMorgan’s capital and insurance 
levels were insufficient to protect it against potential losses from a 
catastrophic event. 

Placing accurate values on power plants, tolling agreements, and 
related assets are critical to financial holding companies allocating adequate 
capital and insurance to cover potential losses. The 2012 Summary Report 
prepared by the Federal Reserve Commodities Team warned, however, that 
the valuation techniques being used by financial holding companies for 
their physical commodity activities were not consistent, comprehensive, or 
reliable. The 2012 Summary Report looked in particular at how financial 
holding companies were valuing power plants. It determined that most held 
the plants on their books as an investment at cost, and used tolling 
agreements to capture the ongoing economic value. Tolling agreements 
typically capture the value of the difference between a plant’s fuel inputs 
(coal or gas) and its output (electricity). The 20 1 2 Summary Report 
determined that, while that approach provided a liquid derivative 
representation of an illiquid, hard-to-value asset, it also had weaknesses that 
would not be reflected in stress tests.^^®'' It pointed out, for example, that 
depending upon how a tolling agreement was worded, a financial holding 
company might have to make payments to buy output from a power plant 
that wasn’t producing any power, or have to buy all of the production of a 
facility whose output is no longer valuable, expenses that might not be 
disclosed in a typical stress test. 

In addition, the 2012 Summary Report found that the insurance 
coverage at the financial holding companies appeared to be insufficient. It 
noted that “[pjhysical commodities is a notoriously fat-tailed business with 
[the] insurer only covering limited losses for some risks.”^^” The 2012 
Summary Report found that “[i]n all cases ... insurance for ... catastrophic 
events is capped at a certain level (typically US $1 billion) and firms cannot 
cover any amount beyond the cap through insurance. It also noted that 
the financial holding companies used “aggressive assumptions” to minimize 
estimated losses from a catastrophic event.^^®’ In the 2010 Deepwater 
Horizon oil spill case, BP had reportedly self-insured for up to S700 
million,™* but projections now place its liability at $42 billion, with 


10/3/2012 report, “Physical Commodity Activities at SIFIs,” prepared by Federal Reserve Bank 
ofNew York Commodities Team (hereinafter, “2012 Summary Report”), FRB-PSI-200477 - 510, at 
482 [sealed exhibit]. 

Id. at 509. See also id. at 500 (noting that insurance companies “do not have comfortable ways to 
assess the rail risk and thus avoid insuring the tails” for catastrophic events, such as multi-billion 
dollar oil spills). 

Id. at 491. 

Id. at 493 -494. 

See “BP Oil Spill Damages to Stretch Insurance Coverage,” Oiiprice.com, Gloria Gonzalez 
(8/2/2010), http://oilprice.eom/The-Environment/OU-Spills/BP-Oii-SpiU-Damages-To-Strelch- 
Insurance-Coverage.html. 
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another possible $18 billion in fines, almost 85 times greater than what BP 
had self-insured for. 

With respect to JPMorgan, the 2012 Summary Report stated that 
JPMorgan had determined that the “operational and event risks of owning 
power facilities” were capped at the dollar value of those facilities in the 
event of their total loss, with some insurance to cover “the death and 
disability of workers” and some facility replacement costs, but leaving all 
other expenses, including a “failure to deliver electricity under contract,” to 
be paid by the holding company At another point, the 2012 Summary 
Report prepared a chart comparing the level of capital and insurance 
coverage at four financial holding companies, including JPMorgan, against 
estimated costs associated with “extreme loss scenarios.” It found that at 
each institution, including JPMorgan, “the |)Otential loss exceed[ed] capital 
and insurance” by $1 billion to $15 billion. 

Still another problem involves JPMorgan’s direct ownership of three 
power plants. Although JPMorgan has contracted with third parties to 
operate those plants, it still owns 100% of their shares. U.S. federal law 
attaches liability for catastrophic environmental events to both owners and 
operators. By choosing to become the direct owner of the three power 
plants, instead of holding tolling agreements with them as permitted under 
its complementary authority, JPMorgan has increased the financial holding 
company’s liability for damages, should disaster strike. 

Even well-run power plants carry catastrophic event risks. If the 
worst case scenario should occur, JPMorgan should be prepared to cover 
the potential losses, without U.S. taxpayer assistance. 

(c) Erecting Inadequate Safeguards 

A final set of issues involves the absence of effective regulatory 
safeguards and enforcement related to financial holding company 
involvement with power plants. One key regulatory gap is the Federal 
Reserve’s lack of procedures to handle market manipulation problems. 
Because banks have a limited history of involvement with physical 
commodities, and market manipulation violations are typically detected and 
enforced by non-banking regulators such as the CFTC, SEC, or FERC, the 
Federal Reserve has few mechanisms in place to educate or alert examiners 
to signs of market manipulation. At the same time, the 2012 Summary 
Report warned that virtually every financial holding company it examined 


2012 Summary Report, at FRB-PSI-200477 - 510, at 494 [sealed exhibit]. See also 5/18/20! 1 
presentation, “Commodities Operational Risk Capital,” prepared by JPMorgan, FRB-PSI-300727 - 
736, at 729. 

2012 Summary Report, at FRB-PSI-200477 - 510, at 498, 509 [sealed exhibit]. The 2012 
Summary Report also noted that commercial firms engaged in oil and gas businesses had a capital 
ratio of 42%, while bank holding company subsidiaries had a capital ratio of, on average, 8% to 1 0%, 
Id. at 499. 
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had been “accused or charged” with “manipulating markets.”^^” Those 
charges can lead to violations of law, reimbursement of excessive consumer 
electricity bills, multi-million-dollar fines, and reputational damage. 
Regulatory safeguards should be erected to ensure bank examiners act 
against improper practices by establishing examination procedures, 
implementing preventative measures, and strengthening coordination with 
enforcement agencies. 

A second problem exposed by JPMorgan’s power plant activities is 
how financial holding companies are permitted to retain and profit from the 
impermissible holding of physical commodity assets for years at a time. 
JPMorgan had no legal authority to directly own a power plant, yet it 
acquired one in 2008, and two more in 2010, and still has them years later. 
When JPMorgan’s application for complementary authority to own those 
plants was turned down, it asserted its merchant banking authority to keep 
them. At the same time, knowing of the Federal Reserve’s concern about 
its direct ownership of a commercial enterprise like a power plant, 
JPMorgan promised to exit the power plant business, but plans to take years 
to do so. JPMorgan told the Subcommittee that its tolling agreement for 12 
California power plants will take another four years to finish, its planned 
sale of a Michigan plant is on hold for another year, and its attempts to 
locate buyers for two other power plants are moving slowly. Despite the 
passage of years and multiple warnings about directly owning the power 
plants, and the increased liability attached to direct ownership, the Federal 
Reserve has yet to force JPMorgan to divest itself of those assets. More 
broadly, the Federal Reserve appears to have a track record of repeatedly 
extending deadlines for the sale of impermissible assets, in the end allowing 
banks to retain them for multiple years. Today, safeguards to ensure the 
sale of impermissible physical commodity assets appear dysfunctional, with 
little certainty to protect U.S. taxpayers at risk when financial holding 
companies ignore the restrictions on their activities. 

(4) Analysis 

When the Subcommittee investigation examined financial holding 
company involvement with electricity, it found multiple levels of 
involvement affecting power generation in the United States and around the 
world. All three financial holding companies examined by the 
Subcommittee traded electricity, had tolling agreements or ownership 
interests in power plants around the world, supplied fuel to power plants, 
and engaged in some form of power plant energy management. Their 
power plant activities ranged widely, from capturing the energy output of 
alternative energy plants using wind, solar, hydropower, and other energy 
sources; to installing residential rooftop solar systems; to building wind 
farms; to becoming the primary supplier of coal, natural gas, or uranium to 
multiple utilities. Power plant activities are fraught with market 
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Id. at 492. 
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manipulation issues, operational and catastrophic event risks, and 
impermissible commercial activities. It is past time for the Federal Reserve 
to impose needed safeguards to limit financial holding company 
involvement with this high risk physical commodity activity. 
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C. JPMorgan Involvement with Copper 

For many years, JPMorgan has engaged in a wide range of 
physical copper activities. Because federal bank regulators currently 
treat copper as “bullion,” equivalent to gold or silver, JPMorgan has 
been permitted to accumulate copper holdings without the normal size 
limits that apply to other metals and has amassed, at times, copper 
inventories exceeding $2 billion. JPMorgan has also participated in 
copper-related physical and financial trading, and proposed a copper- 
backed exchange traded fund that some industrial copper users allege 
raises conflict of interest and market manipulation concerns. 

(1) Background on Copper 

Copper is a naturally occurring metal which, due to its “high 
ductility, malleability, and thermal and electrical conductivity, and its 
resistance to corrosion,” has become “a major industrial metal, ranking 

2272 

third after iron and aluminum in terms of quantities consumed.” 

Copper is widely used in the electrical, construction, and electronics 
industries, which together comprise approximately 56% of global 
industrial copper consumption.^^’'' It is also important to the defense 
industry, transportation, and industrial machinery.’”^ 

When mined, copper is produced as part of a mixture of materials 
that usually includes iron and sulfur.’”® Producing pure copper metal 
requires a multistage process which typically includes concentrating the 
copper found in low-grade ore; smelting - heating and chemically 
treating - the ore to extract the copper; and then applying electrolytic 
refining to produce a “copper cathode,” meaning copper material with a 
purity of 99.95%.’”’ Another way copper can be purified is through the 
“acid leaching of oxidized ores.”’ Copper recycling contributes a 
significant share of copper supply worldwide.” 


Undated “Copper Statistics and Information,” U.S. Geologic Survey website, 
http://minerals.usgs.gov/minerals/pubs/commodity/copper/. 

See Form S-1 Registration Statement, JPM XF Physical Copper Trust, Amendment No. 8 
(4/5/2013), at 33, Securities and Exchange Commission (SEC) website, 
http://www.sec.gOv/Archives/edgar/data/1278680/0001 1931250501 1426/dsla.txt. 

See 9/19/2014 “Production and Consumption,” LME website, http://www.lme.com/ 
metals/non-ferTous/copper/http;//www.lme.com/en-gb/metals/non-ferrous/copper/production- 
and-consumption/. 

See undated “Copper Statistics and Information,” U.S. Geologic Survey website, 
http://minerals.usgs.gov/minerals/pubs/commodity/copper/. 

See undated “What is a Copper Cathode?” http://www.wisegeek.com/what-is-a~copper- 
cathode.htm. 

See undated “Copper Statistics and Information,” U.S. Geologic Survey website, 
http://minerais.usgs.gov/minerals/pubs/conimodity/copper/; undated “What is a Copper 
Cathode?” http://www.wisegeek.com/what-is-a-copper-cathode.htm. 

Undated “Copper Statistics and Infonnation,” U.S. Geologic Survey website, 
http://minerals.usgs.gov/minerais/pubs/commodity/copper/. 
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Most of the world’s copper comes from Chile, whose mines 
produced 5.7 million metric tons of copper in 2013.^^*® The next largest 
copper producers are China, with 1.7 million metric tons in 2013; Peru 
with 1 .3 million metric tons, and the United States with 1 .2 million 
metric tons.^^*’ In 2013, U.S. production accounted for about 7% of 
global annual copper production.^^*^ Despite rising copper prices, 
copper mines have increased production only modestly, due in part to 
declining extractions from old mines and delays in new mining 

• z283 

projects. 

In the physical markets, according to copper manufacturers, about 
85% of the copper produced annually is sold via long-term supply 
contracts.^^*"* Those contracts typically specify the amount of copper to 
be delivered on specific dates, at prices linked to benchmark copper 
prices that vary over time.^^*^ The most common benchmark price is the 
copper futures price established on the London Metal Exchange (LME), 
the largest financial market for metals. Physical contracts also typically 
specify a “locational premium,” reflecting storage and transportation 
expenses associated with providing copper at a specified location. 
Collectively, the benchmark price and locational premium typically 
comprise the “all-in” price for copper. 

Copper Prices. Over the last decade, copper prices have 
experienced significant volatility, including “unpredictable” 
fluctuations,^'*^ creating price risks for producers and end users.^^** As 
shown in the chart below, prices per metric ton fell from $8,500 in 2008, 
to under $3,000 in 2009, and then spiked to over $10,000 in December 
2010 and January 201 1, reaching all-time highs. Over a three-month 
period from August through October 2014, copper prices fluctuated 


See 2/2014 “U.S. Geological Survey, Mineral Commodity Summaries,” U.S. Geological 
Survey website, at 48-49, http://minerals.usgs.gov/minerals/pubs/mcs/2014/mcs2014.pdf. 

Id. 

See 2/2014 “Mineral Commodity Summaries,” U.S. Geological Survey website, at 48, 
http://minerals.usgs.gOv/inineraIs/pubs/mcs/2014/mcs2014.pdf. 

See 4/5/2013 Form S-1 Registration Statement, JPM XF Physical Copper Trust, Amendment 
No. 8, at 38, SEC website, htlp://vww.sec.gov/Archives/edgar/data/l 503754/000095010313 
002224/dp3 74 1 4_s 1 a8 .htm 

See 7/18/2012 letter from Copper Manufacturers to SEC, “Re: File Number SR-NYSEArca- 
2-12-66 PSI-VandenbergFeliujo_SEC(JuIy2012)-000001-005, at 004-005. 

Id. 

See 4/16/2012 SEC “Notice of Filing of Proposed Rule Change to List and Trade Shares of 
the JPM XF Physical Copper Trust,” Release No. 34-66816, File No. SR-NYSEArca-2012-28, at 
13 (hereinafter “SEC Notice”), SEC website, http://vww.sec.gov/rules/sro/nysearca/20I2/34- 
66816.pdf 

4/5/2013 Form S-1 Registration Statement, JPM XF Physical Copper Trust, Amendment No. 
8, at 15, SEC website, http://www. nasdaq.com/markets/ipos/filing. ashx?filingid=8803483. 

See 7/1 8/2012 letter from Copper Manufacturers to SEC, “Re; File Number SR-NYSEArca- 
2-12-66 PSI-VandenbergFe!iuJo_SEC(JuIy2012)-000001-005, at 004-005. 
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between $7,100 and $6,600 per metric ton, a difference of nearly 


Capper Price 
6.780.S4 USDA 
14 Oct 14 



Source: “Historical Copper Prices and Price Chart,” InfoMine Inc. (10/14/2014), 
http://www.infomine.com/investment/metal-prices/coppcr/all/. 


In the financial markets, copper can be traded through a variety of 
financial instruments, including ftitures, swaps, options, and forwards. 
The most active copper trading takes place on the The LME 

identifies four categories of metals: “precious metals,” which Include 
gold and silver; “non-ferrous” or “base” metals, which include copper, 
aluminum, nickel, and zinc, among others; “steel billet,” which includes 
steel, and “minor metals,” which include cobalt and molybdenum.^^^' 
The LME provides multiple copper futures contracts for trading.^^^^ The 
standardized LME futures contracts involve 25 metric tons of “Grade A 
Copper,” and may be settled financially or by delivery of physical 
copper.^^^^ In 20 1 3, copper was among the most actively traded base 


See undated “Historical price graph for Copper,” LME website, https://www.lme.com/en- 
gb/metals/non-ferrous/copper/ (showing copper futures prices from August 1 to October 21, 
2014). 

See LME website, https://www.lme.coin/ (“More than 80% of global non-ferrous business is 
conducted here and the prices discovered on our three trading platforms are used as the global 
benchmark.”). 

See undated “Metals,” LME website, hltps://www.lme.com/en-gb/metals/. The LME is 
planning to add platinum, and palladium to its precious metals category by the end of 2014. See 
10/16/2014 LME press release, “LME wins bid for provision of London Platinum and Palladium 
Prices,” https://\\'ww.lme.coin/news-and-events/press-releases/press-releases/2014/10/}me-wins- 
bid-for-provision-of-london-platinum-and-palladium-prices/. 

See undated “Copper,” LME website, https://www.lme.com/en-gb/metals/non- 
ferrous/copper/. 

See undated “LME Copper physical specification,” LME website, 
https://www.lme.com/metals/non-ferrous/copper/contract-specirications/physical/, and “2013 
Trading Volumes,” LME website, https;//www.lme.com/metals/reports/monthly- 
volumes/annual/20 1 3/. 
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metal futures on the LME.^*'’ LME prices provide the global price 
benchmarks used in contracts around the world for the physical purchase 
or sale of copper.^^^^ 

Copper as Bullion. Although for more than 100 years, copper has 
been traded on world markets and in the United States as a base metal 
with industrial uses,^^’® both the Federal Reserve and the U.S. Office of 
the Comptroller of the Currency (OCC) currently classify copper as a 
type of “bullion,” a classification normally reserved for precious metals 
like gold and silver. That regulatory decision affects how financial 
holding companies are allowed to trade copper. 

The National Bank Act expressly authorizes U.S. national banks 
“to exercise ... all such incidental powers as shall be necessary to carry 
on the business of banking,” including the “buying and selling of 
exchange, coin, and bullion.”^^’^ “Bullion” is not defined in the Act. 
Instead, the OCC, which regulates national banks, has defined the term 
through interpretative letters, and the Federal Reserve has defined it 
through regulation. 

For many years, the OCC defined “bullion” as “uncoined gold or 
silver in bar or ingot form.”^^’* In 1991, at the request of a bank, the 
OCC issued a letter which expanded the definition to include 
platinum.^^^^ Four years later, in 1995, again at the request of a bank, 
the OCC expanded the definition to include palladium. While 
platinum and palladium - like gold and silver - have industrial uses, all 
four have traditionally been traded internationally as precious metals, 
held primarily for their exchange value rather than industrial use. 

A few months after the palladium decision, however, once again at 
the request of a bank, the OCC expanded the definition of “bullion” a 
third time to include - for the first and only time - a base metal: 
copper.^^°' While copper has been used in coins, it has never been 
traded internationally as a precious metal; it has always been classified 


See, e.g., “2013 Trading Volumes,” LME website, 
https;//www.lme.com/metals/reports/raonth!y-voiumes/annual/20 1 3/. 

See LME website, https;//www.jme.com/ (“More than 80% of global non-ferrous business is 
conducted here and the prices discovered on our three trading platforms are used as the global 
benchmark.”); 1/17/2013 Form S-l Registration Statement, JPMXF Physical Copper Trust, 
Amendment, at 40. 

See, e.g., undated “Production and consumption,” LME website, 
https://www.lme.com/metals/non-ferrous/copper/production-and-consumptiony (indicating 
copper began trading on the LME in 1 877). 

12U.S.C. §24 (Seventh). 

See, e.g., Banking Circular 58 (Rev,), OCC (11/3/1981), http://www.occ.gov/static/news- 
issuances/bulletins/pre-1994/banking-circulars/bc-198I-58.pdf. 

See OCC Interpretive Letter No. 553 (5/2/1991), PSl-OCC-01-0001 12-1 13. 

OCC Interpretive Letter No. 693 (11/14/1995), PSI-OCC-01-000135 - 141, at 137 (citing 
OCC Interpretive Letter No. 683 (7/28/1995) (approving palladium within the definition of 
“bullion”)). 

Id. at 135. 
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and traded as a “base,” “non-ferrous,” or “industrial” metal. Since 
adding copper to the definition in 1995, the OCC has not added any 
other metal to the definition of “bullion.” 

The OCC’s inclusion of copper in the definition of “bullion” 
materially altered its regulatory treatment for commodity purposes. 

Prior to its inclusion, copper was subject to all of the limitations imposed 
by the OCC on bank involvement with physical commodities, including 
the 5% limit placed by the OCC on physical commodities acquired as 
hedges for derivative transactions.^^ ^ Once defined as “bullion,” 
however, copper could be treated in the same way as gold and silver, and 
exempted from a number of physical commodities restrictions, including 

.. .. 2303 

Size limits. 

The Federal Reserve has also designated copper as “bullion” in a 
regulation stating that “[bjuying, selling and storing” physical copper is 
a “permissible” nonbank activity.^^®'' The Federal Reserve explained to 
the Subcommittee that physical copper could be held and traded by 
financial holding companies under that regulatory authority and thereby 
avoid any size limits applicable to complementary, merchant banking, or 
grandfathering activities.^^®^ The Federal Reserve also indicated that 
financial holding companies would not have to include their copper 
holdings when reporting the market value of their physical commodity 
assets to the Federal Reserve.^^®^ By treating copper as bullion, the 
OCC and Federal Reserve have enabled banks and their holding 
companies to hold physical copper outside of the limits that apply to all 
other base metals. 

(2) JPMorgan Involvement with Copper 

JPMorgan is an active trader of physical and financial copper. In 
recent years, it has engaged in physical copper activities that included 
outsized transactions and massive copper inventories. JPMorgan also 
designed and proposed a copper-backed exchange traded fund (ETF), a 
controversial investment fund which was to be the first ETF backed by a 
physical industrial metal in the United States. The ETF was designed to 
acquire copper, place it in storage, and sell investment securities whose 
value would be tied to copper prices. Some industrial users of copper 


See OCC Interpretive Letter No. 684 (8/4/1995), PSI-OCC-0 1-000368 - 374. 

OCC Interpretive Letter No. 693 (11/14/1995), PSI-OCC-01-000135 - 141, (citing 12 U.S.C. 
§24 (Seventh)). For more information, see discussion of JPMorgan’s involvement with size 
limits, below. 

See 12 C.F.R. §225.28(b)(8)(iii) (2/28/1997) (stating that permissible nonbank activities 
include: “Buying, selling and storing bars, rounds, bullion, and coins of gold, silver, platinum, 
palladium, copper, and any other metal approved by the Board, for the company's own account 
and the account of others, and providing incidental services such as arranging for storage, safe 
custody, assaying, and shipment.”). 

2305 10/28/2014 email from the Federal Reserve to Subcommittee, PSI-FRB-I6-000001 - 002. 

Id. 
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opposed the proposed ETF, alleging it would artificially restrict copper 
supplies and raise copper prices and price volatility, unconnected to 
fundamental forces of supply and demand. JPMorgan has since placed 
its ETF proposal on hold, but has not withdrawn its proposed 
registration statement with the Securities and Exchange Commission 
(SEC). JPMorgan’s physical copper activities raise financial risk, 
conflict of interest, and market manipulation concerns. 

(a) Trading Copper 

JPMorgan has been trading metals, including copper, for many 
years.^^'*^ JPMorgan conducts its copper activities through its Global 
Metals Group which, according to JPMorgan, is a “core componenf ’ of 
its Global Commodities Group.^^”* The Global Commodities Group, 
and its Global Metals Group, are part of the financial holding 
company.^^®^ For years, however, the majority of JPMorgan’s metals 
trading has been booked, not through the financial holding company, but 
through JPMorgan Chase Bank.^^'“ The OCC told the Subcommittee 
that JPMorgan Chase Bank is the only national bank that, in recent 
years, has engaged in extensive physical metals trading and maintained a 
large physical metals inventory. 

Two legal entities actually execute metal trades for the bank. The 
first is a U.K. bank subsidiary, J.P. Morgan Securities PLC, which is a 
market maker for metals on the LME as well as an LME “Category 1 
ring dealer” which gives it special trading status on the exchange. 

The second is JPMorgan Ventures Energy Corporation (JPMVEC), a 
U.S. subsidiary of the financial holding company.^^’^ JPMVEC has 
employees who work for both the holding company and the bank, and 
handle both financial and physical commodity activities, in an 
arrangement that has been disclosed to and permitted by the Federal 
Reserve.^^''* 


See, e.g., 1/2012 “JPM Commodity Capabilities,” prepared by JPMorgan, FRB-PSI-200832 - 
865, at 838 (indicating the Global Metals Group has been transacting business with clients “over 
the past 30 years”). 

2308 

Id. 

Subcommittee briefing by JPMorgan (10/10/2014); 10/23/2014 email from JPMorgan legal 
counsel to Subcommittee, PSI-JPMorgan-16-000001. 

Subcommittee briefing by OCC (9/22/2014). 

10/23/2014 email from JPMorgan legal counsel to Subcommittee, PSi-JPMorgan-16- 
000001. 

See 7/21/2005 “Notice to the Board of Governors of the Federal Reserve System by 
JPMorgan Chase & Co. Pursuant to Section 4(k)(l)(B) of the Bank Holding Company Act of 
1956,” prepared by JPMorgan (requesting a complementary order to conduct physical 
commodity activities), PSI-FederalReserve-OI-000004 - 028, at 012 - 013 (discussing JPMVEC). 



765 


417 


The Global Metals Group operates a metals tradin^^desk that 
conducts both financial and physical copper activities.*^ ^ Its financial 
activities include trading copper futures, swaps, options, and forwards, 
as well as financing arrangements, structured transactions, and hedging 
transactions for clients. Physical activities include buying and selling 
physical copper on the spot market and through LME warrants.^^'^ 
Although the Global Metals Group is located within the financial 
holding company, the traders on its metals trading desk are em^joyed by 
the bank or J.P. Morgan Securities PLC, the bank’s subsidiary.^ ' The 
metals desk traders are also “empowered to act for other legal entities 
within the JPM group through service agreements that are in place 
between entities and through ‘dual-hatting’ arrangements, whereby 
individuals can be officers of more than one legal entity in the 
group.”^^’* In other words, the same traders on the metals trading desk 
can book metals trades for both the bank and the financial holding 
company. 


JPMorgan’s physical metal holdings increased after its acquisition 
ofBear Steams in 2008^^’’ and RBS Sempra in 2010.^^^° As part of the 
RBS Sempra acquisition, JPMorgan gained ownership of the Henry Bath 
& Sons global network of warehouses, most of which were certified by 
the London Metal Exchange to store LME metals, including copper.^^ ' 
JPMorgan began marketing Henry Bath warehousing services along 
with its other financial and physical activities involving metals, 
including copper.^^^^ JPMorgan is also, through J.P. Morgan Securities 
PLC, a “ring dealing” member of the LME, meaning that its traders can 


See, e.g., excerpts from undated JP Morgan presentation, “Introduction to JPM Commodities 
& Steel Hedging/JP Morgan Global Commodities Group,” FRB-PSl-301538 - 592, at 592; 
1/2012 JPMorgan presentation, “JPM Commodity Capabilities,” FRB-PSI-200832 - 865, at 838. 

See, e.g., undated JPM presentation, “Introduction to JPM Commodities and Steel Hedging,” 
at FRB-PSI-301538 - 592, at 592; 1/2012 JPMorgan presentation, “JPM Commodity 
Capabilities,” FRB-PSI-200832 - 865. 

10/23/2014 email from JPMorgan legal counsel to Subcommittee, PSl-JPMorgan-I6- 
000001 , 

Id. See also 7/21/2005 “Notice to the Board of Governors of the Federal Reserve System by 
JPMorgan Chase & Co. Pursuant to Section 4(k)(l)(B) of the Bank Holding Company Act of 
1956,” prepared by JPMorgan, PSI-FederaIReserve-01-000004 - 028, at 012 - 013 (indicating 
JPMVEC employees can work for both the bank and holding company). 

See, e.g., 7/31/2008 “Supervisory Plan, Risk Assessment Program & Institutional Overview 
of JPMorgan Chase & Co.” prepared by the Federal Reserve, FRB-PSl-305013-030 (identifying 
Bear Steams assets being integrated into JPMorgan) [sealed exhibit]. 

See, e.g., “2010 CA Quarterly Summary Global Commodities Group,” prepared by 
JPMorgan, FRB-PSI-300645 - 649, at 645; 1/2012 JPMorgan presentation, “JPM Commodity 
Capabilities,” FRB-PSI-200832 - 865, at 836; 7/1/2010 JPMorgan press release, “J.P. Morgan 
completes commodities acquisition from RBS Sempra,” https://www.jpmorgan.com/cm/cs?page 
name=JPM_redesign/JPM_Content_C/Generic_Detail_Page_Template&cid=1277505237241. 

See, e.g., 4/201 1 “Global Commodities - Operating Risk,” prepared by JPMorgan, FRB-PSI- 
623086 - 127, at 101. 

See, e.g., 1/2012 JPMorgan presentation, “JPM Commodity Capabilities,” FRB-PSI-200832 
- 865, at 838, 841. 
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trade copper and other metals on the floor of the LME, and a member of 
the LME Copper Committee. 

In 201 1, JPMorgan described its “base metals” trading activities as 
“[c]lient-focused trading of aluminium, copper, zinc, lead, nickel and tin 
in Asia, Europe and the Americas.”^^^'' It noted that, during 2010, it had 
executed transactions involving more than 1 million metric tons of metal 
with a value of $4 billion; and, in 2011, held “1.2 million metric tonnes 
of [metals] inventory in various global locations with a value of $4.2 
[billion].”^^^^ In 2012, in a presentation prepared for clients, JPMorgan 
stated that it was “a member of all the world’s leading metals 
exchanges,” traded “metal forwards and options including long dated 
contracts,” had experience with “larger transactions,” and was a “leading 
trader in physical metal.”^^^*’ JPMorgan also noted that, in 2013, its 
metals business had 650 “[f|inancial” and 166 “[p]hysical” clients. 

JPMorgan’s physical metal activities resulted in its holding multi- 
billion-dollar inventories of various metals, including inventories that 
experienced significant volatility. For example, in 2010, JPMorgan’s 
inventory of nickel peaked at nearly $2.2 billion, only to fall nearly 85% 
soon after.^^^® Similarly, in 2011, JPMorgan’s platinum holdings peaked 
at nearly $1.5 billion, only to fall sharply after its In the largest 

single base metals holding seen by the Subcommittee, in January 2012, 
JPMorgan held a nearly $7.5 billion inventory of aluminum, consisting 
of a whopping 3.5 million metric tons of aluminum,^”° an amount 
exceeding over half of the entire North American annual consumption of 
aluminum that year.^^^' 


See undated “LME Membership,” list of “Ring Dealing” members, LME website, 
http://www.lme.com/en-gb/trading/membership/category-l-Ting-dealing/j_p_morgan-securities- 
plc/; LME Copper Committee, LME website, https://wwwJme.com/about-us/corporate- 
structure/committees/copper-committee/. 

4/201 1 “Global Commodities - Operating Risk,” prepared by JPMorgan, FRB-PSI-623086 - 
127, at 101. 

See also “Commodities[:] Metals,” JPMorgan website (listing copper as a “base metal”), 
https://www.jpmorgan.com/pages/jpmorgan/investbk/solutions/commodities/metals 

4/201 1 “Global Commodities - Operating Risk,” prepared by JPMorgan, FRB-PSl-623086 - 
127, at 101. 

1/2012 JPMorgan presentation, “JPM Commodity Capabilities,” FRB-PSl-200832 - 865, at 
840. See also 9/2013 “Globa! Commodities Compliance Self Assessment,” prepared by 
JPMorgan, FRB-PSI-301370 - 378, at 372. 

6/24/2013 “Global Commodities BCC,” prepared by JPMorgan, FRB-PSI-301397 - 442, at 
411. 

See 3/22/2013 letter from JPMorgan legal counsel to Subcommittee, JPM-COMM-PSl- 
000015 -019. 

2329 ^d. 

2330 1 1/10/2014 email from JPMorgan legal counsel to Subcommittee, PSI-JPMorgan-23-000001 
-006. 

See undated “Primary Aluminum Consumption, 2011-2013,” European Aluminum 
Association website, http://www.alueurope.eu/consiimption-primary-aluminium-consumption- 
in-world-regions/ (indicating that North American primary aluminum consumption in 2012 was 
5.3 million metric tons). 
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JPMorgan Copper Inventories. In recent years, as part of its 
copper activities, JPMorgan has held substantial inventories of physical 
copper and sometimes conducted outsized transactions to build or reduce 
its holdings. JPMorgan told the Subcommittee that virtually all of its 
physical copper, like its other base metals, has been held in the name of 
JPMorgan Chase Bank.^^^^ 

JPMorgan provided the Subcommittee with information on the 
market value of its physical copper holdings each year between 2008 
and 2013.^^^^ The following chart shows how its copper inventories 
increased tenfold in value over that time period, and how the size of its 
copper holdings varied significantly during the year: 


JPMorgan Physical Copper Inventories by Market Value 
2008-2012 



2008 

2009 

2010 

2011 

2012 

2013** 

Year-End 

Totals* 

$148 

million 

$304 

million 

$660 

million 

$1.26 

billion 

$1.13 

billion 

$1.7 

billion 

Maximum 
During Year 

$242 

million 

$551 

million 

$1.65 

billion 

$2.72 

billion 

$1.22 

billion 

N/A 


* Amounts as of the end of the fiscal year. ** As of June 28, 2013. 

Data provided by JPMorgan uses monthly inventory values. 

Source: Attachment to 3/22/2013 letter from JPMorgan legal counsel to Subcommittee, JPM- 
COMM-PSI-000015; 9/26/2013 “Fed/OCC/FDIC Quarterly Meeting,” prepared by JPMorgan, 
page entitled: “Key Risk Positions - as of June 28, 2013[:] Key Risk Positions in Bank,” at 
FRB-PSI-301388. 

In December 2010, several media reports named JPMorgan as the 
undisclosed trader behind a $1.5 billion copper transaction that allegedly 
led to a single trader holding, as indicated in an LME daily report on 
warrants, between 50% and 80% of the existing LME warrants for 
copper, then representing about 350,000 metric tons of copper.^^^'^ 
JPMorgan told the Subcommittee that, while it did purchase substantial 
amounts of copper in November and December 2010, it did so through 
multiple transactions on behalf of more than 50 clients, and the “trade 
data does not appear to support the theory that J.P. Morgan’s copper 


Subcommittee briefing by JPMorgan (10/10/2014). 

See 3/22/2013 letter from JPMorgan legal counsel to Subcommittee, JPM-COMM-PSI- 
000015; 9/26/2013 

“Fed/OCC/FDIC Quarterly Meeting,” prepared by JPMorgan, page entitled: “Key Risk 
Positions - as of June 28, 201 3[:] Key Risk Positions in Bank,” at FRB-PSI-301382 - 396, at 
388. 

See, e.g., “JP Morgan revealed as mystery trader that bought £lbn-worth of copper on 
LME,” The Telegraph . Louise Armitstead and Rowena Mason (12/4/2010), 
http://www.telegraph.co.uk/finance/newsbysector/ industry/81 80304/JP-Morgan-revealed-as- 
mystery-trader-that-bought-lbn-worth-of-copper-on-LME.html; “A Single Trader, JP Morgan, 
Holds 90% Of LME Copper,” Zero Hedge, Tyler Durden (12/21/2010), 
http://www.zerohedge.com/articie/singie-trcuier-jp-morgan-hoids-90-lme-copper. See also 
12/15/2010 LME daily “Warrant Banding Report,” PSI-LME-06--000001 - 003 (showing a single 
trader holding between 50% and 80% of total LME warrants for copper at that time); 10/3 1/2014 
letter from JPMorgan legal counsel to Subcommittee, PSI-JPMorgan-18-000001 - 008, at 002 
(indicating LME copper warrants totaled 350,000 metric tons at the time). 
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warrant position was the result of a single large trade. JPMorgan 
also told the Subcommittee that its copper trading decisions were 
completely unrelated to its proposal for a copper-based exchange traded 
fund (ETF), described below, noting that the copper trading decisions 
were made by the metals trading desk, which was completely separate 
from the “Commodity Investor Products” group that was designing the 

JPMorgan indicated that according to its records, in December 
2010, its copper inventory, which included both LME warrants and a 
small amount of non-LME warranted copper, “ranged from 
approximately 198,000 metric tonnes to 21 3,000 metric tonnes” of 
copper during the month, which was “approximately 57% to 61%” of all 
LME copper warrants available at the time.^^^^ The market value of its 
inventory, shown in the above chart, peaked at about $1.65 billion. The 
increases in JPMorgan’s copper inventory took place at the same time 
copper prices were reaching all-time highs, and as the copper market 
was anticipating JPMorgan’s proposed copper-backed ETF.^^^® 

An April 201 1 internal analysis by JPMorgan of the operating risks 
facing its Global Commodities group took particular note of the size of 
its copper holdings during November 2010, which it described as 
representing “approx[imately] 52% of the published LME stock,” 
observing that the large position had triggered LME scrutiny of the 
trading desk.^^^^ Federal Reserve records indicate that JPMorgan may 
have had even more copper than its trading data shows for December 
2010. A 201 1 Federal Reserve document that was part of the 
preparation for its special physical commodities review noted that, in 
December 2010, JPMorgan had reported holding about “332,000 tons of 


10/31/2014 letter from JPMorgan legal counsel to Subcommittee, PSI-JPMorgan- 18-000001 
- 008, at 002. See also Subcommittee briefing by JPMorgan legal counsel (10/29/2014). 

Subcommittee briefing by JPMorgan legal counsel (10/29/2014); 10/31/2014 letter from 
JPMorgan legal counsel to Subcommittee, PSI-JPMorgan-18-000001 - 008, at 005; 1 1/13/2014 
email from JPMorgan legal counsel to Subcommittee, PSI-JPMorgan-24-000001. Both the 
metals trading desk and the Commodity Investor Products group are, however, located within the 
Global Commodities Group at JPMorgan. 

10/31/2014 letter from JPMorgan legal counsel to Subcommittee, PSI-JPMorgan - 18- 
000001 -008, at 002. 

See, e.g., “JP Morgan revealed as mystery trader that bought £lbn-worth of copper on 
LME,” The Telegraph, Louise Armitstead and Rowena Mason (12/4/2010), 
http://www.telegraph.co.uk/fmance/newsbysector/industry/8180304/JP-Morgan-revealed-as- 
mystery-trader-that-bought-lbn-worth-of-copper-on-LME.html (“Traders said JP Morgan’s 
name had been circulating the market ail day as the most likely buyer, especially since it is about 
to launch a physically-backed ‘exchange-traded fund’ (ETF) in copper imminently. One metals 
broker dealing on the LME said: ‘The story is that they’re positioning themselves in front of the 
ETF. There's been a lot of speculation it’s them.’). 

4/201 1 “Globa! Commodities - Operating Risk,” prepared by JPMorgan, FRB-PSI-623086 - 
127, at 120. 
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copper (over 50% of available physical inventory) in their own storage 
facilities. 

Regardless of the exact amount of JPMorgan’s copper holdings in 
late 2010, the facts indicate that JPMorgan held a significant portion of 
the physical copper available for trading in the United States. JPMorgan 
told the Subcommittee that, due to its large position in copper, it 
received LME guidance instructing it to lend some of its holdings to the 
market. On December 1 5, 20 1 0, JPMorgan used the bulk of its 
copper warrants to settle other obligations, and substantially reduced its 
inventory to 56,000 tons which represented “roughly 16% of LME 
copper warrants at that tirne.”^^'*^ At the time of the December 
transactions, copper prices were near all-time highs.^^'’^ 

After reducing its copper holdings in December, in the first three 
months of the next year, 2011, JPMorgan re-built its physical copper 
inventory, attaining a market value even larger than before.^^'*'* At one 
point during 201 1, as indicated in the chart above, its copper inventory 
peaked with a market value of $2.7 billion. JPMorgan then sold a large 
amount of copper, reducing its inventory by about half so that, by the 
end of the fiscal year, the market value of its remaining copper holdings 
was about $1.26 billion.^^'*^ In September 2012, according to JPMorgan, 
the dollar value of its copper holdings had dropped slightly to about $1.1 
billion.^^''® As of June 2013, JPMorgan reported to its regulators that its 
physical copper inventory had increased once more, to about $1.7 
billion, which JPMorgan described as a “key risk position” in the 
bank.^^'’^ JPMorgan told the Subcommittee that, since then, it had 
substantially reduced its copper inventory so that, in September 2014, it 
had a market value of about $368 million.^^^'* 

JPMorgan’s records show that, in recent years, the bank regularly 
engaged in massive copper trades that built and reduced its billion-dollar 


201 1 “Work Plan for Commodity Activities at SIFIs,” prepared by the Federal Reserve, 
FRB-PSI-200455 - 476, at 464 [sealed exhibit]; Subcommittee briefing by the Federal Reserve 
(11/27/2013). 

10/31/2014 letter from JPMorgan legal counsel to Subcommittee PSI-JPMorgan-1 8-000001 - 
008, at 003. 

2342 

See, e.g., “Historical Copper Prices and Price Chart,” prepared by InfoMine Inc., 
http;//www.infomine.com/investment/metal-prices/copper/all/. 

Id.; “JPMorgan Physical Copper Inventories by Market Value chart,” above. 

3/22/2013 letter from JPMorgan legal counsel to Subcommittee, JPM-COMM-PSI-000015 - 
019. See also 10/21/2014 letter from JPMorgan legal counsel to Subcommittee, JPM-COMM- 
PSI-000049. 

Attachment to 10/21/2014 letter from JPMorgan legal counsel to Subcommittee, JPM- 
COMM-PSI-000049. 

9/26/20 1 3 “Fed/OCC/FDIC Quarterly Meeting,” prepared by JPMorgan, page entitled: “Key 
Risk Positions - as of June 28, 2013[:] Key Risk Positions in Bank,” FRB-PSI-301382 - 396, at 
388. 

Attachment to 10/21/2014 letter from JPMorgan legal counsel to Subcommittee, JPM- 
COMM-PSI-000049. 
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copper inventories. Due to the regulators’ classification of copper as 
bullion, those activities operated outside of the OCC and Federal 
Reserve size limits on physical commodity activities to reduce risk. 

(b) Proposing Copper ETF 

In addition to trading copper in the physical and financial markets, 
in October 20 1 0, JPMorgan filed a registration statement seeking to 
establish a copper-backed Exchange Traded Fund (ETF) which would 
have been the first ETF in the United States backed by a physical 
industrial metal.^^"*^ The proposed ETF was designed to purchase 
physical copper, store it in the Henry Bath warehouses owned by 
JPMorgan, and issue securities linked to the value of that copper. The 
securities could then be sold and traded on U.S. securities exchanges. 
The proposed ETF stirred controversy among industrial end-users of 
copper who viewed it as likely to cause artificial supply shortages and 
higher and more volatile copper prices by removing large amounts of 
copper from the marketplace for indeterminate amounts of time.^^^“ 
While JPMorgan characterized the ETF as providing “a simple and cost- 
effective means of making an investment similar to an investment in 
copper, others compared it to the Hunt Brothers’ silver scandal and 
characterized it as an attempt to legally corner and squeeze the copper 
market to raise prices.^^^^ The proposal went through a lengthy review 
process at the SEC which, in 2012, approved a rule change to allow the 
ETF to be listed on an exchange for trading, but JPMorgan then placed 
the project on hold.^^^^ 

Commodity-based ETFs. Exchange traded funds enable 
investors to buy and sell interests in a fund on a stock exchange in the 
same way that investors can use the stock exchange to buy and sell 
shares in a corporation.^^^"' The first ETF issuing securities linked to 
commodity prices appeared on a U.S. stock exchange in 2004, when 


See 10/22/2010 Form S-l Registration Statement, J.P. Morgan Physical Copper Trust, filed 
by JPMorgan, SEC website, 

http://www.sec.gOv/Archives/edgar/data/1503754/000n93I2510234452/dsl.htm. 

See, e.g., 1/9/2013 letter from Robert B. Bernstein, Eaton & Van Winkle LLP, filed with the 
SEC on behalf of copper end-users and a copper merchant, File Number SR-NYSEArca-2012- 
28, SEC website, http://www.sec.gov/comments/sr-nysearca-2012-28/nysearca201228-30.pdf 
4/5/2013 Form S-l Registration Statement, JPM XF Physical Copper Trust, Amendment No. 
8, at 3, SEC website, 

http://www.sec.gOv/Archives/edgar/data/l 503754/0000950103 1 3002224/dp374 1 4_s 1 a8.htm. 

See, e.g., “Who Cornered the Copper Market? (JPM, JJC, COPX, SCCO, FCX),” 

247 WallStreet (12/23/20 1 0), http://247wallst.com/commodities-metals/20 1 0/12/23/who- 
cornered-the-copper-market-jpm-jjc-copx-scco-fcx/; “Copper: Part 2, The Next ETF,” Jack H. 
Barnes website (12/4/2010), http://jackhbames.wordpress.eom/2010/12/04/copper-part-2-the- 
next-etf/. 

Subcommittee briefing by JPMorgan (10/10/2014). 

3/1 1/2013 letter from Senator Carl Levin to SEC, “JPM XF Physical Copper Trust, Form S~1 
Registration Statement,” (hereinafter, 2013 Levin letter”), PSI to SEC (March 1 1 2013)-000001 - 
015, at 002. 
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interests in an ETF linked to gold prices began trading.^^^^ Commodity- 
related ETFs can attract smaller investors more easily than commodity 
exchanges which use standardized futures and swaps contracts requiring 
relatively large investments; for example, LME copper futures currently 
require an initial investment of about $6,500 to purchase a single 
contract.^^^'’ Interests in commodity-related ETFs typically trade for 
much less. Currently, retail investors and market participants can buy 
and sell interests in a wide variety of commodity-related ETFs, some of 
which reference a single commodity^^^^ and others of which track broad 
commodity indexes. 

Commodity-related ETFs use several different methods to 
establish their value. Some track one or more commodity indexes; some 
acquire commodity-related futures or other financial instruments; others 
acquire an inventory of actual physical commodities; while still others 
may offer a combination of those techniques, in each case linking the 
ETF’s value to the value of the specified commodities. By investing in 
commodity-related ETFs, investors gain or lose value according to the 
rise or fall in the relevant commodity prices.^^^^ 

JPMorgan Copper ETF. In October 2010, JPMorgan filed an S- 
1 registration statement with the Securities and Exchange Commission 
(SEC) proposing to create an ETF called the “J.P. Morgan Physical 
Copper Trust.””'*® In 201 1, the name was changed to “JPM XF Physical 
Copper Trust” (JPMorgan Copper ETF)."^®' The ETF was structured as 
a Cayman Island trust whose assets were limited to a single physical 
commodity, copper. Its investment objective was to reflect the spot 
price of copper, less trust expenses and fees.”®^ JPMorgan affiliates 
were to serve as the fund’s investment adviser, administer the trust, 
acquire the copper, store it at JPMorgan-owned Henry Bath warehouses, 
and help sell securities to investors, among other services, all of whose 
costs would be borne by the investors in the fund.”*® JPMorgan also 


Id; “How gold ETFs have transformed the market in 10 years,” Market Watch, Myra P. 
Saefong (3/29/2013), http://www.marketwatch.coin/story/how-gold-etfS'have-transformed- 
market-in- 1 0-years-20 1 3 -03 -29. 

See “Copper,” LME website, https://www.ime.coni/eii-gb/metals/non-ferrous/copper/. 

See, e.g., “SPDR Gold Shares: An Exchange Traded Gold Security,” 
http://www.spdrgoldshares.com/. 

See, e.g., “iShares S&P GSCI Commodity-Indexed Trust,” 
http;//www.ishares.coin/us/products/239757/ishares-sp-gscI-commodityindexed-trust-fund. 
^^"^See 2013 Levin letter, PSI to SEC (March II 2013)-000001 - 015, at 002. 

10/22/2010 Form S-1 Registration Statement, J.P. Morgan Physical Copper Trust, SEC 
website, http://www.sec.gov/Archives/edgar/data/1503754/0001 19312510234452/dsLhtm. 

6/10/2011 Form S-1 Registration Statement, JPM XF Physical Copper Trust, Amendment 
No. 4, SEC website, 

http://www.sec.gOv/Archives/edgar/data/l503754/0000950103n002278/dp23025_sla4.htm. 

See 4/5/2013 Form S-1 Registration Statement, JPM XF Physical Copper Trust, Amendment 
No. 8 (hereinafter, “JPMorgan Copper Trust Registration Statement, Amendment No. 8”), at 1 , 
SEC website, 

http://www.sec.gov/Archives/edgar/data/1503754/0000950103I3002224/dp37414_sla8.htm. 

Id. at 83 - 84. 
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disclosed in the proposed registration statement that it planned to have 
the ETF indemnity JPMorgan and its affiliates from any lawsuit filed by 
an aggrieved investor.^^^'* 

According to the proposed registration statement, the JPMorgan 
Copper ETF would not sell individual securities in the investment fund; 
instead, it would sell large blocks, or “Creation Units,” of 2,500 
securities each to “Authorized Participants” (APs) who were authorized 
to sell them to individual investors.^^ ^ To obtain a block of securities, 
the AP would be required to deliver to the ETF a specified amount of 
physical copper whose dollar value would support the fund.^^'’^ After 
delivering the copper, the AP could begin selling the ETF securities to 
investors who could, in turn, trade them on a U.S. stock exchange. 
JPMorgan indicated in the registration statement that it planned to act as 
one of the Authorized Participants. 


JPMorgan’ s registration statement explained that, if copper prices 
increased, the value of the ETF securities would increase, and investors 
would gain; conversely, if prices dropped, the securities’ values would 
fall, and investors would lose.^^^® If the fund attracted sufficient 
investment, the ETF could sell more blocks of securities to Authorized 
Participants in exchange for additional copper deliveries.^^^^ If investors 
left the fund, the ETF could reduce its copper holdings, selling the 
copper on the spot market or through other arrangements. 


After several years of debate and controversy, on December 14, 
2012, the SEC approved a proposed rule change by NYSE Area Inc. to 
list the copper ETF for trading.^”' A copper merchant and four 
industrial copper end-users sent a joint request for the SEC to reconsider 
its decision, warning that the ETF’s removal of physical copper from the 
market would disrupt supply and demand fundamentals, cause damaging 
price increases, and lead to commercial supply shortages.^^^^ But in 
March 2013, the SEC reaffirmed its decision.^”^ 


““ Id. at 87. See also 2013 Levin letter, at PSI to SEC (March 1 1 2013)-000014. 

““ Id. at 85 - 86. 

See 2013 Levin letter, at PSI to SEC (March 1 1 2013)-000003. 

Id. 

See JPMorgan Copper Trust Registration Statement, Amendment No. 8, at 15. 

Id. at 78 - 79. 

See 2013 Levin letter, at PSI to SEC (March 11 2013)-000002. 

See 12/14/2012 SEC Release No. 34-68440, File No. SR-NYSEArca-20 12-28, “Self- 
Regulatory Organizations; NYSE Area, Inc.; Notice of Filing of Amendment No. 1 and Order 
Granting Accelerated Approval of a Proposed Rule Change as Modified by Amendment No. 1 to 
List and Trade Shares of the JPM XF Physical Copper Trust Pursuant to NYSE Area Equities 
Rule 8.201,” filed by the SEC, http;//www.sec.gov/rules/sro/nysearca/20!2/34-68440.pdf 

See 1/9/2013 letter from Robert B. Bernstein, Eaton & Van Winkle LLP, filed with the SEC, 
File Number SR-NYSEArca-2012-28, SEC website, http.7/www.sec.gov/comments/sr-nysearca- 
2012-28/nysearca201228-30.pdf 

See 3/28/2013 SEC Release No. 34-69256, File No. SR-NYSEArca-2012-28, “Self- 
Regulatory Organizations; NYSE Area, Inc.; Response to Comments Submitted After the 
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Challenges were also filed to JPMorgan’s proposed registration 
statement, contending that it failed to provide sufficient information to 
investors about, among other matters, how JPMorgan’s copper activities 
could affect the fund; what roles would be played by JPM affiliates in 
administering the fund, and how those affiliates would be compensated; 
whether JPMorgan’s interests were aligned with or could adversely 
affect the fund’s clients; and how the fund would handle conflict of 
interest and market manipulation issues.^^’"' Over the course of two 
years, JPMorgan amended its proposed registration statement eight times 
to address numerous concerns, but the statement has yet to be 
deemed effective by the JPMorgan told the Subcommittee that 

it has placed its copper ETF proposal on indefinite hold?^’’ 

(3) Issues Raised by JPMorgan’s Involvement with 
Copper 

JPMorgan’s copper activities raise two sets of concerns. The first 
focuses on the loophole in the regulatory rules for physical commodities 
that exempts copper from size limits and other safeguards to ensure 
physical commodity activities are carried out in a financially safe and 
sound manner. The second focuses on the conflict of interest and market 
manipulation concerns related to the proposed JPMorgan Copper ETF. 


Issuance on December 1 4, 20 1 2, of a Notice of Filing of Amendment No. 1 and Order Granting 
Accelerated Approval of a Proposed Rule Change as Modified by Amendment No. 1 to List and 
Trade Shares of the JPM XF Physical Copper Trust Pursuant to NYSE Area Equities Rule 
8.201,” filed by the SEC, SEC website, http://wvw.sec.gov/rules/sro/nysearca/2013/34- 
69256.pdf/. 

See, e.g., 2013 Levin letter, PSI to SEC (March 1 1 2013)-000001 - 015. 

See 4/5/2013 JPMorgan Copper Trust Registration Statement, Amendment No. 8. 

Subcommittee briefing by the SEC (10/8/2014). 

Subcommittee briefing by JPMorgan (4/23/2014). The JPMorgan registration statement 
represents the largest proposed copper ETF to date, but it is not the only proposal. A second is 
the BlackRock iShares Copper Trust, which was proposed in 201 1, and approved by the SEC in 
2013, but still not finalized. See 9/2/201 1 Form S-1 Registration Statement, iShares Copper 
Trust Amendment No. 4, SEC website, http://www.sec.gov/Archives/ 
edgar/data/1504251/0001 1931251 1 24023 1/dsla.htm; 2/22/2013 SEC Release No. 34-68973, 

File No. SR-NYSEArca-2012-66, “Self-Regulatory Organizations; NYSE Area, Inc.; Notice of 
Filing of Amendments No. 1 and No. 2 and Order Granting Accelerated Approval of a Proposed 
Rule Change as Modified by Amendments No. I and No. 2 to List and Trade Shares of the 
iShares Copper Trust Pursuant to NYSE Area Equities Rule 8.201,” filed by SEC, 
http://www.sec.gov/rules/sro/nysearca/20l3/34-68973.pdf. Additionally, a London-based 
investment firm called ETF Securities introduced a physical copper ETF in Europe that is similar 
to, but much smaller than, the JPMorgan and BlackRock proposals. It holds only about 3,400 
metric tons of copper, while the JPMorgan and BlackRock proposals collectively seek to place in 
storage about 70% of the current copper stocks in LME warehouses. See “SEC Approves 
JPMorgan’s Plan For Copper ETF, First in US,” Reuters (12/17/2012), 

http://www.moneynewsxom/Markets/SEC-JPMorgan-Copper-ETF/2012/12/i7/id/467985/. 



774 


426 

(a) Unrestricted Copper Activities 

Over the past five years, JPMorgan has conducted massive copper 
trades, including some in late 2010 involving billions of dollars and over 
50% of the LME’s total copper warrants. In 2011, its physical copper 
inventory peaked at more than $2.7 billion. To the Subcommittee’s 
knowledge, JPMorgan is the only large U.S. financial holding company 
that conducts copper trading primarily through its federally insured 
national bank. 

As discussed in the following section, both the OCC and the 
Federal Reserve impose size limits on physical commodity activities to 
ensure they do not threaten the safety and soundness of the financial 
institutions conducting those activities.^^^* The OCC limits banks to 
settling no more than 5% of their derivative transactions by taking 
physical delivery of commodities. The Federal Reserve limits financial 
holding companies to conducting complementary physical commodity 
activities at no more than 5% of their Tier 1 capital. Activities involving 
“bullion,” however, are exempted, not only from those limits, but also 
from any monitoring and reporting requirements related to the size of 
physical commodity activities. 

JPMorgan informed the Subcommittee that it did not include any 
of its copper holdings when calculating the market value of its physical 
commodity holdings for purposes of complying with the OCC and 
Federal Reserve size limits."™ JPMorgan indicated, for example, that 
when it added up the dollar value of its physical commodity holdings to 
gauge compliance with the OCC’s derivatives limit, it omitted its copper 
holdings, which often exceeded $1 billion.^^*® JPMorgan explained that 
it also did not include copper - or any of the metal holdings at its bank - 
when calculating compliance with the Federal Reserve’s complementary 
limit, because they were not held pursuant to its complementary 
authority from the Federal Reserve."*' When the Subcommittee asked 
the Federal Reserve about JPMorgan’s exempting its copper holdings 
from the regulatory size limits, the Federal Reserve confirmed that 
copper trading activities are, in fact, conducted under a separate Federal 
Reserve grant of regulatory authority for “bullion,”^^*^ and so were not 
conducted under JPMorgan’s complementary authority and were not 
subject to the 5% limit.'^ " 


See discussion of JPMorgan’s involvement with size limits, below. 

Subcommittee briefing by JPMorgan (10/10/2014). 

2380 

Subcommittee briefing by JPMorgan (10/10/2014). For more information about exempting 
its bank’s holdings from the Federal Reserve’s size limit, see discussion in the next section, 
below. 

Subcommittee briefing by Federal Reserve (10/8/2014); 12 C.F.R. §225.28(b)(8)(iii). 
10/30/2014 email from the Federal Reserve to the Subcommittee, PSI-JPMorgan- 15-000001 
- 008, at 002-003. 
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Exempting “bullion” from physical commodity limits and 
reporting requirements rests on the traditional role of banks using gold 
and silver as mediums of exchange; while anachronistic, that exception 
has been viewed as a limited one.^^*‘' Extending the definition of 
“bullion” to copper dramatically stretched the exception. In its 1995 
interpretative letter deciding that copper could be treated as “bullion,” 
the OCC ignored copper’s longstanding, worldwide trading status as a 
base metal, and instead highlighted other characteristics: 

“Copper, like platinum and palladium, has been used to mint legal- 
tender coins. . . . Additionally, copper, like platinum and 
palladium, is bought and sold as a metal in a mass standardized as 
to weight and purity.”^^*^ 

Focusing on the use of copper in coins and the use of standardized 
weight and purity requirements in copper trading does not explain, 
however, why copper merits special status. Other base metals, such as 
zinc, nickel, and even steel, have been used to make coins in the United 
States. In fact, the penny - the U.S. coin most closely associated with 
copper - has been composed of 97.5% zinc since 1 984.^^*^ Moreover, a 
broad swath of base metals, including aluminum, lead, steel, and 
uranium, are traded using standardized weight and purity 
requirements.^^*’ Even today, more than 15 years after the OCC’s 
determination, banks - including JPMorgan Chase Bank,^*** trading 
firms, analysts,”’® and exchanges’®’' continue to treat copper for 


The Subcommittee did not examine the gold, silver, platinum, and palladium trading 
undertaken by the financial institutions that are the subject of this Report, and has no data on the 
actual size of that trading activity. 

OCC Interpretive Letter No. 693 (11/14/1995), PSI-OCC-01-000135 - 141, 138. 

See undated “The Composition of the Cent,” United States Mint, 
http://wvvw.usmint.gov/about_the__mmt/fun_facts/?action=fun_facts2. 

See “Metals Used in Coins and Medals,” Coins of the UK., Tony Clayton (3/9/20 1 4), 
http://www.coins-of-the-uk,co.uk/pics/metal.html. 

See e.g., undated “Commodities,” JPMorgan website, 
https;//www.jpmorgan.com/pages/jpmorgan/investbk/solutions/commodities/metals (listing 
copper as a “base metal” on its Products & Solutions webpage); 9/26/2013 “FED/OCC/FDIC 
Quarterly Meeting,” prepared by JPMorgan, FRB-PSI-301383~396, at 388 (including copper, 
along with aluminum, nickel, and zinc, under the heading “Base Metal” and identifying a copper 
holding as one of the bank’s “Key Risk Positions”); 7/24/2013 “Mining commodities: The focus 
shifts to the supply side,” prepared by Goldman, 

http://ucore.com/Commodities_Supply_Side.pdf (explaining in a 2013 report on investment 
strategies that, because copper was expected to underperform zinc and lead: “Copper has shifted 
to [their] least preferred base metal on a 6-18 month view”); 12/10/2010 “201 1 Outlook: A 
Commodity Bull Market,” prepared by Morgan Stanley, at 1 and 7, 
fiie:///C;/Users/am44209/Downloads/COMMODrnES_201 l_OUTLOOK.pdf (describing 
copper as Morgan Stanley’s “favorite base metal,” with “copper fundamentals” that “remain the 
strongest in the base metal complex”). 

See, e.g., undated “Base Metals,” Mercuria Energy Trading, 
http://www.mercuria.com/trading/base-metais (listing copper, along with aluminum, lead, zinc, 
nickel and tin, on its “base metals” information page); undated “Trading: Refined Metals: 
Products,” Trafigura website, http://www.traiigura.com/trading/non-ferrous-and-bulk/refmed- 
metals/ (describing its metals business as dealing “mainly in London Metal Exchange (LME) 
deliverable grades for the major base metal markets, including copper, lead, zinc, nickel and 
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trading and risk management purposes as a base metal, not a precious 
metal. U.S. bank regulators’ contrary stance is out of alignment with 
worldwide trading norms. 

Given copper’s widely-accepted trading status as a base metal, the 
impact of copper price volatility on end-users, and financial holding 
company involvement with massive copper inventories and transactions, 
the Federal Reserve and OCC should treat copper as subject to all the 
same size limits and reporting requirements that apply to other base 
metals. Otherwise, copper will continue to provide a loophole that can 
be used to circumvent otherwise applicable physical commodity 
safeguards important to protecting U.S. taxpayers from risks related to 
physical commodity activities. 

(b) ETF Conflicts of Interest 

A second set of concerns involves JPMorgan’s proposal to 
construct an Exchange Traded Fund (ETF) backed by physical copper. 
While this proposal is currently on hold, the relevant registration 
statement has not been withdrawn from the SEC by JPMorgan, and the 
registration process could be easily re-started.^^’^ For that reason, the 
JPMorgan Copper ETF continues to raise conflict of interest and market 
manipulation concerns that need to be addressed. 

One area of potential conflicts of interest involves JPMorgan’s 
ownership of a significant copper inventory and its active copper trading 
activities at the same time it has been working to create a copper-backed 
ETF. As indicated earlier, JPMorgan’s copper inventory fluctuated from 
2010 to 2013, peaking at $2.7 billion but rarely falling below $1 billion 
in market value. JPMorgan told the Subcommittee that its massive 


aluminium”); undated, “Base Metals[:] Copper,” Metal Bulletin website, 
http://www.metalbulIetin.eom/Base-metals/Copper.html#axzz3GEGCyEkl. 

See, e.g., 4/9/2012 “CPM Group: Commodities Views-Apr 9,” prepared by CPM Group, 
http://www.cmegroup.eom/education/files/14-CPM_Commodities_Views_8-14__2012-04-09.pdf; 
undated, “Base Metals,” CPM Group, http://www.cpmgroup.com/our-commodities- 
coverage/base-metals (listing copper as a base metal on the website and in the weekly 
commodities view report of CPM Group, a commodities research firm). 

See, e.g., 9/4/2014, “New Products Briefing - LME and FIKEx: Base Metals Seminar,” LME 
website, http://www.lme.eom/news-and-events/events/events/2014/09/new-products-briefmg-_- 
Ime-and-hkex— Singapore/ (announcing a new base metals seminar to launch London Metal mini 
contracts “in base metals such as copper, aluminum and zinc”); 9/5/2014, “Precious Metals Price 
Data and Matching and Clearing Services,” LME website, http://www.ime.eom/~/media/Files/ 
Notices/201 4/20 1 4_09/l 4%20269%20A26 l%20Precious%20Metais%20Price%20Data%20and 
%20Matching%20and%20Clearing%20Services.pdf (omitting copper from its precious metals 
price data and clearing services); undated, “Metals Product Slate,” CME Group website, 
http://www.cmegroup.com/trading/metals/ (listing copper and aluminum in its “base metal” 
subgroup and not under its “precious metals” subgroup.); undated “Commodity Market 
Commentary: Energy, Metals and the Soft Commodities,” CME Group website, 
http://www.cmegroup.com/education/featured-reports/cpm-group-commodities-views.html 
(listing copper in the base metals subgroup). 

Subcommittee briefing by the SEC (10/8/2014). 



777 


429 

copper acquisitions were unrelated to its Nevertheless, its 

copper-backed ETF was designed to acquire a large physical copper 
inventory, and its registration statement indicated that JPMorgan 
planned to be one of the Authorized Participants that would deposit 
physical copper with the fund in exchange for ETF securities. In late 
2010, in the two months after the ETF registration was first filed with 
the SEC, JPMorgan initiated trades that led to its amassing an enormous 
copper inventory. Analysts at the time predicted copper prices would 
rise as a result of JPMorgan’s large copper purchases.^^^'' Soon after, 
JPMorgan sold the bulk of its copper holdings over a short period of 
time, suddenly increasing the marginal amount of copper available for 
trading, while contributing to volatility and downward pressure on 
copper prices. Those large trades demonstrate how JPMorgan could 
impact the value of the copper placed in its copper-backed ETF and do 
so through trades that could be beneficial or adverse to potential ETF 
investors. 

By forming and administering the ETF, JPMorgan would also have 
positioned itself to gain access to commercially valuable, non-public 
ETF information that could have been used to benefit its trading 
activities, again, at times, in ways that could have been adverse to ETF 
investors. JPMorgan had arranged for its affiliates to advise and 
administer the ETF, necessarily giving them access to the ETF’s internal 
records on copper investments and physical copper movements. Those 
JPMorgan affiliates would have gained access, for example, to 
information about plans by an Authorized Participant to buy physical 
copper to place in the ETF, an action which, if known beforehand, could 
have provided JPMorgan traders with an opportunity to profit fi-om 
marginal supply shortages and rising copper prices. Alternatively, 
information that ETF investors were leaving the fund and might trigger a 
release of copper into the marketplace could have provided JPMorgan 
traders with an opportunity to short copper futures and benefit from 
lower prices. In that instance, JPMorgan could have initiated trades 
against the interests of ETF investors seeking higher copper prices. The 
JPMorgan registration statement recognized that possibility, stating that 
it had “not established formal procedures to resolve potential conflicts of 
interest,” which would protect investors in the event that JPMorgan 
affiliates traded against the interests of the ETF investors.^^’^ 

Still another set of issues involves potential manipulation of copper 
prices. By amassing large amounts of physical copper, the JPMorgan 


10/31/2014 letter from JPMorgan legal counsel to Subcommittee, PSl-JPMorgan- 18-000001 
- 008, at 005. 

See, e.g., “Copper price set to rise further after JP Morgan bet,” The Telegraph . Rowena 
Mason ( 1 2/6/20 1 0), http://www.telegraph.co.uk/fmance/newsbyseclor/industry/mimng/ 
8182493/Copper-price-set-to-rise-further-after-JP-Morgan-bet.html. 

JPMorgan Copper Trust Registration Statement, Amendment No, 8, at 23. 
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Copper ETF would have made the copper market more susceptible to 
being squeezed by speculators. In 1996, a major scandal over copper 
prices involved the purchase of massive amounts of copper by the 
Sumitomo Corporation’s chief copper trader who used those copper 
holdings to comer and squeeze the market and artificially Inflate copper 
prices.^^^^ Additional squeezes in the copper market by unnamed traders 
amassing large copper holdings have generated media reports over the 
last few years.^^^’ The JPMorgan Copper ETF could have made the 
market even more susceptible to squeezes, because it would have been 
used by market participants to remove copper from the available market 
supply which, in turn, could have inflated copper prices. JPMorgan’s 
own registration statement acknowledged that the ETF, “as it grows, 
may have an impact on supply and demand for copper that ultimately 
may affect the price of the shares in a manner unrelated to other factors 
affecting the global markets for copper.”^^^* In other words, the ETF, by 
removing copper from the marketplace, could affect copper prices in a 
way unrelated to fundamental supply and demand forces and which 
could act effectively as a manipulation of the price. 

The market manipulation problem would have been magnified by 
the fact that the ETF’s activities would have taken place without 
oversight from commodities regulators, because ETFs operate in 
securities markets and are not currently subject to commodities 
regulation. Instead, because ETFs issue securities to their investors, 
ETFs are currently regulated solely by securities regulators like the SEC, 
and not by commodities regulators, like the LME or Commodity Futures 
Trading Commission (CFTC). By holding physical copper that is not 
subject to LME warrants, the JPMorgan Copper ETF could have 
positioned itself to control a substantial portion of the available supply 
of physical copper without triggering LME or CFTC surveillance, rules, 
or reporting requirements. 


See, e.g., Global Derivative Debacles: From Theory to Malpractice . Laurent L. Jacque 
(World Scientific 2010), Chapter 7, at 97-101; “The Copper King: An Empire Built On 
Manipulation,” Investopedia, Andrew Beattie (undated), 

http://www.investopedia.com/articles/financial-theory/08/mr-copper-commoditics.asp. 

See, e.g., “Copper market expects squeeze, big holding appears,” Reuters, Eric Onstad, 
(7/2/2012), http://www.reuters.eom/article/2012/07/02/us-copper-tightness- 
idUSBRE861 0XK20120702; “The Big Squeeze - mystery hand scoops up copper,” Reuters 
(12/20/2013), http://www.reuters.eom/article/2013/12/20/copper-squeeze- 
idUSL6N0JX2FG20131220 (“Someone has made a near billion-dollar bet on copper this week, 
virtually cornering the world’s key stocks of the metal. That has stoked worries of a supply 
squeeze, as warehouses run low on a raw material vital to global industry, and has raised 
questions about commodity exchanges’ efforts to curb attempts to manipulate prices by 
aggressively heavy trading.”); “Single Firm Holds More Than 50% of Copper in LME 
Warehouses.” Wall Street Journal . Sarah Kent, Ese Erheriene, Ira losebashvili (10/26/2014), 
http://online.wsj.com/articles/single-firm-holds-more-than-50-of-copper-in-lme-warehouses- 
1 4 1 4361 984?cb=logged0.02992292078844988. 

JPMorgan Copper Trust Registration Statement, Amendment No. 8, at 21 . 
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How the ETF planned to detect and prevent its misuse as a means 
of market manipulation was not addressed in the JPMorgan Copper ETF 
registration statement. As Subcommittee Chairman Levin put it in a 
letter challenging the registration; 

“The S-1 [registration statement] does not identify, discuss, or 
present actions that could be taken to address the legal issues that 
might arise if the ETF itself is seen as fostering price distortions, 
squeezes, comers, or other price manipulations in the copper 
market. Nor does the S-1 detail what policies and procedures 
JPMorgan would follow to ensure that its other trading and 
business interests are not impermissibly conflicted with those 
invested in [the JPMorgan Copper ETF]. ... 

As currently configured, the [JPMorgan Copper ETF] Trust 
contains no provisions to prevent high investor demand from 
causing an increase in copper prices or, alternatively, a quick drop 
in demand from driving down copper prices. The risk of a bubble 
in the copper market creates a corresponding risk that the bubble 
will eventually burst. If that happens, investors may dump 
thousands of metric tons of copper back onto the market, 
swamping the market and depressing the price, impacting not only 
copper-reliant industries around the world, but also possibly 
producing large gains for any parties shorting the copper 
market.” 

The many conflict of interest and market manipulation concerns 
raised by an ETF backed by physical commodities are not fully 
addressed or resolved in the JPMorgan Copper ETF registration 
statement or the existing regulatory framework. If a financial holding 
company were to be found to have engaged in market manipulation 
through an ETF, it could lead to copper price distortions, civil and 
criminal actions by law enforcement agencies, lawsuits by ETF 
investors, legal expenses, penalties, and other consequences. 

(c) Potential Economic Impacts of a Copper ETF 

Aside from conflict of interest and market manipulation concerns, 
a copper-backed ETF may have significant impacts on the broader 
economy, by increasing commodity costs and price volatility for 
consumers and producers. Some commentators have said the 
financialization of base metals would “wreak havoc on the US and 
global economy.’’^'*”” Those commentators note that the intent of a 
commodity-based ETF is to provide speculators with a way to bet on the 
price of the underlying commodity. Two supply and demand curves 

2013 Levin letter, at PSI to SEC (March 11 2013)-000008. 

2400 “Qpppgf g'j'p Plan Would ‘Wreak Havoc,’” Financial Times . Jack Farchy (3/23/2012), 
http://www.ft.eom/inti/cms/s/0/a7d32d4c-a4fb-llel-b421-00144feabdc0.html#axzz3DOphziCJ. 
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result - one for the physical commodity such as metal, and another for 
the financial product related to that metal. Although the two are 
integrally related, they are distinct. For example, Investors in a copper 
ETF may not be interested in using the copper; their goal may simply be 
to profit from changes in copper prices. Their investments are likely to 
drive up prices for consumers who actually use physical copper by 
reducing the supply of copper available on the market. 

The market impact of a copper ETF may be exacerbated by the fact 
that copper has not historically been held for investment purposes.^''®' 
Copper is expensive to store and difficult to transport. Its supply and 
demand functions have traditionally been set according to commercial 
and personal uses, and not as a store of value.^"'*’^ That means, if a 
copper ETF were to be established, manufacturers, fabricators, and other 
industrial businesses that use copper would be forced to compete with 
speculators holding copper as a passive asset, changing the market 
dynamics of copper’s supply and demand functions and introducing 
greater volatility. 

For those reasons, the acquisition and holding of copper for 
investment purposes may have a greater impact on physical markets^'**’^ 
and the broader economy^'*®* than ETFs holding palladium, platinum, 
silver, or gold. At the same time, a commodity-backed ETF can have a 
significant impact on the price and volatility of the underlying 
commodity, even when a precious metal is involved. For example, gold- 
related ETFs first surfaced in 2004,^'"’^ with dozens of similar ETFs 
springing up over time.^''®* Today, it has become clear that significant 
movements in the gold-related ETFs have had direct impacts on the 
price of physical gold.^'*®^ As one analyst in the field noted: “You 
watch the flow of money .... No matter what the supply-and-demand 

See, e.g., 1/9/2013 letter from Robert B. Bernstein, Eaton & Van Winkle LLP, filed with the 
SEC, File Number SR-NYSEArca-20l2-28, at 26 - 28, SEC website, 
http://www.sec.gOv/comments/sr-nysearca-2012-28/nysearca201228-30.pdf. 

See, e.g., JPMorgan Copper Trust Registration Statement, Amendment No. I , at 40-41 . 

See, e.g., 1/9/2013 letter from Robert B. Bernstein, Eaton & Van Winkle LLP, filed with the 
SEC, File Number SR-NYSEArca-2012-28, at 26-28, SEC website, 
http://www.sec.gOv/comments/sr-nysearca-2012-28/nysearca201228-30.pdf. 

Id. See also 2013 Levin letter, at PSl to SEC (March 1 1 2013)-000003. 

See “Speculative Influences on Commodity Futures Prices,” Christopher Gilbert (2010), 
htto://unctad.org/en/docs/osgdp20101_en.pdf, at 8. 

See “The Growing Financialisation of Commodity Markets: Divergences between Index 
Investors and Money Managers,” Journal of Developmental Studies, Vol. 48, Issue 6, (2012), 
Jorg Mayer (UNCTAD), at 752 - 753. 

2013 Levin letter, at PSI to SEC (March i 1 2013)-000002. 

See, e.g., Form S-1 Registration Statement, streetTRACKS Gold Trust, Amendment No. 5 
(1 1/16/2004), Securities and Exchange Commission website, 

http://www.sec.gOv/Archives/edgar/data/1222333/0000950i3604004007/file001.htm; Form S-1 
Registration Statement, iShares COMEX Gold Trust, Amendment No. 4 (1/25/2005), Securities 
and Exchange Commission website, 

http://www.sec.gOv/Archives/edgar/data/1278680/000119312505011426/dsla.txt. 

2409 gjg g'j'p Drive Gold’s Price?” Wall Street Journal , Rob Curran (5/5/2013), 

http://online.wsj.eom/news/articles/SB10001424127887324030704578426613352725022. 
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fundamentals [for physical gold] may suggest, if that money’s flowing, 
those prices are going to move.”^'*'*’ The Wall Street Journal cited as a 
possible explanation for the impact of gold ETFs on physical gold 
prices, the relatively small size of the gold market, estimated at $236 
billion in annual sales in 2012, and the ETFs’ significant share of those 
sales.^'"' 

A copper-based ETF could create a similar dynamic with copper 
prices, with potentially even more dramatic effects on copper producers 
and consumers around the world, because of the larger size of the copper 
market. 


(d) Inadequate Safeguards 

A final set of concerns involves the lack of regulatory safeguards 
applicable to both copper and copper-backed ETFs. The regulatory 
decision to treat copper as “bullion” has already exempted copper as a 
class from OCC and Federal Reserve size limits intended to reduce risk. 
Similar regulatory gaps apply to copper-backed ETFs. Because 
commodity -related ETFs issue securities to investors, they operate 
outside of all commodity regulation and oversight, even though they 
directly impact both commodity prices and commodity trading. In 
addition, physical metals like copper generally fall outside of federal 
regulation, which currently focuses on the financial market for metals 
rather than the physical market, even though contracts to buy metals like 
copper in the physical market may reference prices set in the LME 
futures market. 

Federal banking regulators should treat ETFs backed by physical 
commodities as within the category of physical commodity activities 
subject to their oversight. ETFs backed by physical commodities carry 
conflict of interest and market manipulation risks that can threaten the 
safety and soundness of affiliated banks and their holding companies. 
Federal bank regulators should make it clear that those ETFs are 
physical commodity activities subject to review, and impose regulatory 
constraints to reduce their risks, including size limits and safeguards to 
prevent conflicts of interest and market manipulation. Commodity 
regulators like the CFTC should also work with the SEC to apply 
position limits or other restrictions to ETF owners, organizers, and 
authorized participants to prevent the misuse of ETFs backed by 
physical commodities to manipulate commodity prices. 


'-‘“Id, 
2411 jd. 
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(4) Analysis 

JPMorgan has a long history as an active trader in copper markets. 
At times, it has amassed copper holdings worth billions of dollars, 
carrying financial risks due to volatile copper prices. It is not the only 
financial holding company with large copper holdings; for example, in 
January 2011, according to the Federal Reserve, Goldman held copper 
worth $2.3 billion.^'*'^ Those copper holdings should be subject to the 
same size limits as all other physical commodities, but currently are not. 
Federal bank regulators should ensure that copper’s status as “bullion” 
does not lead to federally insured banks and their holding companies 
engaging in copper activities on an unrestricted basis, but instead ensure 
they operate within limits that reduce the risks associated with investing 
in such a volatile commodity. 

In addition, while JPMorgan has placed its plan to offer a copper- 
backed ETF on hold, it could revive that proposal at any time. If it were 
to obtain approval of its registration statement, the resulting copper- 
backed ETF could distort copper markets worldwide with artificial 
supply shortages and price swings, create conflicts of interest between 
JPMorgan and the ETF investors, and expose JPMorgan to possible legal 
actions to prevent or halt market manipulation. If allowed to proceed, 
JPMorgan could also set an ill-advised precedent for other bank- 
sponsored commodity-backed ETFs that could raise similar concerns 
and have similar negative impacts on commodity markets. Regulators 
should act now to make clear that ETFs backed by physical commodities 
will be treated as a physical commodity activity subject to oversight, and 
develop safeguards to detect and prevent conflicts of interest and market 
manipulation. 


2412 2 0 ] ] Plan for Commodity Activities at SIFIs,” prepared by the Federal Reserve, 

FRB-PSI-200455 - 476, at 464 [sealed exhibit]. 
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D. JPMorgan Involvement with Size Limits 

This final part of the JPMorgan case study examines, not a 
particular commodity, but issues related to financial holding company 
compliance with regulatory limits on the size of their physical 
commodity holdings. Those size limits were established to reduce the 
risks associated with those activities, protect the safety and soundness of 
the banks and their holding companies, and ensure that the banks and 
their holding companies remain engaged primarily in the business of 
banking and conduct only a limited amount of physical commodity acti. 

The Federal Reserve, which is the primary regulator for financial 
holding companies, imposes several distinct limits on physical 
commodity activities. Depending on which authority is being relied 
upon, the activity may be: (i) limited to not more than 5% of the 
financial holding company’s Tier 1 capital; (ii) limited to not more than 
5% of the financial holding company’s total consolidated assets (a much 
larger number); or (iii) subject to no limit at all. In addition, the Office 
of the Comptroller of the Currency (OCC), which is the primary 
regulator for national banks, has its own size limit on physical 
commodity activities. It requires that physical commodities transactions 
be conducted in only a “nominal” amount, comprising “no more than 
5%” of the bank’s commodity derivative transactions. Neither regulator 
has issued formal guidance on how to implement their limits or, until 
recently, required regular reports tracking compliance. Nor are their 
limits coordinated in any comprehensive or coherent way. 

The Federal Reserve and OCC size limits applicable to JPMorgan 
and JPMorgan Chase Bank respectively were the Federal Reserve’s 5% 
limit on complementary activities, and the OCC 5% limit on commodity 
derivative transactions that are physically settled. For years, JPMorgan 
and its bank employed aggressive interpretations on how to interpret and 
apply those two limits, at times without alerting regulators to their 
actions. In some cases, JPMorgan and JPMorgan Chase Bank 
implemented their respective size limits in ways that were later - after 
the regulators learned of them - rejected by the Federal Reserve or OCC. 
In other circumstances, its aggressive interpretations and implementation 
methodologies were allowed to continue, even after regulators learned of 
them. 


The end result was that JPMorgan maintained physical commodity 
holdings far larger than the limits would suggest. In September 2012, 
for example, JPMorgan held physical commodity assets - excluding 
gold, silver, and commodity-related merchant banking assets - that had a 
combined market value of $17.4 billion, which at the time equaled 
nearly 12% of its Tier 1 capital of $148 billion. JPMorgan asserted, 
however, that due to various exclusions allowing it to omit certain 
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categories of assets when calculating compliance, the market value of its 
physical commodity assets for purposes of the Federal Reserve’s 5% 
limit was only S6.6 billion or 4.5% of its Tier 1 capital. The Federal 
Reserve told the Subcommittee that it had not yet objected to the 
exclusions JPMorgan was using to claim compliance with the 5% limit. 
That JPMorgan could claim to be in compliance with a 5% limit when 
its physical commodities were, in fact, more than double that size 
demonstrates how the current regulatory limits are riddled with 
exclusions, poorly coordinated, and currently ineffective to protect 
taxpayers from financial holding companies engaging in excessive 
amounts of high risk physical commodity activities. 

(1) Background on Size Limits 

Financial holding companies and their banks, when engaged in 
physical commodity activities, are subject to several sets of prudential 
limits on size enforced by the Federal Reserve and OCC. 

Federal Reserve Limits. As explained earlier, the Federal 
Reserve historically permitted very little involvement by bank holding 
companies in physical commodities markets.^"*'^ Then in 1999, the 
Gramm-Leach-Bliley Act created a new category of “financial holding 
companies” and authorized them to engage in complementary, 
grandfathered, and merchant banking activities that could include 
physical commodities. The Federal Reserve responded by broadening 
the physical commodity activities that bank holding companies could 
conduct.^'"'' 

For a financial holding company to engage in complementary 
activities, it must first obtain permission from the Federal Reserve. 
Beginning in 2000, the Federal Reserve authorized over a dozen 
financial holding companies to engage in “complementary” activities 
involving physical commodities.^'"^ In the orders and letters granting 
that complementary authority, the Federal Reserve typically noted that 
the intent of the Gramm-Leach-Bliley complementary provision was “to 
allow the [Federal Reserve] Board to permit FHCs [financial holding 
companies]” to engage in the specified commercial activities “on a 
limited basis. 


See discussion in Chapter 2, above, on the history of bank involvement with physical 
commodities. 

See discussion in Chapter 3, above, describing Federal Reserve actions after the 1 999 
Gramm-Leach-Bliley Act. 

See discussion in Chapter 3 above, describing the Federal Reserve grants of complementary 
authority to financial holding companies from 2000 to 2009. 

See, e.g., 1 1/18/2005 Federal Reserve “Order Approving Notice to Engage in Activities 
Complementary to a Financial Activity,” in response to a request by JP Morgan Chase & Co., 92 
Fed. Res. Bull. C57 - C59, at C57 (2006) (hereinafter, “2005 JPMorgan Complementary Order”), 
http://fraser.stlouisfed.Org/docs/publications/FRB/2000s/frb_2006comp_p2.pdf. 



785 


437 

The Federal Reserve also imposed a number of limitations on the 
financial holding companies receiving complementary authority. One 
key limitation stated that, “to limit the potential safety and soundness 
risks of Commodity Trading Activities,” the “market value of 
commodities held” by the financial holding company “must not exceed 5 
percent” of the financial holding company’s “consolidated tier 1 
capital.”^'^'^ In addition, the financial holding company was required to 
notify the Federal Reserve if the market value of its physical 
commodities “exceeds 4 percent of its tier 1 capital.”^'*'* The Federal 
Reserve imposed that same volume limit and reporting requirement on 
all of the financial holding companies given complementary authority to 
engage in physical commodity activities.^'*'^ 

A later internal Federal Reserve memorandum described the twin 
objectives of the 5% limit as: 

“intended to both limit the level of activity that ‘appears 
commercial in nature’ and to address safety and soundness 
concerns related to non-traditional risk from industrial 
commodities activities.”^‘'“ 

Physical commodity activities undertaken as complementary 
activities were not the only activities subject to limits. In addition, the 
Gramm-Leach-Bliley Act imposed a limit on the physical commodity 
activities that could be undertaken by firms that converted to bank 
holding companies under the so-called “grandfather clause.”^'*^' The 
statute specified that physical commodity activities undertaken through 
the grandfather clause had to be limited to “not more than 5 percent of 
the total consolidated assets of the bank holding company.”^'*^^ In 
addition, the statute authorized financial holding companies to engage in 
“merchant banking” activities which, among other types of business, 
could include physical commodity activities.^'*^^ Initially, the Federal 
Reserve imposed a limit on the overall size of merchant banking 
activities, generally capping them at no more than 30% of the financial 
holding company’s Tier 1 capital, but that cap was removed more than a 
decade ago.^'*^'’ Since then, physical commodity activities undertaken 


atC58. 

“*Id. 

See citations to the individual orders in Chapter 3. Neither Goldman nor Morgan Stanley has 
ever requested or received a complementary order; they rely instead on other authorities, 
including the Gramm-Leach-Bliley grandfather and merchant banking authorities, to conduct 
their physical commodity activities. 

Undated but likely the second half of 2013 memorandum, “Commodities Focused Regulatory 
Work at JPM ” prepared by Federal Reserve, FRB-PS[-300299 - 302, at 301 [sealed exhibit]. 

See discussion in Chapter 3, above, regarding the grandfather clause. 

See Gramm-Leach-Bliley Act, § 103(a). 

See discussion in Chapter 3, above, regarding merchauit banking authority. 

See 12 C.F.R. §225. 174 (restricting merchant banking investments to no more than 30% of 
the financial holding company’s Tier I capital, or 20% of its Tier 1 capital after excluding 
private equity funds); Capital; Leverage and Risk-Based Capital Guidelines; Capital Adequacy, 
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pursuant to the merchant banking provision have operated with no size 
limit at all. 

Each of the size limits imposed on financial holding company 
involvement with physical commodities was intended, in part, to reduce 
the safety and soundness risks associated with those activities. The 
Federal Reserve, however, has not issued any written guidance on how 
each of the limits should be applied, or how they should be integrated so 
that they work together efficiently and effectively. Nor, until recently, 
did the Federal Reserve impose routine reporting requirements to 
determine whether financial holding companies were appropriately 
valuing their physical commodity assets and accurately reporting 
compliance with the 5% limit.^''^^ Instead, the Federal Reserve 
essentially relied on its examiners and the financial holding companies 
themselves to ensure the complementary, merchant banking, and 
grandfathering limits were implemented in appropriate ways. 

OCC Limits. A second set of limits on physical commodity 
activities was imposed by the OCC, which regulates federally-insured 
national banks, in contrast to the bank holding companies regulated by 
the Federal Reserve. 

Like bank holding companies, federally-chartered banks have 
historically held inventories of precious metals, such as gold or silver, 
but not other types of physical commodities in any significant quantities. 
In 1993, the OCC significantly altered this landscape when it issued an 
Interpretive Letter that deemed it permissible for national banks to hedge 
their commodity-linked derivative transactions by taking or niakin^ 
delivery of physical commodities, subject to certain limitations.^ * Two 
years later, in 1995, the OCC broadened and clarified this new physical 
commodity hedging authority with another Interpretive Letter.^''^^ The 
OCC explicitly limited this hedging authority by imposing a number of 
requirements and restrictions, including that the authorized transactions 
needed to be: 

• “nominal,” and that “no more than 5% of its total transactions 
involving Eligible Commodities would involve actual physical 
delivery;” 

• “Hedge Transactions” used to “manage risk” arising out of 
permissible commodity-linked financial transactions; 


Guidelines; Capital Maintenance: Nonfmancial Equity Investments, 67 Fed. Reg. 3784 
(1/25/2002) (adopting a final rule that ended the size limit while imposing specific capital 
requirements for merchant banking investments). 

While the Federal Reserve has long had access to, and general reporting regarding, financial 
holding companies’ commodities activities, the specifics regarding compliance with applicable 
size limits, were not, until recently, regularly provided to the regulators. 

OCC Interpretive Letter No. 632 (6/30/1993), PSI-OCC-01-000358 - 366. 

OCC Interpretive Letter No. 684 (8/4/1995), PSI-OCC-01-000368 - 374. 
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• made only with “Eligible Commodities,” meaning physical 
metals that were not deemed to be bullion and coin, including 
aluminum, copper, lead, nickel, tin, zinc, cobalt, platinum, 
iridium, palladium, and rhodium;^''^* 

• “customer-driven;” and not “entered into for speculative 

,,2429 

purposes. 

The Interpretive Letter did not detail how the specified limitations 
and safeguards were to be implemented. For example, the letter did not 
detail how the 5% limit should be calculated or applied. In addition, 
since 1995, the OCC has not issued any formal guidance on its 5% limit, 
nor, until recently, required regular reporting on compliance with it. 
Instead, similar to the Federal Reserve, until very recently, the OCC 
essentially relied on its examiners and the financial holding companies 
themselves to implement the limit in an appropriate way. 

(2) JPMorgan Aggressive Interpretations 

JPMorgan and JPMorgan Chase Bank have both, over the years, 
employed aggressive interpretations and practices when complying with 
the regulatory size limits.^^^” JPMorgan, which exercised a wide range 
of complementary activities involving physical commodities, was 
subject to the Federal Reserve’s 5% limit. JPMorgan Chase Bank, 
whieh conducted a large amount of physical commodities activities 
involving primarily physical metals like aluminum and copper, was 
subject to the OCC’s separate 5% limit. From 2005 to 2012, despite 
those purported size limits, JPMorgan accumulated massive physical 
commodity holdings far in excess of 5% of its Tier 1 capital. 

JPMorgan and JPMorgan Chase Bank claimed to be in compliance 
with the Federal Reserve and OCC size limits, despite the actual size of 
their physical commodity holdings, by excluding and minimizing the 
value of various assets when calculating the market value of their 
respective holdings. Until 2012, both regulators had largely relied on 
JPMorgan and JPMorgan Chase Bank to track their own compliance and 
report any breaches of the regulatory limits. When the regulators 
learned of their aggressive interpretations and practices in connection 
with the limits, they disallowed some, while allowing others to continue. 


Id. Three months later, the OCC issued another Interpretive Letter allowing banks to treat 
copper as “bullion,” which effectively excluded copper from the 5% limit imposed by the OCC. 
See OCC Interpretive Letter No. 693 (11/14/1995), PSI-OCC-OI-000135 - 141. 

OCC Interpretive Letter No. 684 (8/4/1995), PSI-OCC-01-000368 - 374. The OCC also 
prohibited the bank from being a “dealer or market-maker” in the physical commodity 
transactions; required the bank to “take delivery by accepting warehouse receipts or 
simultaneous ‘pass-through’ delivery to another party;” and precluded the bank from taking “a 
net position” in the commodities. Id. 

In this section, unless otherwise indicated, “JPMorgan” refers to the holding company, 
JPMorgan Chase & Co., while “JPMorgan Chase Bank” refers to its primary national bank 
subsidiary. 
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JPMorgan’s compliance practices came into the spotlight in late 
December 2011, when JPMorgan Chase Bank engaged in a massive 
physical commodities transaction, involving $1.6 billion in aluminum, 
and breached the OCC’s limit. To bring the bank back into compliance 
with the OCC limit, the bank “sold” about $1.1 billion in aluminum to a 
nonbank affiliate of the .IPMorgan holding company, JPMorgan 
Ventures Energy Corporation (JPMVEC). JPMorgan informed the 
Federal Reserve that it had exceeded the 4% reporting threshold for 
physical commodities, but would not exceed the 5% limit. That 
transaction led to both Federal Reserve and OCC examiners asking 
questions about the compliance of both JPMorgan and JPMorgan Chase 
Bank with their respective size limits. The Federal Reserve examiners 
learned for the first time that the financial holding company had not 
been including the value of its bank’s physical commodity assets when 
reporting the market value of it physical commodity holdings to the 
Federal Reserve. The OCC examiners learned that the bank had earlier 
exceeded the OCC limit without disclosing the breach to OCC 
examiners, and then remained in breach of the limit, ultimately for about 
a month. 

The Federal Reserve and OCC examiners also learned that, when 
the physical commodity assets of the financial holding company and 
bank were combined, they far exceeded 5% of the financial holding 
company’s Tier 1 capital, and had exceeded that level in every month of 
2011. JPMorgan and JPMorgan Chase Bank nevertheless asserted they 
were in full compliance with both the Federal Reserve and OCC 5% 
limits, except for the one-month period, because they could use 
exclusions and other valuation techniques that brought down the value 
of their respective assets to below the regulatory limits. Despite 
concerns expressed by Federal Reserve and OCC examiners about 
JPMorgan’s excluding its bank’s assets when calculating the financial 
holding company’s physical commodity holdings, the Federal Reserve 
legal department has so far declined to object to JPMorgan’s approach. 

(a) Making Commitments 

In 2004 and 2005, JPMorgan and JPMorgan Chase Bank sought 
expanded authority to engage in physical commodity activities from 
their respective regulators. To obtain that authority, both made 
commitments to comply with the size limits designed to reduce the 
associated risks. 

2004 JPMorgan Chase Bank Commitments to the OCC. In 

2004, as its merger with Bank One was being finalized, JPMorgan Chase 
Bank sent a letter to the OCC essentially alerting it to the physical 
commodity activities then taking place within the bank, and seeking 
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confiimation that those activities were permissible. The JPMorgan 
Chase Bank letter stated: 

“The purpose of this letter is to provide you with information 
regarding the Bank’s current commodity derivative activities and 
to request the Office of the Comptroller of the Currency's (the 
‘OCC’) concurrence with our view that entering into (1) cash- 
settled derivative transactions in natural gas, crude oil, power, coal, 
emissions and weather, (2) physically-settled transactions in the 
form of transitory title transfers in natural gas, crude oil, power, 
emissions and coal, including volumetric production payment 
transactions, and (3) physical commodity transactions in natural 
gas, crude oil, coal and emissions, all as described more fully 
below, is permissible for a national bank.”^'*^' 

To persuade the OCC to support continuation of its physical 
commodity activities, in its letter JPMorgan Chase Bank made a number 
of commitments, including that: (1) all of its commodity related 
transactions would be to assist customers, and not for purposes of 
speculation; (2) it would establish comprehensive risk management 
practices and policies; and (3) when the bank took delivery of physical 
commodities, it would act as a financial intermediary and that “taking 
delivery of a physical commodity should be incidental to such financial 
intermediation.”^'*^^ JPMorgan told the Subcommittee that the bank 
never received a specific written response from the OCC, but its 
understanding was that the activities described in its letter were, in fact, 
permissible.^®^ 

2005 JPMorgan Commitments to the Federal Reserve. Nine 
months after JPMorgan Chase Bank sent the letter to the OCC, its 
holding company, JPMorgan, sent one to the Federal Reserve applying 
for complementary authority to engage in physical commodity activities 
through the financial holding company.^'*^^ The letter asked that 
JPMorgan be allowed to “expand its commodities derivatives activities 
to include physical transactions in the natural gas, crude oil and 
emissions allowance markets” through an affiliate, JPMorgan Ventures 
Energy Corporation (JPMVEC).^®^ The letter indicated that JPMVEC’s 
“front office” employees would also be employees of JPMorgan Chase 
Bank, and the bank would also supply administrative and operational 


10/26/2004 letter from JPMorgan legal counsel to OCC, “Commodity Derivative Activities 
of JPMorgan Chase Bank,” OCC-PSI-00000266 - 298, at 266. 

Id. at 267. 

Subcommittee briefings by JPMorgan (4/23/2014) and (10/10/2014). However, the OCC 
subsequently engaged the bank in extended discussions, some of which resulted in the OCC 
providing numerous Interpretive Letters to the bank during 2005 and 2006. Subcommittee 
briefing by OCC (11/14/2014). 

7/21/2005 letter from JPMorgan legal counsel to Federal Reserve Bank of New York, “JPM 
Chase Application for Compl[e]mentary Authority,” PSI-FederalReserve-0 1 --000004 - 000028. 

Id. at 007 (internal citations omitted). 
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support for JPMVEC?'*^* JPMVEC would then execute commodity 
trades for both the bank and the holding company. 


The letter requested complementary authority that would allow 
JPMorgan, through JPMVEC, to trade as a principal using commodity- 
related futures, swaps, options, forwards, and similar contracts. The 
letter indicated that, if given the authority, in many cases, JPMorgan 
would either settle the contracts on a financial basis (without making or 
taking physical delivery of the commodities) or use paperwork to take 
legal title to the physical commodities and transfer that title 
“instantaneously” to a third party, 
cases, JPMorgan would take legal title to physical commodities for “a 
relatively short period of time.”^"'^* In addition, the letter stated that 
JPMorgan “d[id] not expect to own, control or operate entities in the 
Unites States that are involved in the production, distribution, storage or 
processing of physical commodities for the purposes of engaging in 
those activities.” 


The letter also stated that, in other 


JPMorgan’s 2005 letter to the Federal Reserve also made a number 
of specific commitments if it were granted expanded authority to 
conduct physical commodity activities. They included commitments 
that JPMorgan would: 

• “limit the amount of physical commodities that it holds at any 
one time to 5% of its consolidated Tier 1 Capital,” a limit 
which, for reference purposes, it estimated was about $3.5 
billion on December 31, 2004, based on JPM Chase Tier 1 
capital at that time of $69.4 billion;^'*^" 

• “assure proper risk management and controls over the [physical 

... ,, 2442 

commodity activitiesj ; 

• “make and take physical delivery of, or store, only 
commodities, such as natural gas, crude oil, and emissions 


Id. at 012. 

Id. at 009. 

““Id. 

2439 Id 

Id. at 020. Five years later, as part of its RBS Sempra acquisition, JPMorgan acquired the 
Henry Bath warehouses, which were plainly engaged in the storage of physical commodities. 
While the Federal Reserve gave JPMorgan an initial grace period to operate the warehouse 
company, it did not provide complementary authority or agree that JPMorgan could use 
merchant banking authority to retain ownership of the company. In 2014, JPMorgan sold Henry 
Bath to a third party. For more information, see discussion of Henry Bath in Chapter 3, above. 

Id. at 026. Tier 1 capital is generally comprised of “equity capital and published reserves 
from post-tax retained earnings” and is a “principal form of eligible capital to cover market 
risks.” 6/2006 “International Convergence of Capital Measurement and Capital Standards: A 
Revised Framework Comprehensive Version,” prepared by the Basel Committee on Banking 
Supervision, 1 - 333, at 14 and 16, http://www.bis.org/publ/bcbsl28.pdf. 

^'*'’^7/21/2005 letter from JPMorgan legal counsel to Federal Reserve Bank of New York, “JPM 
Chase Application for Compl[e]nientary Authority,” at PSI-FederalReserve-0 1-000004 - 028, at 
026. 
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allowances, that have been ^|)roved by the CFTC for trading 
on U.S. futures exchanges”; 

• “not acquire or operate facilities in the Unites States for the 
extraction, transportation, storage or distribution of 
commodities. . . , [but if JPMorgan nevertheless ended up 
owning such a facility] JPMorgan will not hold any such 
interest as a means to engage in the underlying commercial 

. . „ 2444 

activity ; 

• “not process, refine, store or otherwise alter commodities in the 
United States”;^'*''^ 

• “contract with a third party for any services that it needs in 
connection with the handling of any commodity”;^'*''® and 

• “only use storage and transportation facilities owned and 
operated by third parties” and “enter into service agreements 
only with accredited, reputable independent third party 
facilities. 

JPMorgan was one of the first financial holding companies to 
apply for complementary authority to engage in physical commodity 
activities.^'*''* The Federal Reserve granted its request on November 18, 
2005. In the order granting the new authority, the Federal Reserve 
wrote that it was authorizing .IPMorgan to engage in the new activities 
“on a limited basis. The order also stated: 

“As a condition of this order, to limit the potential safety and 
soundness risks of Commodity Trading Activities, the market 
value of commodities held by JPM Chase as a result of 
Commodity Trading Activities must not exceed 5 percent of JPM 
Chase’s consolidated tier 1 capital. JPM Chase also must notify 
the Federal Reserve Bank of New York if the market value of 


M43id 

Id. at 027. 

Id. Four years later, in response to its request, JPMorgan obtained complementary authority 
to engage a third party to conduct those activities on its behalf. See 4/20/2009 letter from the 
Federal Reserve to JPMorgan, PSI-FRB-1 1-000001 - 002, at 001 [scaled exhibit] (allowing it to 
“engage a third party to alter or refine commodities after JPM takes delivery in connection with 
its Physical Commodity Trading”). 

2446 7/21/2005 letter from JPMorgan legal counsel to Federal Reserve Bank of New York, “JPM 
Chase Application for Conipl[e]mentary Authority,” at PSl-FederalReserve-01-000004 - 028, at 
027. 

2447 jd 

Only Citibank preceded it, receiving the first grant of complementary authority from the 
Federal Reserve in 2003. See 10/2/2003 Federal Reserve “Order Approving Notice to Engage in 
Activities Complementary to a Financial Activity,” in response to a request by Citigroup, Inc., 89 
Fed. Res. Bull. 508 - 51 1 (12/2003), http://fraser.stIouisfed.org/docs/pubiications/FRB/2000s/ 
frb 122003.pdf. 

^''''^See 2005 JPMorgan Complementary Order, 92 Fed. Res. Bull. C57 - C59. 
atC57. 
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commodities held by JPM Chase as a result of its Commodity 
Trading Activities exceeds 4 percent of its tier 1 capital. 

The order was also “specifically conditioned on compliance with all the 
commitments” JPMorgan had made in its application.^'*^^ 


(b) Expanding Its Physical Commodity Activities 


As described earlier, JPMorgan used its new complementary 
authority to engage in a wide range of physical commodity activities. 
JPMorgan’s expansion into physical commodities was fueled, in part, by 
a handful of major acquisitions as well as an agreement with a major 
refinery. In 2008, through its Bear Stearns acquisition, JPMorgan 
gained rights to, or ownership interests in, 27 power plants and a host of 
energy-related assets, including pipeline and storage leases. In 2009, 
through a UBS acquisition, JPMorgan obtained crude oil, natural gas, 
power, and agricultural assets in Canada.^'*^'* In 20 1 0, as part of a $ 1 .6 
billion RBS Sempra acquisition, JPMorgan obtained global oil, natural 


gas, coal, and metal assets; European power and gas assets; and the 
Henry Bath network of warehouses.^'* ^ In 2012, JPMorgan entered into 
a long-term agreement with a large oil refinery in Philadelphia, in which 
it agreed to supply crude oil and feedstocks to the refinery and purchase 
100% of its refined oil products.^'*^* 


According to internal OCC and Federal Reserve analyses, in 
September 2012, JPMorgan’s physical commodity assets reached an all- 
time high.^'*^’ JPMorgan’s own records show that, in 2012, its physical 
commodity inventories were substantial. By 2013, JPMorgan had begun 
to prepare quarterly charts for its regulators that tracked its physical 
commodity holdings and compared their market value to its Federal 
Reserve and OCC size limits. In September 2013, JPMorgan prepared a 
chart for its regulators that included information about its physical 
commodity holdings as of September 28, 2012, and compared those 
holdings to its Tier 1 capital as of that date, which was about $148 
billion.^'***® 


The chart first provided data on the physical commodity holdings 
of JPMorgan, the financial holding company. It showed that, as of 


Id. at CSS. 
atC59. 

See discussion in the JPMorgan Overview, above, regarding the Bear Stearns acquisition. 

See discussion in the JPMorgan Overview, above, regarding the UBS acquisition. 

See discussion in the JPMorgan Overview, above, regarding the RBS Sempra acquisition. 

See discussion in the JPMorgan Overview, above, regarding Project Liberty. 

See email from OCC staff to FRBNY staff, “Meeting?,” OCC-PSI-0000077 - 079; 2012 
Summary Report, at FRB-PST-200477 - 510, at 506 [sealed exhibit]. 

9/26/2013 “Fed/OCC/FDIC Quarterly Meeting,” prepared by JPMorgan for a meeting with 
its regulators, FRB-PSI-301383 - 396, at 387. See also 2012 excel spread sheet, “Physical 
Inventory Limit Monitor-9. 17. 12__Finat.xlsx,” prepared by the OCC, OCC-PSl-0000080 (slating 
that, in 2012, JPMorgan had Tier 1 capital of $148 billion). 
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September 28, 2012, the market value of the “Physical Inventory” held 
by the financial holding company - referred to as “JPMVEC & Non 
Bank Subs” - was about $6.6 billion, or about 4.5% of the financial 
holding company’s Tier 1 capital of $148 billion.^'*^^ That $6.6 billion 
total excluded, however, several major categories of physical 
commodity holdings at the financial holding company, including all of 
the physical commodities held by its national bank, all of the financial 
holding company’s gold, silver, platinum, palladium, and copper assets, 
and all of the financial holding company’s physical commodities held 
through an exercise of its merchant hanking authority.^"'**’ The result 
was that the $6.6 billion total reflected only a portion of the physical 
commodity assets actually held hy the financial holding company. 

The chart also provided data on the physical commodity holdings 
of JPMorgan Chase Bank. It showed that, on the same date, September 
28, 2012, the market value of the “Base Metals” inventory held by 
JPMorgan Chase Bank was approximately $8.1 billion.^"'*' That total 
suggested that the bank held a larger inventory of physical commodities 
than the entire financial holding company. At the same time, that $8.1 
billion total also excluded certain categories of assets at the bank, 
including its gold, silver, platinum, palladium, and copper holdings. In 
response to a Subcommittee request, JPMorgan also provided separately, 
as of September 28, 2012, the total market value of the bank’s copper, 
platinum, and palladium inventories, which together totaled about $2.7 
billion.^^®^ 

When the financial holding company’s physical commodities 
inventory of $6.6 billion is added to the bank’s metals inventory of 
approximately $8.1 billion - still excluding gold, silver, and all merchant 
banking commodity assets - and the bank’s copper, platinum, and 
palladium inventories of $2.7 billion are added in as well, the total 
market value of JPMorgan’s combined physical commodity inventories 
on September 28, 2012, was $17.4 billion. That $17.4 hillion was about 
11.75% of the financial holding company’s Tier 1 capital of $148 
hillion, which meant that it was more than twice the size allowed by the 
Federal Reserve’s 5% limit, were it to apply. 

The information provided by JPMorgan indicates that the size of 
its physical commodity holdings were actually far in excess of the 5% 


9/26/2013 “Fed/OCC/FDIC Quarterly Meeting," prepared by JPMorgan for a meeting with 
its regulators, FRB-PSI-301383 - 396, at 387; Subcommittee briefing by JPMorgan 
(10/10/2014). 

Subcommittee briefings by JPMorgan (4/23/2014) and (10/10/2014). 

MSI 9/26/2013 “Fed/OCC/FDIC Quarterly Meeting,” prepared by JPMorgan for a meeting with 
its regulators, FRB-PSI-301382 - 396, at 387. 

See 10/21/2014 letter from JPMorgan legal counsel to Subcommittee, at attachment, JPM- 
COMM--PSI-000049 (indicating that, on September 28, 2012, JPMorgan Chase Bank held $1,13 
billion -worth of physical copper, $872 million worth of physical platinum, and $656 million 
worth of physical palladium for a total market value of $2.7 billion). 
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regulatory limits that were created to reduce the risks associated with 
those assets. JPMorgan told the Subcommittee, however, that it was in 
full compliance with all of its regulatory limits, because it was allowed 
to exclude whole categories of assets, including its bank’s assets, under 
its interpretation of those limits.^"^®^ The Federal Reserve told the 
Subcommittee that, after researching the issue, it had not yet objected to 
JPMorgan’ s interpretation of the Federal Reserve’s 5% limit on 
complementary activities, because it was a possible interpretation that 
would, in fact, allow the financial holding company to exclude many of 
its physical commodity assets.^'*^ That JPMorgan could be found to be 
in compliance with a 5% limit at the same time the actual market value 
of its physical commodity assets totaled nearly 12% of its Tier 1 capital 
demonstrates how the Federal Reserve’s regulatory limit, as currently 
enforced, has become riddled with exclusions and ineffective in capping 
the size of a financial holding company’s physical commodity holdings. 

(c) Stretching the Limits 

For years, JPMorgan and JPMorgan Chase Bank have applied 
aggressive interpretations to stretch the size limits imposed by the 
Federal Reserve and OCC on the amount of physical commodities they 
are allowed to hold. To stay under the limits, they have routinely 
excluded assets and minimized the value of others. Some of these 
interpretations were known to the regulators; others were not. As a 
result of these efforts, JPMorgan often held physical commodities assets 
whose combined market value far exceeded 5% of its Tier 1 capital. 

From 2005, when it received its first complementary order, until 
early 2012, Federal Reserve examiners appear to have been largely 
unaware of how JPMorgan was calculating its compliance with the 
Federal Reserve’s 5% limit. It was not until 2012 that Federal Reserve 
Bank of New York (FRBNY) examiners learned that, for over six years, 
JPMorgan had been excluding all of the commodities held in JPMorgan 
Chase Bank when calculating the market value of its commodity 
holdings for purposes of the Federal Reserve’s 5% limit.^'*^^ JPMorgan 
had excluded its bank’s holdings despite the financial holding 
company’s having committed to “limit the amount of physical 
commodities that it holds at any one time to 5% of its consolidated Tier 
1 Capital,” with no express caveat for bank assets.^"*^^ After learning of 


Subcommittee briefing by JPMorgan (10/10/2014). 

Subcommittee briefings by Federal Reserve (10/8/2014) and OCC (9/22/2014). 
Subcommittee briefings by the Federal Reserve (12/13/2013) and (10/8/2014). 

2466 7/21/2005 letter from JPMorgan legal counsel to Federal Reserve Bank of New York, “JPM 
Chase Application for Compl[e]mentary Authority,” PSI-FederalReserve-0 1 -000004 - 028, at 
026. Again, the complementary order was “specifically conditioned on compliance with all the 
commitments made to the Board.” 11/18/2005 “JPMorgan Chase & Co. New York, New York 
Order Approving Notice to Engage in Activities Complementary to a Financial Activity,” 
Federal Reserve website, at 7, 

http://www.federaireserve.gOv/boarddocs/press/orders/2005/2005 111 8/attachment.pdf. 
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JPMorgan’s exclusion, despite concerns expressed by its examiners, the 
Federal Reserve has yet to require JPMorgan to include its bank’s assets 
when valuing the physical commodities held by the financial holding 
company. 

Similarly, from 1995 until early 2012, the OCC appears to have 
been unaware of how JPMorgan Chase Bank calculated its compliance 
with the OCC’s 5% limit. Beginning in 2012, as the OCC examined the 
bank’s practices more closely, it issued a series of supervisory letters 
criticizing and disallowing some of those practices, as explained below. 
In response, JPMorgan Chase Bank agreed to change those practices and 
also recently sold much of the physical metals inventory that had been 
held in the bank’s name. Today, JPMorgan asserts that both the bank 
and holding company continue to be in full compliance with the Federal 
Reserve and OCC size limits. 

Excluding Bank Assets. Perhaps the most striking aspect of 
JPMorgan’s approach to the size limits is its assertion that it can exclude 
all of its bank’s extensive physical commodity holdings when reporting 
to the Federal Reserve on the total market value of the financial holding 
company’s physical commodity assets. Since 2005, when it was first 
granted complementary authority by the Federal Reserve to conduct 
physical commodity activities, JPMorgan has been under an obligation 
to keep the market value of its physical commodity assets below 5% of 
its Tier 1 capital and to report to the Federal Reserve any instance in 
which those assets exceeded 4% of its Tier 1 capital. Normally, a 
financial holding company’s assets include the assets of its bank 
subsidiaries, since they are typically the largest, and may be the only, 
subsidiaries of the holding company. Yet since 2005, JPMorgan has 
apparently never included the physical commodities held by JPMorgan 
Chase Bank when calculating the market value of the financial holding 
company’s physical commodity assets for purposes of complying with 
the Federal Reserve’s 5% limit.^'’^^ 

The Federal Reserve told the Subcommittee that it first learned of 
JPMorgan’s practice in early 2012.^'’** Internal documents from the 
Federal Reserve, OCC, and JPMorgan chronicle what happened. The 
precipitating event came in January 2012, when JPMorgan reported to 
the Federal Reserve Bank of New York (FRBNY) that its physical 
commodity assets had recently exceeded 4% of its Tier 1 capital, the 
reporting threshold established in its 2005 complementary order. 
According to the Federal Reserve and contemporaneous documents, 
when the FRBNY examiners asked JPMorgan what caused the increase 


Subcommittee briefing by Federal Reserve (10/8/2014). 

™*ld. 

2/15/2012 email from FRBNY Staff to OCC staff, “JP Commodities,” OCC-PSl-00000047 - 
049. 
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in the market value of its physical commodity assets, JPMorgan 
indicated that, on or around December 21, 201 1, JPMorgan Chase Bank 
purchased about $1.9 billion of physical aluminum on behalf of a 
client.^''^® JPMorgan told the Subcommittee that, as a result, the bank’s 
total physical aluminum holdings on that date rose to $6.5 billion.^’’^' A 
few weeks later, on January 10, 2012, JPMorgan Chase Bank’s 
aluminum inventory peaked at “3,501,365 metric tonnes,” which 
JPMorgan estimated had “a total value of approximately $7.48 
billion.”^^^^ 

Those enormous holdings put the bank over the OCC’s size limit, 
so to get back under the limit, the bank decided to sell a large amount of 
the aluminum to JPMorgan Ventures Energy Corporation (JPMVEC), an 
affiliate of the financial holding company.^'*’^ Emails between 
regulators indicate that, a month later, as of January 24, 2012, the bank’s 
physical aluminum holdings had decreased in value to $4.9 billion. 
According to an internal Federal Reserve email at the time, JPMorgan 
told FRBNY examiners that nearly 80% of the aluminum at issue - 
purportedly worth $3.8 billion - would continue to be held by JPMorgan 
Chase Bank, while about $1.1 billion in aluminum would be sold to 
JPMVEC a subsidiary of the financial holding company, which meant 
JPMorgan would have to add it to the physical commodity assets subject 
to the Federal Reserve’s 5% limit.^"*’^ According to JPMorgan, the 

Subcommittee briefing by the Federal Reserve (12/13/2013); 2/1 5/2012 email from FRBNY 
Staff to OCC staff, “JP Commodities,” OCC-PSI-00000047 - 049. JPMorgan legal counsel 
described the transaction to the Subcommittee as a swap in which JPMorgan “(1 ) delivered 
contracts for approximately 860,000 tons of aluminum to [its customer], (2) paid [the customer] 
a locational premium of ten million dollars, and (3) received from [the customer] warrants for 
approximately 860,000 tons of aluminum in Vlissingen.” 10/30/2014 letter from JPMorgan legal 
counsel to Subcommittee, PSI-JPMorgan- 1 7-000001 - 003, at 002. JPMorgan legal counsel also 
indicated that the correct total for the transaction was $1.68 billion, rather than $1.9 billion 
reported at the time; the discrepancy between the two numbers is not explained. 1 1/5/2014 email 
from JPMorgan legal counsel to Subcommittee, PSI“JPMorgan”22-000001 - 004, at 001. 

1 1/10/2014 email from JPMorgan legal counsel to Subcommittee, PSI-JPMorgan-23-000001 
-006, at 001. 

Id. at 001. At 3.5 million metric tons, JPMorgan Chase Bank’s aluminum holdings were so 
large that they exceeded more than half of the physical aluminum consumed in North America 
that year. See undated “Primary Aluminum Consumption, 2011-2013,” European Aluminum 
Association website, http://www.alueurope.eu/consumption-primary-aluminium-consumption- 
in-world-regions/ (indicating North American primary aluminum consumption in 2012 was 5.3 
million metric tons). 

Subcommittee briefings by the Federal Reserve (12/13/2013) and JPMorgan (10/10/2014); 
2/15/2012 email from FRBNY staff to OCC staff, “JP Commodities,” OCC-PSI-00000047 - 049, 
at 049. 

2/1/2012 email from FRBNY staff to Federal Reserve staff, “aluminum inventory balances at 
JPMC,” FRB~PSI-200827 - 83 1, at 831 . It is unclear how the value of the bank’s aluminum 
holdings dropped from $7.48 billion to $4.9 billion, a difference of $2.58 billion, over the course 
of that month. 

2/1/2012 email from FRBNY staff to Federal Reserve staff, “aluminum inventory balances at 
JPMC,” FRB-PSI-200827 - 831, at 831. JPMorgan legal counsel has indicated that the correct 
value of the aluminum sold to JPMVEC was $921 million rather than $1.1 billion, writing that, 
on January 19, 2012, JPMorgan Chase Bank sold, “in an arms-length, at-market transaction, 
419,400 metric tonnes of aluminum to JPMVEC at $2,196.75 per metric tonne, or approximately 
$921 million.” 1 1/5/2014 letter from JPMorgan legal counsel to Subcommittee, PSI-JPMorgan- 
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additional aluminum put the financial holding company’s assets over the 
4% reporting threshold, which was why JPMorgan had notified the 
Federal Reserve Bank of New York.^"'™ 

According to Federal Reserve emails, when JPMorgan Informed its 
FRBNY examiners about the details of the aluminum trade, it marked 
the first time that the FRBNY examiners discovered that JPMorgan was 
not “reporting the full balance of its aluminum inventory for compliance 
with the 5% of Tier 1 capital rule, but rather only the portion that is held 
in non-bank affiliates.”^ ’’’’ Upon further inquiry, the FRBNY examiners 
learned that, during 2011, JPMorgan’s physical commodities holdings, 
when the bank’s assets were included (but excluding bullion), had 
ranged from $8.9 billion to $14.4 billion, and exceeded 5% of 
JPMorgan’s Tier 1 capital in every month of the year.^'*’* The FRBNY 
examiners were told that, as of February 2012, JPMorgan’s total 
physical inventory (excluding bullion) was “$1 2.4 billion, which would 
exceed their 5% of Tier 1 capital limit (~$7.5 bn) by about $5 billion if 
the limit were applicable.”^'* ’ 

The discovery that JPMorgan was excluding its bank’s holdings 
when calculating its compliance with the Federal Reserve’s 5% limit 
raised concerns among the FRBNY examiners that JPMorgan was either 
bypassing the limit or the limit itself was ineffective in ensuring safety 
and soundness. As one FRBNY examiner wrote in an email: “It strikes 
me that the 5% Tier 1 capital limit should apply to all activity (whether 
its conducted in a bank or non-bank) given that the limit is relative to the 
consolidated organization’s [T]ier I capital. 

JPMorgan told the Subcommittee that it discussed the aluminum 
trade in a meeting with the OCC on January 1 7, 20 1 2.^’**' It was two 
days later, on January 1 9, 20 1 2, that JPMorgan Chase Bank actually sold 
the 419,400 metric tons of aluminum to JPMVEC.^^*^ On February 15, 
2012, the FRBNY examiners raised the matter with their OCC 
counterparts who were already aware of JPMorgan’s large aluminum 


19-000001 - 004, at 001 - 002. The discrepancy between the $921 million reported to the 
Subcommittee in the November 2014 letter and the $1.1 billion reported to the Federal Reserve 
in 2012, is not explained. 

Subcommittee briefing by JPMorgan (10/10/2014). 

Id. See also Subcommittee briefings by the Federal Reserve (12/13/2013) and (10/8/2014) 
(confirming Federal Reserve examiners first learned of the exclusion in 2012). 

2478 2/17/2012 email from FRBNY staff to Federal Reserve staff, “aluminum inventory balances 
at JPMC,” FRB-PSI-200827 - 83 1 , at 827. 

Id. It is unclear whether these figures included the entire amount of aluminum then held by 
the bank and its holding company. 

Id. at 829. 

Subcommittee briefing by JPMorgan (10/10/2014). 

1 1/5/2014 letter from JPMorgan legal counsel to Subcommittee, PSI-JPMorgan-I9-000001” 
004, at 001 -002. 
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trade^'*®^ and already analyzing how the new aluminum holdings in the 
bank affected the OCC’s separate 5% limit?'^®'* The OCC limit focused, 
not on Tier 1 eapital, but on the percentage of derivative trades that 
resulted in the physieal delivery of commodities to the bank. The 
FRBNY examiners learned that the OCC examiners had determined that 
the aluminum trade had caused JPMorgan Chase Bank to breach the 
OCC’s 5% limit by a large margin over the course of a month, from 
December 21, 201 1 through January 20, 2012, the day on whieh the 
aluminum transfer by the bank to JPMVEC settled.^"* ® 

When asked about these developments, JPMorgan told the 
Subeommittee that it redueed its holdings as quickly as it could, came 
back under the OCC’s limit within 30 days, and never breached the 
Federal Reserve’s separate 5% limit at all.^'*** JPMorgan explained to 
the Subeommittee that the bank’s efforts to quickly reduce its aluminum 
holdings had been stymied, not only by the holidays, but also by a 
deeline in the notional amount of outstanding derivatives held by the 
bank, whieh is the denominator for the OCC 5% calculation.^'*®’ 
JPMorgan told the Subcommittee that it had hedged nearly all of its 
aluminum position by selling forward contracts, and thus had relatively 
small “net” aluminum positions that it could dispose of to reduce its 
overall holdings.^”*®® 

When asked about excluding the bank’s assets when reporting the 
market value of the financial holding company’s physical commodity 
assets to the Federal Reserve, JPMorgan explained that the Federal 
Reserve’s 5% limit applied only to physical commodity holdings 
acquired as a result of complementary activities; that the bank did not 
and could not act under “complementary” authority since only financial 
holding companies could employ that authority; that the bank’s activities 
took place under a separate grant of authority from the OCC to accept 
physical deliveries of commodities in a small percentage of derivatives 
trading transactions; and that the bank’s physical commodity holdings 


Subcommittee briefing by the OCC (9/22/2014); 2/15/2012 email from FRBNY staff to OCC 
staff, “JP Commodities,” OCC-PSI-00000047 - 049; 2/15/2012 email from FRBNY staff to 
Federa! Reserve staff, “aluminum inventory balances at JPMC,” FRB-PSI-200827 - 831, at 829. 
^^^2/15/2012 email from FRBNY staff to OCC staff, “JP Commodities,” OCC-PSl-00000047 - 
049, at 048. 

8/1/2012 email from JPMorgan to OCC staff, “5% limit calculation method,” OCC-PSI- 
00000324 (indicating the sustained breach of the OCC limit); 1 1/5/2014 letter from JPMorgan 
legal counsel to Subcommittee, PSI-JPMorgan-1 9-000001 - 004, at 002 (reflecting that the 
“transaction settled on January 20, 2012”). JPMorgan Chase Bank later attempted to change 
how it calculated compliance with the OCC limit, by using average holdings over a three or 
twelve month period, which would have minimized the impact of large trades like the aluminum 
trade in late 2011. That methodology was disallowed by the OCC. See discussion, below. 

Subcommittee briefing by JPMorgan (10/10/2014). 

10/30/2014 letter from JPMorgan legtd counsel to Subcommittee, PSI-JPMorgan- 17-000001 
-003, at 002. 

1 1/5/2014 letter from JPMorgan legal counsel to Subcommittee, PSl-JPMorgan-I9-00000l - 
004, at 002. 
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were, therefore, separate from and not subject to the Federal Reserve’s 
5% limit?''®’ 

JPMorgan also expressed surprise that the Federal Reserve had 
been unaware of its ongoing exclusion of the bank assets?''” A 
JPMorgan representative told the Subcommittee that, at some point in 
early 2010, she had a conversation with Federal Reserve personnel in 
Washington, D.C. that she thought indicated they “must have known 
there were metals in the bank.”^'”* Federal Reserve representatives told 
the Subcommittee, however, that they were unaware of that earlier 
conversation, had been unaware of the financial holding company’s 
practice, and it was clear that the examiners in New York first learned of 
the practice in connection with the aluminum transaction in 2012?'*” 

The internal emails exchanged between the FRBNY and OCC examiners 
in early 2012 also indicate that JPMorgan’s FRBNY examiners had been 
unaware of the exclusion prior to that time. 

In early February 2012, the FRBNY examiners consulted with the 
Federal Reserve’s legal department to determine whether JPMorgan was 
permitted to exclude its bank’s physical commodity holdings when 
calculating the market value of its physical commodity assets for 
purposes of the 5% limit, on the theory that the bank’s assets were held 
under “separate authority granted by the OCC . . . rather than under FRB 
compl[e]mentary authority The Federal Reserve legal department 
concluded that JPMorgan’s interpretation was a possible interpretation 
of the limit and that it would not object to that interpretation.^^’'* Despite 
that legal analysis, the FRBN Y examination team remained “very 
concerned . . . [with] not looking at the activity across the consolidated 
organization [because] [i]f we don’t do that the limit strikes us as not 
very meaningful.”^'*’^ 

JPMorgan and the Federal Reserve told the Subcommittee that 
JPMorgan continues to exclude physical commodities held by JPMorgan 
Chase Bank when calculating the market value of the physical 
commodity assets held by the financial holding company.^'*’^ The 
Federal Reserve acknowledged to the Subcommittee that it typically 
looks at a bank holding company holistically, and includes all bank 
assets when evaluating the holding company’s assets. The Federal 
Reserve told the Subcommittee that it was unable to identify any other 


Subcommittee briefing by JPMorgan (10/10/2014). 

Id. 

Subcommittee briefing by Federal Reserve (10/8/2014). 

2/1/20 12 email from FRBNY staff to Federal Reserve staff, “aluminum inventory balances at 
JPMC,” FRB-PSI-200827 - 831, at 831. 

Id. at 828. 

Subcommittee briefings by the Federal Reserve (10/8/2014) and JPMorgan (10/10/2014). 
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instance in which, when calculating the assets held by the financial 
holding company, it excluded the assets of a subsidiary bank. 


Excluding Other Assets. Bank assets were not the only assets 
JPMorgan excluded when calculating the market value of the financial 
holding company’s physical commodity assets for purposes of 
complying with the Federal Reserve’s 5% limit. 


A second exclusion was its copper holdings. As indicated in the 
prior section, JPMorgan is an active trader of copper and, from 2008 to 
2012, maintained physical copper inventories whose value ranged from 
$148 million to $2.7 billion, with holdings frequently in excess of $1 
billion.^'*^® JPMorgan told the Subcommittee that it did not include any 
of its copper holdings when calculating compliance with the Federal 
Reserve’s 5% limit.^'*^^ JPMorgan explained to the Subcommittee that 
its physical copper was not only held by its bank, but it was also 
categorized as “bullion,” and for both reasons could be excluded from its 
physical commodity holdings for purposes of complying with both the 
Federal Reserve and OCC limits.^ ”” As indicated earlier, the OCC has 
treated copper as bullion for years.^*®' The Federal Reserve told the 
Subcommittee that it explicitly authorizes banks to deal in bullion, 
including copper, and as a result, a financial holding company could 
hold copper under that separate authority rather than under its 
complementary authority, and so exclude its copper holdings when 
calculating compliance with the Federal Reserve’s complementary 5% 
limit.^^'’^ While excluding copper is permissible according to regulators, 
excluding billion-dollar copper inventories from regulatory size limits, 
despite copper’s trading status as a base metal, and the risk that even 
small price decreases could dramatically lower the value of large 
holdings, seems to have little economic rationale from a safety and 
soundness perspective. 


Still another exclusion that JPMorgan employed for two years 
involved the power plants it obtained through its Bear Stearns 
acquisition in 2008. At that time, among other physical commodity 


Subcommittee briefing by the Federal Reserve (10/8/2014). 

See discussion above; attachment to 3/22/2013 letter from JPMorgan legal counsel to 
Subcommittee, JPM-COMM-PSI-00001 5 - 019, at 015; 9/26/2013 “Fed/OCC/FDlC Quarterly 
Meeting,” prepared by JPMorgan, page entitled: “Key Risk Positions - as of June 28, 2013[:] 
Key Risk Positions in Bank,” at FRB-PSI-301382 - 396, at 388. 

^■^^^Subcommittee briefing by JPMorgan (10/10/2014). 


See OCC Interpretive Letter No. 693 (11/14/1995), PSI-OCC-01-000135 - 141 (defining 
copper as bullion). See 12 C.F.R. §225.28(b)(8)(iii) (stating that a permissible nonbank activity 
includes: “Buying, selling and storing bars, rounds, bullion, and coins of gold, silver, platinum, 
palladium, copper, and any other metal approved by the Board, for the company’s own account 
and the account of others, and providing incidental services such as arranging for storage, safe 
custody, assaying, and shipment”). 

10/29/2014 email from the Federal Reserve to Subcommittee, “Outstanding requests,” PSI- 


FRB-}6-000001 -002. 
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assets, JPMorgan acquired tolling agreements and ownership interests in 
27 power plants.^^°^ JPMorgan later put a market value on the tolling 
agreements with those and a few other power plants in the range of $2 
billion to $2.3 billion.^™'' In addition to the sheer size of those holdings, 
the normal practice at the time was for financial holding companies to 
include the market value of those types of power plant assets in their 
physical commodity holdings subject to the Federal Reserve’s 5% limit. 
Despite those factors, JPMorgan excluded its power plant assets when 
calculating its compliance with the Federal Reserve’s 5% limit for over 
two years. 

Prior to the Bear Steams acquisition in 2008, JPMorgan had never 
engaged in power plant activities or sought complementary authority to 
do so. As part of the Bear Stearns transaction, the Federal Reserve Bank 
of New York (FRBNY) gave JPMorgan a two-year grace period during 
which “any assets or activities acquired from Bear Stearns that 
JPMorgan is not currently permitted to own or engage in shall be treated 
as permissible assets or activities for a period of two years. That 
grace period applied to the 27 power plants, as part of the Bear Stearns 
acquisition. JPMorgan took the position that, for the next two years, it 
held the power plants under the authority of the FRBNY two-year grace 
period, and not under its complementary authority, and so could exclude 
them when calculating the market value of its physical commodity 
holdings subject to the Federal Reserve’s 5% limit. JPMorgan took 
that position even though the FRBNY letter contained no language 
related to excluding the value of permissible assets from JPMorgan’ s 
physical commodity holdings. 

JPMorgan held the Bear Stearns power plants from March 2008 to 
March 2010, without including their market value in its calculations of 
the total market value of its commodity holdings for purposes of the 
Federal Reserve’s 5% limit. There is no indication that JPMorgan 
informed the Federal Reserve of its practice, or that the Federal Reserve 
inquired about the matter. On February 5, 2010, JPMorgan asked the 
Federal Reserve to extend the grace period for another year, and also 
explicitly requested permission to conduct its energy tolling and other 


See discussion above; undated 2014 JPMorgan chart, “Power Plants Owned or Controlled via 
Tolling Agreements, 2008 to present,” prepared by JPMorgan for the Subcommittee, JPM- 
COMM-PSI-000022 - 025. 

"" See, e.g., 9/26/20 1 3 “Fed/OCC/FDIC Quarterly Meeting,” prepared by JPMorgan for a 
meeting with its regulators, FRB-PSI-301382 - 396, at 387. 

3/16/2008 letter from FRBNY to JPMorgan, PSI-FRB- 19-000001 - 003, at 002 [sealed 
exhibit]. 

2506 10/21/2014 letter from JPMorgan legal counsel to Subcommittee, PSI-JPMorgan- 15-000001 
- 008, at 003. 
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power plant activities outside of the 5% limit.^^"^ The Federal Reserve 
extended the grace period for one more year, until March 2011. 

On June 30, 2010, the Federal Reserve issued a complementary 
order authorizing JPMorgan to conduct its power plant activities as 
complementary activities.^^®* At the same time, the Federal Reserve 
denied JPMorgan’s request to exclude the value of its power plant assets 
when calculating compliance with the Federal Reserve’s 5% limit, 
instead explicitly directing inclusion of the market value of its various 
power plant assets.^^'*’’ It was only after the new complementary order 
was issued that JPMorgan began to include the value of its power plant 
assets when calculating its compliance with the Federal Reserve’s 5% 
limit.^^'° The end result was that, for more than two years after 
acquiring the 27 Bear Steams power plant interests, from March 2008 to 
July 2010, JPMorgan excluded their $2 billion value from its calculation 
of compliance with the Federal Reserve’s 5% limit. Because the Federal 
Reserve never decided the issue, it is unclear whether JPMorgan’s 
exclusion was permissible, and whether the same approach may be 
applied by JPMorgan or other financial holding companies when 
acquiring physical commodity assets that enjoy a two-year grace period 
before being required to conform with Federal Reserve requirements. 

A third exclusion involved leases on oil and gas storage facilities. 
The FRBNY Commodities Team found that, while leases on power 
plants were included in the calculation of the market value of a financial 
holding company’s physical commodity assets, some financial holding 
companies excluded “leases on infrastmcture such as oil and gas storage 
facilities.”^^" A different Federal Reserve examination document noted 
that JPMorgan was “leasing oil and natural gas storage” as well as “oil 
tankers and pipeline capacity JPMorgan told the Subcommittee 
that it normally excluded those types of infrastructure leases from its 
market value calculations for purposes of the 5% Federal Reserve 
limit. The Commodities Team stated in its 2012 Summary Report 


2/5/2010 letter from JPMorgan legal counsel to the Federal Reserve, FRB-PSl-300286 - 290, 
at 286, 287 (stating; “[T]he Board has indicated that it has in the past subjected tolling activities 
of [financial holding companies] to the [5%] limit because tolling contracts expose the toller to 
the risk that the plant proves to be uneconomical to operate, which can occur when the cost of 
producing power is greater than the power’s market price. However, given the competitive 
disadvantages that JPMC would suffer from having to manage its entire physical commodity and 
tolling activity under the [5%] limit, JPMC respect[fully] submits that the risks involved in 
toiling can be managed pursuant to robust risk management processes subject to regulatory 
examination.”). 

6/30/2010 letter from the Federal Reserve to JPMorgan, FRB-PSI--302571 - 580. 

Id. at 578 - 579. 

Subcommittee briefings by JPMorgan (4/23/2014) and (10/10/2014). 

^^"2012 Summary Report, at FRB-PSI-200477 - 510, at 506 [sealed exhibit]. 

^^'^Undated but likely in the second half of 2013 memorandum, “Commodities Focused 
Regulatory Work at JPM,” prepared by Federal Reserve, FRB-PSl-300299 - 302, at 299 [sealed 
exhibit]. 

Subcommittee briefing by JPMorgan (4/23/2014). 
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that it was “investigating [the] interpretation of the rule.”^^''^ The 
Federal Reserve told the Subcommittee that, currently, such leases are 
normally not included in the calculation of a financial holding 
company’s physical commodity assets for purposes of the 5% limit. 

The Federal Reserve also noted that its Advanced Notice of Proposed 
Rulemaking raised questions about whether such leasing arrangements 
should be approved as complementary activities at all and solicited 
public comment on how to reduce the safety and soundness risks they 
present.^^'^ 

Reducing Asset Values. In addition to excluding assets, 
JPMorgan also used techniques to minimize the value of its assets when 
calculating the overall market value of its physical commodity holdings 
for purposes of complying with the Federal Reserve’s 5% limit. In 
particular, it used two techniques to try to reduce the market value of its 
power plant assets, once it was required to include them in its overall 
physical commodity holdings. After the Federal Reserve learned that 
JPMorgan was using those techniques on its power plant assets, it 
disallowed them. 

The first involved a netting practice. When JPMorgan began 
including power plant tolling agreements in its Federal Reserve 
calculation for the first time in 20 1 0, it initially calculated the values on 
a “net” basis, which reduced their market value. According to 
JPMorgan, once the Federal Reserve learned of this practice, the 
regulator disallowed it.^^’* On July 5, 201 1, JPMorgan raised the issue 
again, formally asking the Federal Reserve for permission to “exclude 
fi-om its calculation of the 5% Limit the value of its rights under Energy 
Tolling agreements to the extent that JPM Chase has effectively 
assigned its rights ... to an unaffiliated third party. In other words, 
JPMorgan proposed that if it had a tolling agreement with a power plant, 
but then assigned or “re-tolled” that agreement to an independent third 
party, then JPMorgan could calculate the agreement’s market value 
according to the netted revenues it would receive from the re-tolled 
agreement. JPMorgan noted that payments under a re-tolling 
agreement would “not necessarily offset dollar for dollar” the payments 
owed by JPMorgan under the original tolling agreement, and so 


2514 2 Q 12 Summary' Report, at FRB-PSl-200477 - 510, at 506 [sealed exhibit], 

U/17/2014 email from Federal Reserve to Subcommittee, PSl-FRB-2i-000001 - 002, at 002. 
Id. See also Federal Reserve advance notice of proposed rulemaking, “Complementary 
Activities, Merchant Banking Activities, and Other Activities of Financial Holding Companies 
related to Physical Commodities,” 79 Fed. Reg. 3329 (1/21/2014), 
http://www.gpo.gOv/fdsys/pkg/FR-2014-01-21/pdf/FR-2014-01-2i.pdf. 

Subcommittee briefings by JPMorgan (4/23/2014) and (10/10/2014). 

2518 jd, 

2519 7 / 5/201 j “Request to modify a commitment made by JPMorgan Chase & Co. in connection 
with its notice to, and approval by, the Federal Reserve to engage in energy tolling,” prepared by 
JPMorgan and submitted to the Federal Reserve, FRB-PSl-300258 - 263, at 260. 

^'“Id. 
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proposed that it be allowed to net out the “present value of future 
committed receivables” from third parties against the payments owed by 
JPMorgan under the original tolling agreement.^^^' JPMorgan calculated 
that the netting technique would reduce the market value of its tolling 
agreements by about $300 million, from $2.3 billion to $2.0 billion.^ 

The Federal Reserve denied JPMorgan’s request to use netting 
when valuing its tolling agreements.^^^^ An internal Federal Reserve 
memorandum reviewing JPMorgan examination issues explained: “FRB 
[Federal Reserve Board] denied this request for several reasons, 
including that permitting netting would have allowed the firm to enter 
into unlimited tolling agreements, which would have been inconsistent 
with the spirit of the 5% limit on physical activity In other words, 
the Federal Reserve viewed the 5% limit as a way of limiting the amount 
of physical commodity activities that a financial holding company may 
conduct, and so opposed a netting arrangement that, in effect, would 
have removed the limit with respect to tolling agreements. 

A second technique JPMorgan used involved reducing the market 
value of the “capacity payments” paid in connection with its power 
plants. The Federal Reserve has defined a “capacity payment” as a 
“fixed periodic payment that compensates the power plant owner for its 
fixed costs.”^^^’ When it received complementary authority to enter into 
tolling agreements in June 2010, JPMorgan committed to including “the 
present value of all capacity payments to be made by it in connection 
with energy tolling agreements in calculating its compliance with” the 
5% limit.®^^ On July 5, 201 1, JPMorgan asked to modify that 
commitment by excluding certain portions of the capacity payments, 
including “debt and equity payments associated with the power planf ’ 
and variable “operating” and “maintenance” expenses, so that a much 
smaller portion of the capacity payments - reflecting only “fixed costs” 
- would count towards the 5% limit.^^^’ 

An internal JPMorgan document indicates that JPMorgan actually 
made that change in its valuation methodology in November 2010, 


at 261 . 

Undated but likely in the second half of 2013 memorandum, “Commodities Focused 
Regulatory Work at JPM,” prepared by Federal Reserve, FRB-PSI-300299 - 302, at 302 [sealed 
exhibit]. 

“""Id. 

"’""Undated but likely late 2010 or early 2011 JPMorgan memorandum, “CONFIDENTIAL - 
Methodology for Calculating Capacity Payments for Purposes of 5% Limit," FRB-PSl-300345 - 
347, at 345. 

Id. See also 6/30/2010 letter from the Federal Reserve to JPMorgan, FRB-PSl-302571 - 580, 
at 578. 

"’""Undated but likely late 2010 or early 2011 JPMorgan memorandum, “CONFIDENTIAL - 
Methodology for Calculating Capacity Payments for Purposes of 5% Limit,” FRB-PSI-300345 - 
347, at 345. See also 3/3/201 1 Federal Reserve document, “Resolved Issues,” FRB-PSI-30460 1 
- 604, at 604 (discussing “Tolling Calculation - Capacity Paymenf ’) [sealed exhibit]. 
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without getting prior approval from regulators?^^* According to 
projections by JPMorgan, the change potentially reduced the capacity 
payments that would count towards the cap from about $2.1 billion to 
about $560 million, a reduction of nearly 75%.^^^^ In 2011, the Federal 
Reserve rejected the change in methodology, reasoning that capacity 
payments include the “total fixed periodic payments as specified in a 
tolling contract,” not just the “fixed operating costs.”^^^° 

The Federal Reserve’s rejection of JPMorgan’s two techniques to 
lower the reported market value of its power plant assets represent rare 
occasions in which the Federal Reserve did not go along with 
JPMorgan’s efforts to reduce the impact of the Federal Reserve’s 5% 
limit. 


Stretching the OCC Limit. Since 1995, the OCC has expressly 
prohibited a national bank from accepting or delivering physical 
commodities in more than 5% of its derivative transactions. Yet, from 
1995 until 2012, it appears as though JPMorgan Chase Bank was largely 
unaware of the OCC’s 5% limit, and may have even believed that it was 
20%.^”’ JPMorgan Chase Bank also used aggressive interpretations and 
loopholes to reduce the impact of the OCC limit. 

Among other measures, JPMorgan Chase Bank’s actions included 
calculating the value of its metals inventory: (1) on a physical volume 
basis, meaning tracking metric tons, instead of tracking the dollar value 
of those tons; (2) on an aggregated basis, meaning applying the limit to 
the overall amount of its metals holdings instead of applying the limit 
on a metal-by-metal basis;^^^^ and (3) on a total notional amount basis, 
meaning measuring the amount of the bank’s derivatives holdings on a 
notional rather than net basis, which inflated the base against which the 
5% limit was applied.^^^^ Taken together, these three interpretations 


Undated but likely late 2010 or early 201 1 JPMorgan memorandum, “CONFIDENTIAL - 
Methodology for Calculating Capacity Payments for Purposes of 5% Limit,” FRB~PSI-300345 - 
347, at 345. See also Subcommittee briefing by JPMorgan (4/23/2014). 

Undated but likely late 2010 or early 201 1 JPMorgan memorandum, “CONFIDENTIAL - 
Methodology for Calculating Capacity Payments for Purposes of 5% Limit,” FRB-PSI-300345 - 
347, at 347; Subcommittee briefing by JPMorgan (4/23/2014). See also 2012 Summary Report, 
at FRB-PSI-200477 - 510, at 505 [sealed exhibit]. 

3/3/2011 Federal Reserve document, “Resolved Issues,” FRB-PSI-304601 - 604, at 604 
(discussing “Tolling Calculation - Capacity Payment”) [sealed exhibit]. See also 2012 Summary 
Report, at FRB-PSI-200477 - 510, at 505 [sealed exhibit]. 

See 1/25/2012 email from OCC staff to OCC staff, “Guidance on 5% rule,” OCC-PSI- 
00000343-345 (“The bank used to believe it was 20% and I asked them to show me where they 
got that interpretation.”). 

See, e.g., 1/1 1/2012 email fiom Mark Lenezowski, JPMorgan, to OCC staff, “Consolidated 
OCC Summary 10 Jan 20 12,” OCC-PSl-00000336; i/25/2012 email from OCC staff to OCC 
staff, “Guidance on 5% rule,” OCC-PSI-00000343 - 345 (allowing aggregating) [sealed exhibit]. 

See 10/21/2014 letter from JPMorgan legal counsel to Subcommittee, PSI-JPMorgan-15- 
000001 - 008, at 006. 
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rendered the OCC’s 5% limit effectively meaningless as a risk 
management or prudential safeguard.^^^'' 

Additionally, JPMorgan Chase Bank attempted to replace the 
OCC’s requirement to calculate the tonnage of physical assets held by 
the bank on a specific day, with using the average tonnage over a 12- 
month or 3-month rolling period, which would have allowed the bank to 
take delivery of more physical commodities overall,^”^ In addition to 
those calculation strategies, JPMorgan Chase Bank also omitted data on 
the bank’s holdings of “base metals, investor products, and agricultural 
and soft commodities” from a report to the OCC on its physical 
commodity assets;^^^* and employed anticipatory and portfolio hedging 
tactics that stretched the permissible relationship between its physical 
commodity transactions and the derivative transactions they were 
supposedly hedging.^”’ The OCC has objected to some of those tactics, 
but has not registered objections to others. 

In December 2011, JPMorgan Chase Bank made a transfer of 
approximately $1 billion in physical aluminum^^^® to JPMVEC, which 
was outside the bank, but run by many of the same employees. This 
transaction moved physical metal to the financial holding company, but 
did not act as a derivative hedge for the bank. As a result, it triggered 
more intensive reviews of the bank’s conduct by the OCC. 

Over the next three years, the OCC cited a number of concerns 
with how JPMorgan was complying with the agency’s 5% limit. In 
March 2012, the OCC sent a Supervisory Letter to JPMorgan Chase 
Bank identifying significant control weaknesses and regulatory non- 
compliance in how the bank was conducting its commodity activities. 


For example, a bank could still be in compliance with the OCC 5% limit if it held a long 
derivatives position for 1 million tons of aluminum that was offset by a short derivatives position 
for 999,999 tons of aluminum, but then had 99,000 physical tons of nickel, representing 5% of 
the total notional tonnage of derivatives. The net derivatives exposure in aluminum is just 1 ton, 
and yet it could be “hedged” with 99,000 tons of physical nickel. The OCC confirmed for the 
Subcommittee that this extreme example would be consistent with the 5% limit as currently 
applied. However, the OCC noted that the facts in this example may run afoul of other 
requirements set forth in the OCC’s Interpretive Letters, such as the hedging requirement. 
Subcommittee briefing by the OCC (9/22/2014). 

See, e.g., 1/10/2012 email from Michael Kirk, OCC, to Fred Crumlish, OCC, “GCG Exam, 
Bank seeks guidance on 5% rule,” OCC-PSI-00000342; 2/15/2012 email from Mark 
Lenezowski, JPMorgan, to Michael Kirk, OCC, “5% Limit Calculation,” OCC-PSI-00000324; 
10/4/2012 email from Michael Kirk, OCC, to Fred Crumlish, OCC, “Mark Lenszowki Call on 
5% rule,” OCC-PSI-00000346 (disallowing averaging) [sealed exhibit]. 

““See 6/27/2013 OCC Supervisory Letter JPM-20I3-36, OCC-PSl-00000312 - 314 (citing 
3/28/2012 OCC Supervisory Letter JPM-2012-13 (requiring corrected report) [sealed exhibit], 
““ See 4/15/2014 OCC Supervisory Letter JPM-2014-23. OCC-PSl-00000315 - 320 [sealed 
exhibit]. 

While contemporaneous documents reflected the transaction as valued at $ 1 . 1 billion, 
JPMorgan legal counsel told the Subcommittee that the transaction was an “arms-length, at- 
market transaction” for “approximately $921 million,” 1 1/5/20 1 4 letter from JPMorgan legal 
counsel to Subcommittee, PSI-JPMorgan-i9-000001 - 004, at 002. 
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including with respect to its implementation of the 5% limit.^^^^ The 
OCC sent a followup Supervisory Letter in June 201 3. In April 
2014, after concluding an extensive analysis of JPMorgan Chase Bank’s 
activities, the OCC found that the bank was “making or taking physical 
delivery of metal in connection with spot and forward transactions in a 
manner that [was] beyond the scope of metals activities authorized in 
OCC interpretive letters.”^^'" In other words, the bank was engaging in 
physical spot market transactions, forward contracts, and swaps that 
were not clearly customer-driven or linked to hedging transactions, as 
required by OCC rules. 

In May 2014, JPMorgan Chase Bank informed the OCC that it 
would cease the impermissible activities by July 1, 2015, and thereafter 
conduct them “in a subsidiary or affiliate of the Bank for which such 
activities are permissible” under Section 716 of the Dodd-Frank Wall 
Street Reform and Consumer Protection Act.^^”*^ The bank further 
committed that, prior to July 1, 201 5, it would keep its base metals 
“within the quantitative limits established by the OCC.”^^"*^ On June 27, 
2014, the OCC essentially accepted JPMorgan Chase Bank’s proposal, 
giving JPMorgan more time to reconfigure its currently impermissible 
derivative and physical commodity activities.^^'*'’ 

(3) Issues Raised by JPMorgan’s Involvement with Size 
Limits 

JPMorgan’s actions raise a number of concerns about the 
effectiveness of the existing Federal Reserve and OCC limits to assess 
and limit the size of physical commodity activities at banks and their 
holding companies. Those size limits were developed to promote the 
safety and soundness of banks and their holding companies, and protect 
U.S. taxpayers from physical commodity activities posing outsized 
financial, operational, and catastrophic event risks. The facts show that 
JPMorgan was able to reduce the impact of both sets of limits by using 
aggressive interpretations that, in some cases, took years for regulators 
to uncover and, in other cases, identified loopholes that the regulators 
have so far failed to close. Key issues include the ongoing exclusion of 
key assets when applying the limits, valuation methodologies that 

3/28/2012 OCC Supervisory Letter JPM-2012-13, OCC-PSI-00000303 - 306 [sealed 
exhibit]. 

See 6/27/2013 OCC Supervisory Letter JPM-2013-36, OCC-PSI-000003 12 - 3 14 [sealed 
exhibit], 

4/15/2014 OCC Supervisory Letter JPM-2014-23, OCC-PSI-00000315 - 320, at 315 [sealed 
exhibit]. The OCC took exception, in particular, to JPMorgan Chase Bank’s extensive activities 
in the spot markets for base metals, 

5/15/2014 letter from JPMorgan Chase Bank to OCC, “Supervisory Letter JPM-2014-23 (the 
“Letter”),” OCC-PSI-00000321 [sealed exhibit]. 

Id. This pledge did not, however, include copper which remains exempt from the OCC’s size 
limit. 

6/27/20 1 4 letter from OCC to JPMorgan Chase Bank, “Management Response to SL JPM- 
2014-23, MRA Follow-Up," OCC-PSI-00000323 [sealed exhibit]. 
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minimize the value of some assets, the absence of comprehensive, 
standardized reports to track compliance with the limits, and a current 
lack of coordination that, together, allow financial holding companies to 
amass billions of dollars in physical commodity holdings far in excess of 
5% of its Tier 1 capital. 

(a) Excluding Bank Assets 

The 2005 order granting JPMorgan’s complementary authority was 
explicitly conditioned upon JPMorgan’s commitment to “limit the 
amount of physical commodities that it holds at any one time to 5% of 
its consolidated Tier 1 Capital.”^^'’’ The order contains no caveat 
exempting JPMorgan’s bank which, even in 2005, held billions of 
dollars in physical commodities. As far as the Subcommittee has been 
able to determine, JPMorgan is alone among financial holding 
companies in claiming that its obligation to limit the size of its physical 
commodity holdings excludes the physical commodities held by its 
bank. The Federal Reserve itself has been unable to identify for the 
Subcommittee any other instance in which it disregards a financial 
holding company’s subsidiary bank when evaluating the size of the 
financial holding company’s assets or when evaluating the financial 
holding company’s compliance with a safety and soundness limitation 
on its holdings. 

Disregarding the bank’s physical commodity holdings is 
particularly inappropriate in the case of JPMorgan, since the same 
employees, working for JPMorgan Ventures Energy Corporation, 
execute physical commodity transactions on behalf of both the holding 
company and the bank.^^'*^ That arrangement has meant, on a practical 
level, that the holding company and its bank have long conducted their 
physical commodity activities in an integrated fashion, sharing 
personnel, support functions, and infrastructure. JPMorgan disclosed 
that arrangement when it sought complementary authority in 2005; there 
was no indicating then, nor was the Federal Reserve aware for the next 
seven years, that JPMorgan planned to exclude its bank’s holdings when 
reporting the market value of its physical commodity assets for purposes 
of complying with the 5% limit. 

The Federal Reserve and OCC’s own examiners have expressed 
concern that excluding the bank’s assets has rendered the 5% limit 
ineffective. One Federal Reserve examiner wrote that the examination 
staff was “very concerned ... [with] not looking at the activity across the 
consolidated organization [because] [i]f we don’t do that the limit strikes 


7/21/2005, letter from JPMorgan counsel to the Federal Reserve Bank of New York, “JPM 
Chase Application for Compl[e]mentary Authority,” PSI-FederalReserve-0 1-000004 - 028, at 
026. 

at012. 
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us as not very meaningful.”^^'*"' Another Federal Reserve examiner, in a 
communication with the OCC, noted the “mismatch” between allowing 
a financial holding company to use the Tier 1 capital amount for the 
entire “consolidated” group, but then exclude consideration of the 
substantial assets at the bank: 

“The FRS [Federal Reserve System] limit maintains that the firm 
cannot hold a market value of physical commodities and certain 
assets (e.g. tolling agreements) exceeding 5% of the consolidated 
organization's Tier 1 capital; the firm supplies a file each month 
showing physical commodity balances in relation to Tier 1 capital. 
Our lawyers [at the Federal Reserve] have told us that this limit 
only applies to the subsidiaries and not the national bank, which is 
under separate authority granted by the OCC. This creates 
something of a mismatch between numerator and denominator in 
the FRS limit as the numerator is only for the subsidiaries while 
the denominator is the entire firm. We realized this was more of 
an issue than previously known when the firm moved 
approx[imately] $1.8B[illion] of physical aluminum from the bank 
into the subsidiary (JPMVEC) for the stated reason of avoiding 
breaching the OCC limit of 5% of total transactions going to 
physical delivery, and thus saw that physical balances in the bank 
were more substantial than previously known. Thus, we thought it 
would be important to understand how you implement IL 
[Interpretive Letter] 684 and jointly explore how we can ensure 
commodities are limited to the levels intended.”^^'** 

Emails from OCC examiners express similar concerns with excluding 
the bank’s commodity holdings from the Federal Reserve’s 5% limit. 

The Federal Reserve’s failure to object to JPMorgan’s unusual 
interpretation of the 5% limit has allowed JPMorgan to exclude billions 
of dollars in physical commodities held at its bank when reporting the 
market value of its physical commodity assets to the Federal Reserve. 
The Federal Reserve’s inaction may also act as an incentive for other 
financial holding companies to follow suit and locate physical 
commodities within their federally insured banks to avoid triggering the 


2/15/2012 email from FRBNY staff to Federal Reserve staff, “aluminum inventory balances 
at JPMC ” FRB-PSI-200827 - 831, at 828. See also 10/25/2012 email from OCC staff to Federal 
Reserve Staff, “Regulatory limit framework around physical commodities,” FRB-PSI-624379 - 
382, at 380 (“one partial solution to address fully consolidated concerns would be to have FRB 
clarify to include holdings on a consolidated basis.”). 

5/30/2012 email from FRBNY staff to OCC staff, “JPMC Physical Commodities,” OCC- 
PSI-00000033 -035, at 033. 

See, e.g., 2/1 5/20 1 2 internal OCC email, “JP Conunodities,” OCC-PSl-00000040 - 043 . 
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Federal Reserve limit, a development that would create more, rather than 
less, risk for U.S. taxpayers.^^^” 

Excluding billions of dollars in bank assets when calculating the 
physical commodity holdings of the bank’s holding company is contrary 
to the Federal Reserve’s normal practice and creates an unbridgeable 
gap between its 5% limit and the actual physical commodity assets held 
by financial holding companies. In 2012, JPMorgan had $17.4 billion in 
physical assets representing nearly 12% of its Tier 1 capital, but was 
allowed to report to the Federal Reserve that it had only $6.6 billion in 
physical assets representing 4.5% of its Tier 1 capital. The reported 
figures were about one-third of the actual physical assets (excluding 
gold, silver, and commodity-related merchant banking assets) held by 
the financial holding company. The Federal Reserve should not permit 
or support that type of pretense. Instead, the Federal Reserve should 
employ its normal practice of viewing a financial holding company’s 
assets holistically, and apply its limit accordingly. 

(b) Excluding and Undervalning Other Assets 

JPMorgan’ s practice of excluding other assets from its physical 
commodities reporting, including the 27 Bear Steams power plants, and 
oil and gas leases, as well as its methodology changes to lower the 
reported value of its tolling agreements and capacity payments, is 
evidence of a relationship in which the financial holding company was 
continually trying to find loopholes to reduce the impact of the safety 
and soundness limit on size put in place by the Federal Reserve. Federal 
Reserve examiners recognized the problem in a memorandum providing 
an overall analysis of JPMorgan’s physical commodity activities: 

“Since 2006 the firm [JPMorgan] has significantly grown its 
physical activities, largely through acquisition, and joined the top 
tier (along with MS [Morgan Stanley] and GS [Goldman Sachs]) 
among banks in commodities. . . . Amid this growth, JPM has 
pressed on the boundaries of permissible activities including 
integrating merchant banking investments into trading activities 
and pursuing activity that may appear ‘commercial in nature,’ as 
well as pushed regulatory limits and their interpretation. . . . 

In 2012 the SSO team [examination team for JPMorgan] identified 
a weakness in the FRS [Federal Reserve System] limit which caps 
commodity Inventory and certain activities to 5% of the 
consolidated organization’s Tier 1 capital. . . . [T]he FRS limit 
was only partially effective in constraining the firm’s commercial 
commodities activities. JPM’s expansion in physical commodities 


It is possible that implementation of Section 716 of the Dodd-Frank Wall Street Reform and 
Consumer Protection Act would restrict the ability of a bank to take this course of action. 
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- both in the bank and nonbank - has brought the market value of 

its commercial commodity activity well above 5% of consolidated 

Tier 1 capital.”^^^' 

Despite this finding, the Federal Reserve appears to have taken no action 
to date to make its 5% limit more effective, such as by requiring the 
inclusion of bank assets, copper inventories, oil and gas leases, and 
assets acquired through acquisitions. The Federal Reserve’s possible 
rulemaking offers an opportunity to address those issues and strengthen 
its size limits. 

OCC examiners experienced a similar set of tactics used by 
JPMorgan to avoid safety and soundness limitations, and issued three 
supervisory letters in three years to eliminate impermissible physical 
commodity transactions at JPMorgan’s federally-insured bank. 

Recently, JPMorgan has taken action to sell major components of its 
physical commodity activities, including much of the metals inventory 
held at its bank, which may reduce its overall physical commodity 
holdings and the risks those holdings represent. 

(c) Operating Without Written Guidance or 
Standardized Periodic Reports 

Although size limits are among their most powerful safety and 
soundness tools to reduce the risks associated with physical commodity 
activities, neither the Federal Reserve nor the OCC has issued formal 
written guidance on how their respective size limits are to be 
implemented. In the absence of written guidance, JPMorgan employed 
aggressive interpretations that attempted to maximize the amount of 
physical commodities it would be permitted to hold under both limits. 
While it has recently reduced its physical commodity holdings, the 
issues JPMorgan raised, including how to value certain assets, what 
assets can be excluded, and whether derivative holdings can be 
calculated on a notional rather than net basis, have not been publicly 
addressed or even disclosed. The lack of written guidance also invites 
financial institutions to develop their own implementation strategies that 
require time and resources from regulators to detect and analyze. 
Standardized rules in formal guidance would help clear up ambiguities 
in the regulatory limits and enable both financial institutions and 
regulators to implement the limits in a more efficient and effective 
manner. 

A related problem has been the lack of standardized periodic 
reports tracking compliance with the regulatory size limits. For years, 
the Federal Reserve and OCC relied on information provided by 

Undated but likely in the second half of 2013 memorandum, “Commodities Focu.sed 
Regulatory Work at JPM,” prepared by Federal Reserve, FRB-PSI-300299 - 302, at 299, 301 
[sealed exhibit]. 
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JPMorgan on an ad hoc basis to enforce their respective regulatory 
limits. It was only after the 201 1 aluminum trade raised questions about 
JPMorgan’ s actions that the Federal Reserve began receiving from 
JPMorgan periodic information in a standardized format regarding its 
compliance with the size limits.^^^^ It was also at that point that the 
OCC learned JPMorgan Chase Bank had breached its 5% limit^^^^ - and 
that bank personnel had inaccurately thought the limit was 20%, not 

The documents produced to the Subcommittee indicate that it was 
not until early 2013, that the Federal Reserve and OCC began receiving, 
on at least a quarterly basis, information in a standardized format related 
to both the holding company and bank’s compliance with the Federal 
Reserve and OCC size limits.^^^’ That reporting aligns with a 
recommendation made by the FRBNY Commodities Team that the 
Federal Reserve should require “formal reporting of physical commodity 
exposures” including with respect to the “5% tier 1 capital limit.”^^^^ 

The Federal Reserve and OCC should take the next step and make those 
reports public so that policymakers, analysts, and market participants 
can develop a better understanding of the physical commodities held by 
large banks and their holding eompanies. 

(d) Rationalizing Patchwork Limits 

A final issue involves the failure of the Federal Reserve to 
rationalize the existing patehwork of limits that now apply to financial 
holding companies engaged in physical commodity activities. As 
explained earlier, a financial holding company’s physical commodity 
activities are currently subject to a limit of 5% of Tier 1 capital when 
conducted under its complementary authority; and a limit of 5% of its 
consolidated assets when conducted as a grandfathered activity. 

Physical commodities held by a financial holding company’s bank are 
subject to a separate OCC 5% limit on physical delivery of commodities 
in connection with derivative transactions. Physical commodities 
acquired under the merchant banking authority have no size limit at all. 
Neither do activities involving copper, platinum, or palladium. 
Collectively, these limits create a complex Venn diagram with spotty 


See 10/21/2014 letter from JPMorgan legal counsel to Subcommittee, PSI-JPMorgan-15. 
000001 -008, at 002. 

See, e.g., 2/28/2013 email from Mark Lenczowski, JPMorgan, to Michael Kirk and others, 
OCC, “MRA Review.” OCC-PSl-00000389 - 390; 1/20/2012 email from Blythe Masters, 
JPMorgan, to Michael Kirk, OCC, “Consolidated OCC Summary 19 Jan 2012,” OCC-PSI- 
00000340 (apologizing for the OCC’s learning about a limit breach “after the fact”). 

1/25/2012 email from OCC staff to OCC staff, “Guidance on 5% rule,” OCC-PSI-00000343 
- 345, at 343 [sealed exhibit], 

^”’See, e.g., 2/12/2013 “Fed/OCC Quarterly Meeting,” prepared by JPMorgan, FRB-PSI- 
301443 -451, at 447. 

2556 2 Qj 2 Summary Report, at FRB-PSI-200477 - 510, at 484 [sealed exhibit]. 



813 


465 

coverage and significant gaps. The complementary limit is also riddled 
with exclusions. 

One Federal Reserve Bank of New York examiner took particular 
issue with the lack of coordination between the Federal Reserve and 
OCC 5% limits. 

“In part because the two regulatory limits reference separate 
metrics (Tier 1 capital and percentage of physical delivery) and 
legal entities (the Bank and BHC subsidiaries), the resultant dual- 
limit framework is less effective and vulnerable to regulatory 
arbitrage. The Firm may increase physical commodity holdings in 
the booking entity where it perceives the most regulatory leeway 
and both regulators may be challenged to limit overall physical 
holdings to intended levels.”^^^’ 

The examiner further noted: “The current regulatory limit framework is 
thus siloed to some extent without an overall limit.” 

Nothing in the law necessitates this lack of coordination and 
consistency across regulatory authorities. Nothing in the statutory text 
or legislative history of the Gramm-Leach-Bliley Act suggests that the 
Federal Reserve’s broad authority to protect the safety and soundness of 
financial institutions and the U.S. financial system was intended to be 
limited in any way, such as by precluding the establishment of an 
integrated, comprehensive, coherent limit on physical commodity 
activities. 

To the contrary, Section 5(b) of the Bank Holding Company Act 
gives the Federal Reserve broad authority “to issue such regulations and 
orders ... as may be necessary to enable it to administer and carry out 
the purposes of this chapter and prevent evasions thereof That 
broad grant of authority provides the legal foundation for the Federal 
Reserve to issue regulations or orders establishing limits on physical 
commodity activities authorized under the Bank Holding Company 
Act.^'^“ 

In fact, pursuant to its broad authority under the Bank Holding 
Company Act and its responsibility to ensure the safety and soundness 
of the U.S. banking system, the Federal Reserve has already imposed 


10/25/2012 email from FRBNY staff to OCC staff and FRBNY staff. “Re: Regulatory limit 
framework around physical commodities,” FRB-PSI-400179 - 181, at 181 [sealed exhibit]. 

^^^^12U.S.C. §1844. 

As discussed in Chapter 3, above, it is the Bank Holding Company Act that authorizes 
financial holding companies to engage in physical commodity activities that are financial in 
nature or incidental thereto under Section 4(k)(l)(B); complementary to financial activities under 
Section 4(k)(l)(B); merchant banking investments under Section 4(k)(4)(H); or grandfathered 
under Section 4(o). 
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size limits on physical commodity activities undertaken with respect to 
both the merchant banking and complementary authorities. With respect 
to merchant banking, the Federal Reserve initially limited the size of 
those activities to no more than 30% of a financial holding company’s 
consolidated Tier 1 capital.^^'’' Later, the Federal Reserve repealed that 
limit after adopting rules imposing additional capital charges on those 
activities.^^®^ The imposition and subsequent removal of the merchant 
banking limit was not provided for in the statute, but was instead 
grounded on the Federal Reserve’s authority to administer the Bank 
Holding Company Act and safeguard the U.S. banking system. 

Similarly, the existing 5% limit imposed by the Federal Reserve on 
complementary physical commodity activities is not expressly required 
or authorized by the statute authorizing complementary activities. 

Rather, the statute is silent on the amount of activity allowable under the 
complementary authority and yet the Federal Reserve has imposed, 
not only a size limit, but also other conditions on each financial holding 
company given that authority to ensure complementary activities are 
carried out in a safe and sound manner.^^^'' 

Using its broad authority to administer the Bank Holding Company 
Act and ensure the safe and sound operation of financial holding 
companies, the Federal Reserve can remedy the current ineffective and 
incoherent set of size limits on physical commodity activities. One 
solution would be for the Federal Reserve to impose a single limit on all 
of the physical commodity activities conducted by a financial holding 
company and its affiliates - no matter how authorized - to no more than 
5% of the financial holding company’s consolidated Tier 1 capital. That 
approach would simplify, rationalize, and strengthen the most important 
safeguard ensuring that financial holding companies conduct physical 
commodity activities on a limited basis, in a safe and sound manner, 
with minimal risk that U.S. taxpayers would one day be called upon for 
another multi-billion-dollar bailout. 

In addition, the Federal Reserve could provide better guidance on 
how to calculate the market value of physical commodities for purposes 
of complying with the size limit. In its 2012 Summary Report, the 
FRBNY Commodities Team stated that it was already “formulating 
specific guidance on the appropriate calculation methodology to be used 
by JPMC [JPMorgan] as well as peer firms.” Two years later, however. 

See 12 C.F.R. §225.174 (restricting merchant banking investments to no more than 30% of 
the financial holding company’s Tier I capital, or 20% of its Tier 1 capital after excluding 
private equity funds). 

i562 “Capital; Leverage and Risk*Based Capital Guidelines; Capital Adequacy, Guidelines; 
Capital Maintenance; Nonfmancial Equity Investments,” 67 Fed. Reg. 3784 (1/25/2002) 
(adopting a final rule that ended the size limit while imposing specific capital requirements for 
merchant banking investments). 

^^'’^See 12U.S.C. §18430). 

See e.g., 2005 JPMorgan Complementary Order, 92 Fed. Res. Bull. C57 - C59 (imposing 
numerous restrictions on the complementary powers authorized). 
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that guidance has yet to be circulated or made public. In addition, the 
various limits remain compartmentalized. The Federal Reserve’s current 
rulemaking offers an opportunity to correct the many problems with the 
size limits on physical commodity activities. 

(4) Analysis 

The Federal Reserve and OCC have each imposed limits on the 
physical commodity activities that may be undertaken by a bank or 
financial holding company. Those size limits are intended to reduce 
risks that, in a worst case scenario, could lead to taxpayer bailouts. As 
currently configured and implemented, however, the limits do not 
impose a meaningful overall cap on the amount of physical commodity 
activities that may be conducted by a financial holding company and its 
federally insured bank. They are riddled with multi-billion-dollar 
exclusions and are compartmentalized in ways that reduce their 
effectiveness. The current problems are brought home by JPMorgan’s 
ability to amass physical commodities valued at $17.4 billion, 
representing nearly 12% of its Tier 1 capital, at the same time it was 
allowed by regulators to calculate that its holdings totaled just $6,6 
billion, representing 4.5% of its Tier 1 capital. The differences between 
those two sets of figures are startling, troubling, and need to be resolved. 

On January 21, 2014, the Federal Reserve issued an Advance 
Notice of Proposed Rulemaking on financial holding company 
involvement with physical commodities.^^*^ That rulemaking effort 
addresses, in part, the question of differing authorities and limits, and 
offers a way to remedy the faults of the current system. The OCC 
should also revise its physical commodities limit to prevent it from being 
undermined or gamed. To promote the safety and soundness of the 
banks and their holding companies, and to prevent potential abuses, the 
current patchwork of limits on physical commodities activities using 
different measures should be reconciled across authorities and 
regulators. 


See Federal Reserve advance notice of proposed rulemaking, “Complementary Activities, 
Merchant Banking Activities, and Other Activities of Financial Holding Companies related to 
Physical Commodities,” 79 Fed. Reg. 3329 (Jan. 21, 2014), http://www.gpo.gov/fdsys/pkg/FR- 
2014-01-21 /pdf/FR-20 14-01-21.pdf 
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Source: Prepared by the Permanent Subcommittee on Investigations using information provided by 
Novelis. See undated “LME Stocks 2014-05-06,” prepared by Novelis, PSI-Novelis-01-000001. 
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METRO FREIGHT INCENTIVES 





2010 

$ 36,886,081.53 

2011 

$ 78,705,509.76 

2012 

$ 102,810,074.24 

2013 

$ 128,841,024.47 


* The spread that J, Aron earned on the trade constituted a very smail portion — 
approximately 2% — of the actual freight allowance that J. Aron received from 

Metro. 

PSi-GoldmanSachs-15-Q00006 
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aluminum tonnage Shipped 

(Metro Warehouse (Detroit) to Metro Warehouse (Detroit)) 

Year Shipped 

Tonnage Shipped (mt) 

2010 (From February) 

69,725 

2011 

100,000 

2012 

200,000 

2013 

219,025 

2014 (Through January) 

38,975 


Source: Letter from Goldman Sachs Counsel to the Permanent Subcommittee on Investigations, 
dated October 20, 2014, PSI-QoldmanSachs-20-000002. 
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Source: Prepared by the Permanent Subcommittee on Investigations using infonnation provided by Harbor 
Aluminum. See undated “HARBOR'S estimated aluminum load-out waiting time in LI^ Detroit Warehouses vs 
HARBOR'S MW Transactional Premium,” prepared by Harbor Aluminum, PSI-HarborAluminum-03-000004. 
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Wentworth Ownership Structure 



Source: 9/19/2014 letter from Morgan Stanley to Subcommittee, at PSI-MorganStanley-13-000004. 
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FO!A CONFlDENnAL TREATMEfiT REQUESTED CONTAINS PRIVILEGED INFORMATION - 
DO NOT RELEASE PURSUANT TO 5 U.S.C. 1 552. 18 C.F.R. §§ lb.9, Ib.20AND 3&8J112 


From: Luis Davila <Luis.Davi!a@jpmorgan.com> 

Sent: Friday, October 22, 2010 5:55 PM 

To: John Rasmussen <John.Rasmussen@jpinorgan.com>; Ryan M Martin 

<ryan . m.martin@j pm organ, cora> 
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Excerpts from 2013 CNR Financial Statement 

“CNR I started several legal actions for the unblocking of the mine, 
including protection petitions and police proceedings filed with the 
mayor of El Paso, as well as a request of administrative protection 
before the National Mining Agency ANM. Likewise, a large number of 
letters was sent to request the intervention of police and military 
authorities, the Governor of Cesar, the office of the Attorney General 
and the People’s Defender Office, as well as to the Mines and Interior 
Ministries, among others.” 

Source: 2013 and 2012 CNR Financial Statements, at Note 1, GSPSICOMMODS00046366 - 
397, at 374. 


“The total blockade of the La Francia mine lasted for 244 days, until the 
22nd of September of 2013, and it was lifted thanks to a private 
agreement in which CNR I paid a cash bonus of $20,000 to each one of 
the persons that were still protesting. Once CNR I resumed the control 
of the mine, the activities to recover the productive areas were started, 
particularly the pumping of water from the pit.” 


Source: 2013 and 2012 CNR Financial Statements, at Note 1, GSPSICOMMODS00046366 - 
397, at 374. Goldman legal counsel subsequently told the Subcommittee that 120 protestors were 
paid 510,000 each. 10/30/2014 letter from Goldman legal counsel to Subcommittee, PSI- 
GoldmanSachs-24-000001 - 003, at 001. 
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Source; Prepared by Permanent Subcommittee on Investigations using information provided by Harbor 
Aluminum and Deutsche Bank, See undated “HARBOR'S estimated aluminum load-out waiting time in 
LME Detroit Warehouses vs HARBOR'S MW Transactional Premium,” prepared by Harbor Aluminum, 
PSI-HarborAluminum-03-000004; Subcommittee briefing by Deutsche Bank (8/22/2014). 
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JULY 9, 2013 
Introduction 

Goldman Sachs engages in two principal types of commodity-related activity : acting as a 
market maker and making investments in companies tiiat axe engaged in commoi 
relmed activities. Each of these activities has a different profile. Goldman Sachs act^ 

a market maker through its Global Connnodities Business Unit (Global Com maidkie sl It 
invests in companies engaged in cornmodities-related activities through 
Commodities Principal Investment (GCPI) group within Global 
through certain other groups in the finni 

General Approach : 

The guiding principle in how we approach tiiese activities^^^j^ask whether 

we have the appropriate resources to conduct ^^acUvi»^.g. the know-how^ 
mfrastructure, operational and risk manag^ent ^awKeST^^^^lp»''hether the activity 
promotes the interests of our clients and fal^^ithin i»^arameters of risk th^ are 
appropriate for our firm. Our conclusion >«*rresp^^o in^^questions depends on our 
ability to manage such risks at the level that would conduct the 

activity and oversee the managem^^B&dj^^SB^k^wough the various committees 
described herein. Applying this nwciple res^s i^^rbeing selective with regard to the 
activities invdiich we choose to ^ 


Commodity Markets : 


Goldman Sachs, 
cOihmddilies ani 
making activities, 
a certain 
phy^ 

p! 






^lous silllSidiaries, has been an active market maker in 
derivatives since 1981. In connection with these market- 
^'cd in making and taking delivery of commodities and, for 
usiness, in arranging for the storage and transport of certain 
diticsT^fnesc activities are described more fully in Annex A. Our 
related capabilities enable us to provide risk management solutions 


four clientlBhat Complement tiie various financial services we perform for than :and to 
ge risks omerwise associated with our financial w^tivities. Our client base includes a 
rproducers, consumers, investors and governmental entities. 

arketing-making activities in physical cOmiiiodities involve the following products: 
Power 
Natural Gas 
Oil & oil products 
Liquified natural gas (LNG) 

Natural gas liquids (e.g., ethane, butane and propane) 
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• Coal 

• Freight 

• Base metals 

• Uranium 

• Agricultural products - (e.g., palm oil, rubber and wheat) 

• Emissions, carbon and renewable credits 

Physical activities have grown and continue to grow as part of the overall 
business but remain a limited part of our market-making activities. We ujew oi 
boli^cally and from a market risk perspective do not distinguish 
and physically-settled transactions insofar as the market ex ^pg rC for pBg)! 
financial mH-ket risk is relatively the same. 

While market exposures between financially and physic£!!H||^ettled fSPisactions are 
similar, physical activities involve operational risks MSj|^^wjfcraental risks) that do 
not exist in the context of financially-settled are primarily 

associated with the potential for damage to mku with the actual physical 

transportation and storage of commodities .^Ke p^^ility ^Environmental risk arising 
from the settlement of transactions by acceptS^ffl? trany^ing title on a transitory basis 
(which is die manner in which activities are settled) is 

virtually non-existent. 


With respect to the fran^ 
generally the responsi^ 
in the particular inci 
various steps a^et^ 
selective in choos»,.th? 
waterbonT^toiSPort 
of “persist 



commodities, liability for d^ages is 
of that owns or operates the facilities involved. 

thain^owner of the commodity.. Nevertheless, we take 
Irein to mitigate potential risk exposures. First, we are 
^iness tlut we do. For example, Goldman Sachs arranges 
irbons on a limited basis that rarely Includes the transport 
ide oil). Second, and perhaps more importantly, vw apply 
^y PCRC, defined below) to ensure that the vessels and facilities that 
irt commodities and the operators of such vessels and facilities meet 
ce standards. 



nt we arrange for storage or transport of a commodity, we apply multiple 

J ols. Before engaging in a new physical commodity activity (or an activity in which 
ive not engaged over an extended period of time), the proponents of engaging in the 
ity present their proposal and associated risk considerations to the firm’s Physical 
Commodity Review Committee (PCRC). PCRC is tasked widi maintainirig a consistent 
approach to evaluating risks associated widi the firm’s commodities activities. In 
addition to review by PCRC, new activities are required to be reviewed by the applicable 
Regional New Activity Committee (RNAC) and/or the Firmwide New Activity 


FRB-PSI-201246 



868 


Confidential/Proprietary 


Confidential Supervisory Information 


Committee These committees con^ct a detailed review and ensine die activity 

cati managed satisfactorily and are accountable for ensuring that business standards and 
practices (including diose relating to reputational risk management and client service) are 
propCTly observed. Further, we vet vendors diat provide commodity-related services. 

Goldman Sachs manages the risks associated with our physical commodities, husiry 
with the same rigor that we ^ply to the management of our derivatives businessesv 
Mialyze each aspect of risk associated with any product in which we trade. Fi 
when we trade currencies we consider the risk that a central bank woul 
restrictions on convertibility. Similarly, when we trade natural gas, W4 
that the pipeline may be subject to a force m^eure that would mterfi^ ) to 

transport gas to buyers. 

Commodity-Related Investments : 

Goldman Sachs, through various subsidiaries, invesl 
commodity-related activities. For example, Cl 

open-pit coal mine in Colombia. 



As an investor in such companies, 

First, we review the qualifications c 
their competence to man^e riskajEsociated \ 
assume direct responsibility o^ktional 
appropriate oversight thn^h^^^nv^ 
companies and as anj 
respect to environm' 


s to two guiding principles, 
operating companies to confirm 
usiness. As an investor, we do not 
'risk management. Second, we piwidc 
on the boards of directors of the portfolio 
^stor to tM the companies adhere to best practices With 
hs^i and wfety (EHS) and rqiutational risk. 




lat are aigaged in 
v\diich owns and operates an 
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2 . Is there capr 



ist environmental/catastrophic risk in particular? 


lich is calculated using the Advanced Measurement Approach; 
1 risk categories: legal and regulatory, execution and processing, 
nal fraud, business disruption and system failure, enlployihent 
orkplace safety, and damage to physical assets (DPA). While there; is no 
for environmental/catastrophic damage for any business line or 
corpotUW Srea, exposure related to participation in commodity markets primarily resides 
s damage to physical assets risk category in Global Commodities, 

Thai Commodities’ operational risk loss during storage and transportation of its 
physical commodity assets is limited to the value of those assets as 
catastrophic/environmental risk resides with the facility operators. Estimates derived 
through scenario analysis are driven by the single largest value of energy assets m storage 
or transportation in the period. Basel-compliant insurance has been applied to capital in 
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this risk category. As of IQ 2013, Global Commodities operational risk capital for 
damage to physical assets risk was $3mm. Without the insurance application, this figure 
would have been $73inin, which reflects the. h^est dollar value of inventory at a single 
location, re-priced to the peak of the 1-year forward curve. Please refer to Appendix B for 
more detailed information. 


Goldman Sachs holds operational risk capital for the. Damage to Physical Assets risk 
its corporate assets such as its headquarters in downtown New York CiwMffid- 
compliant insurance has been applied to capital in this risk category. As 
capital calculated for corporate asset damage related to uneontroli»e eveM^re.g. 
terrorism, natural disasters, etc.) was $232mm. The capital calcula^^or^B|ora*|sset 
damage related to internal incidents (e.g. burst water pipes, foikaused h^fc^mrnic 


malfunctions, etc.) was $21mm. 
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3. How do you determine the appropriate level of insurance? How do discrete 
pieces of the insurance program come together both internally with regard to the 
business as well as the diversification benefits? 


Redacted By 

Permanent Subcommittee on Investigations 


&: the Insurance group identified an opportunity to implement an additional 

law of insurance-protection for the firm. The group partnered with an industty leading 
bjyer and a syndicate of commercial insurers to develop an insurance progtam that 
-ovides GS Group and its subsidiaries/affiliates wifi contingent, third-party 
environmental/pollution liability coverage for rides that could emanate ficom either our 
physical trading activities or our investing activities. This program is partictilarly 
meaningful as it broadly covers environmental risk across all GS businesses. 


S 
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Across all insurance programs there are industry standard exclusions or limitations to 
coverage for risks like nuclear, biolo^c^ or chemical/radioactivity loss, fmes and 
penalties, inherent vice, loss of market, Japan earthquake and terrorism/war. 
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5. Describe any other methods or strategies used to hedge or mitigate the 
catastrophic/environmental risks of commodity activities. 

Our first method and strategy to mitigate c^strophic/environmentai risks is to be 
selective witii regard to tiie types of activities that we choose to conduct 

Second, we apply risk mitigation policies and procedures to limit potential exposuresl 
environmental risk. 

Third, we take care to conduct activities in a manner that benefits frd 
liability afforded by applicable law. 


Lve to 



Finally, we conduct tiiorough review of die activity and th^ 
support such activity: 

• Business Selection Process. 

• Committee review as applicable 
o Physical Commodity Review Co^ittee^^glC) 

0 Regional New Activity Comta^e 
o Firmwide New Activity Cof^^ej^rNAQi 
o Suitability Committed 
0 Acquisition Revie^^mmitf! 
o Principal InvestmSfcominitteSPlC) 

• Develop and appnnask r^^atTO|policies and procedures to limit potei^ial 
exposures toi^S ris^^ 

Vend^W4an^mem8^view - all vendors (e.g. pipelines) irndergo a 
thyo\^^u|^iieenceTer firm policy 

V^tel Review - vessels are reviewed based on criteria established 

by 

me firm maintains comprehensive insurance, covering 
jnsportatibn and storage of physical commodities 

/ Structural Miti^ts - conduct activities in a manner that benefits 
imTlimitations on liability afforded by applicable law 
echnology / Risk Management Infrastructure - technology infrastructure 
to support activity (e.g. PIP) 

Ensuring we have the relevant technical capabilities & skills in our people 

' example, in our coal and freight business, subsidiaries of Goldman Sachs charter 
vessels that transport dry freight commodities (e.g., coal, iron ore). Global Commodities 
does not own vessels in connection with market making ^tivities but rather charters 
them for a particular voyage or under a time charter of a specified duration. Goldman 
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Sachs has established criteria (approved by PCRC) against which vessels are measured, 
which include: 


Lloyds lOOAl classification or equivalent (where the classification society 
is a member of the International Association of Classification Societies) 
and rating of not less than 3* by RightShip Pty Ltd. 

Maximum age of 20 years 

Coverage by a member of International Group of Protg 
Indemnity Associations 


In addition, we maintain an incident response program to, 
communication in the event that an incident occurs involving 
firm. 



Redacted By 

Permanent Subcommittee on Investigations 
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6. How do yon measure and assess tfae catastropliic/environmental risk, associate 
with pliysical commodity assets, inciuding private investment vehicles, leasing 
structures, and any Other arrangements? 

For diose activities wkwe there is a possibility of environmental and catastrophic risks, 
we evaluate diem in a disciplined manner. Prior to engaging such activities, the 
conducts a due diligence review of relevant risks and assesses the resources necessary 
support the management of such risks. Those considerations incluite, among (!fl||^^s, 
inherent financial and physical risks, EHS risks, stetutory liability, 
requirements, reputational implications, legal liabilities, transaction 
risk management processes., systems and controls. We then 
validate internal processes in relation to 1) our ability to mitigj 
the transaction, 3) the transaction’s potential return and 
capabilities in our people. In addition, and where appropriT^ 
the risk and, or seek indemnities firom such risk. 



The firm employs in house expertise such as tiij 
team and external resources such as outside 
and reviewing relevant risks. After this t 
risks associated with the activity may be mitii 


In adttition, when the firm is 
engaged in activities that invof 
investment is of a size 
investments that the 
promote observatioi 
inatters, includinj 





of 

levant technical 
iapital against 


entaJ Management 
to assist in identifying 
determines whether the 



investment in a rampany tiiat is 
we will evaluate such risks when the 
in the context of such company. For 
mpanies, we in our capacity as investor 
•actices by the companies in relation to EHS 


and regular maintenance of fonnal EHS policies,. 

S 'ocus and attention on EHS risk mitigation 

ng senior managranent responsibility for EHS oversight 
lining appropriate board oversight of EHS management 
Vhere appropriate, ensuring that EHS reporting is incorporated in 
' management reports (weekly, monthly, or quarterly) and evidencing EHS 
performance & metrics. 

Appropriate levels of insurance 

Performance of regular EHS audits (at least annually) by reputable and 
independent Effi! consultants 


In m^ing these investments, ths firm wilt take various measures to promote EHS risk 
management, the specifics of which will be context-dependent but in general would 
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include insurance, contractual representafidns, warranties and related inderrinity 
protections, transaction structure, legal structure protections, and policies arid prcK»dures. 
Due diligence conclusions and transactional mitigants are reviewed by various 
governance committees. These committees. ^ discussed fiirther in ouT responses to 
questions #8 and #9. 

The investments that are within our portfolio are subject to the EHS policies an 
procedures which include ongoing monitoring and evalut 
catastrophic/environmental risk. In addition, and as required by FASB (SFAI 
and our relevant portfolio companies access and update the Asset Retire 
(ARO liability) of our physical commodily assets. 



15 

FRB-PSI‘201259 



880 


Confidential/Proprietery 


Confidential Supervisory Information 


7. How do you evaluate the adequacy of mitigants to control losses associated with 
industrial activities (Le. ownership of mining/storage facilities, freight 
transportation, and storage facilities) including catastrophic/environmenta! 
risk? 


When evaluating the adequacy of the mitigants put in place to control losses, Goldmj 
Sachs takes the approach described in our response to Question 6 . Each busini 
processes in place to monitor ^tivilies and investments .fliat it conducts, includbfc rel 
catastrophic/environmental risk. For example, the investing busmAj^ re^j^the 
performance of their investments quarterly (if not more frequentl^^VheMMpiJfeate, 
this review includes an assessment of potential t^tastrophic/|^|KDnmeiiiaI^|^.wFor 
physically traded commodities, the Logistics group within thd^m’^fcDeration^ivision 
is responsible for oversight of physical assets in stonfcje or tral^^t, including 
monitoring the value of held physical inventory against insuranoJUgvels. 


Additionally, the firm regularly monitors dey|^mei^8 
revises its ^proach to evaluation and man^lment ^ th^ 
example, the BP Gulf Spill prompted the ea^ish ^ 


fli^nSstry generally and 
risks in light of these. For 

!c. 


As PCR.C has matured its impact fa^mcreSfcL T^^Ricular, we note that as busmesses 
gamed experience with PCRC tl^Lapproach^ EHS mitigants became more structured 
and consistent. Now, l^^es^^^routi|«y Utilize PCRC best practices and 
recommendations from j^iou!w^s^B||j|4o their diligence analysis of potential new 
opportunities, which fl^ance|^the a^ienev of due diligence and the ability of business 
leaders to make iiifS»|d^restraeatuecisions in light of EHS considerations. PCRC 
tracks industry beftprao B^ with a view toward enhancing its standards. 

Broadly of EHS mitigants is reviewed in line with industry best 

practii^^Smpertificafions, API standards, etc.), regional and national regulatory 
aards^fc|an^yjonal risk, legal precedent, and the application of insurance. Certain 
K)ups, suchwPCRC, perform periodic reviews of existing activities and mvestnwiUs. 


In Hjigi^temal Audit (lA) regularly reviews the firm’s activities and investments. 

business actively engages with lA to determine audit plans & to perform thorou^ 
evAations. 


Included in this submission is Corporate Environmental Management’s Environmental 
Policies and Procedures document (Appendix E) that is applied to all activities or 
investments for which they are called upon to review. This allows diem to provide a 
consistent standard in their reviews. 
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8. How do you formally dimension and manage the reputational r&ks associated 
with the industrial activities that the firm does and or will enga.ge in? 

Since 2011 Hie firm has adjusted its procedures to ensure that all finnwide committees 
e3£plicitly consider reputational risk as part of their assessment criteria. Additionally, the 
core function of the Environmental Markets Group (EMG) is to evaluate reputatioiu 
associated with industrial activities and related environmental issues. The mandates aBi 
processes of this group and the committees that are most commonly engaged 
commodity related activity are described in niore detail below. 




Friior to committing to business on behalf- of the fitm, all adv^rv^k^clK and 
principal investing teams conduct an environmental, social and ea^iance ^iew 
for all opportunities in the normal course of their due diligenc^^l^ft^which s^within 
the Executive Office and reports into the Office of the Chai^Mn, and Business 

Intelligence Group assist deal teams in evaluating transactio^^at hav^btenti^ ESG 
sensitivities. Findings are passed on to key and input. If a 

transaction has significant ESG sensitivity and a^cia^^reputfflMB risk, it is escalated 
for discussion and decision with key busin^wreadm, aM^riate committees, md the 
Gbaiiman’s Office. Where feasible, witSteams to identify ways to 

engage widi the client to help mitigat e the ha^s^positivc outcome through its 

engagement. Where this is: ^^^Rhj^^«^Rvolves potentially significant 
environmental damage, social id^s, unaccl^bld^sks or directly conflicts wifii the 
firm’s Business Selection anj^.is!^^Unagemw: guidelines in the Environmental PpliCy 
Framework (EPF) (Appenixfl^e^^^^^rgo the engagement. 


fit addition to this 
due diligence 
This includes 
fiameworl 
periodical! 

ES' 




ide i^iew^f^ess, EMG equips teams in Sensitive sectors With 
naming to evaluate new business opportunities effectively, 
n current ESG issues and sensitivities in the sector and a 
td^iscuss widi a company. The existing guidelines are 
_ iw guidelines are developed, as appropriate, to teflect evolving 
's due diligence guidelines span 8 industry sectors and within some of 
sub-sector guidelines: 


orestry 
• Metals and mining 
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• Oil and gas^ 

• Power generation^ 

• Transportation 

• Water 

A.S examples, included in this submission (Appendix G and Appendix H) are 
diligence guidelines for Metals and Mining (updated in 2012) and subsector 
for Unconventional Oil & Gas and Hydraulic Fracturing (newly develoj 


The Fimnwide New Activity Committee (FNAC) reviews pn 
answering the critical question of “should we” engage in a pi 
(considering r^utational, cliMt, suitability and other ci 
Products Committees (sub-committees of Ae FNAC, with 




the Americas, Europe and Asia), discuss the 
“can we” review (i.e., can the business be 
divisional and regional business leadershj 
sponsoring a matter. New business opporti 
reviewed by the relevant Regional 
significance of the proposal, may 
discuss reputational risk the fii 
The busmess unit submittingA^e^ 
rq>utational concerns to ^ c^Q^tti 
to control and prcvj 
committees evaluate 



on 
Product 
egional New 
comminles located in 
and on the detailed 
I, recognizing that 
both questions prior to 
y commodities sector are 
;ee, and, depending on the 
the FNAC. These committees 
conducts the proposed activity, 
•sal is responsible for highli^ting key 
the mitigants the finn has put in place 
•ssible, reputational and other risks. The 
itigants and will reject opportunities, or require 



, if the committees feel the risks are too great. 


ferenced committees, the Firmwide Acquisition Review 
all proposed legal entity acquisitions that will be (or 
consolidated into The Goldman Sachs Group Inc’s consolidated 
Mng via a consolidated subsidiary. Furthermore, each division has its 
ht review committee (^ncipal Investment Committee for Securities 
nvestment Committee for the Merchant Banking Division). 

AiAmentioned in the previous question’s response, PCRC reviews all physical 
cownodity-related activities that fall witiiin that committee’s mandate. PCRC considers 
tational risk as part of its assessment of each activity. PCRC is a sub-committee of 


'Subsector guideimes include: Unconveational Oil Sc Gas aid Hydraulic Fracturing; and Oil Sands. 
^Subsector guidelines include: Coal; Gas; Hydroelectric; and Nuclear Power Generation. 
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FNAC and reports its findings to FNAC (as part of the FNAC review process, FNAC 
members ensure that PCRC has reviewed and signed-off on an activity before 
comihencing their review). 

Additionally there are intmial screening processes and committees within the business 
units which serve as an initial gating function and address many of the same issues 
to the firmwide review. Those committees review financial and reputation^ risks till 
could result from environmental or catastrophic events. Prior to submil 
committees, transaction teams are required, to conduct thorou^ due diligent^' 
on EHS matters. As such, each transaction goes through several screen^jlielut is 

submission (Appendix 1) are exsunples of PCRC committee mei 
analysis of EHS and reputational risks and the mitigants in plac^d^fegduce till 



9. How and when is catastrophlc/environtni 
management and the Board of Directors? 

Such risks and provide meeting minute^ 
in which these risks were discussed. 


New business opportunities, includii 
companies that engage in phy^i^^coml 
Senior Management in prior to (^various 
processes. Through this esc^ation^d evi 
environmental and catasl 


in such a way that 
-applicable Commi 
transaction will 






j-esented to senior 
:ecs which review 
8, or other documentation 


Uty trading and investing in 
activities, are discussed with 
tfsional and Firmwide Committee review 
Son process, depending ott the potential 
fportunity, a transaction may be structured 


Ultimately, if Senior Management or the 
that these risks are sufficiently mitigated, the 


* questions, various firmwide ebrnmittees consider risks 
I commodities related activity. However, PCRC is a cross- 
governance committee responsible for maintaining a consistent 
bg risks associated with the firm’s activities in physical commodities 
i impact on the environment, human health and safety. The Committee 
L by the Fitmwide New Products Committee (currently reporting to the 
7ew Activity Committee) and established in September 2010. Members of 
' have been selected from different areas across the firm with diverse background 
expertise tiiat is suited to review EHS risks. The PCRC membership includes 
dividuals from the following areas of the firm: Operations, Legal, Compliance, 
Operational Risk Management and Analysis, Finance (includes Insurance), Securities 
Division, Merchant Banking, Investment Management Division, Corporate 
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Environmental Management and the Executive Office. Included in this submission 
(Appendix J) is a copy of the Physical Commcfdity Review Committee Charter. 

Biainesses presenting before the Committee are required to coiiq)lete applicable 
templates and provide supporting documentation which specifically address EHS risks. 
Following review of the activity, the Committee provides recommendations to 
business units in avoiding, minimizing or mitigating EHS risks. In this capacity, 
Committee also determines whethw the film has sufficiently addressed an< 
such risks by approving, approving with conditions and/or constraints, or 
activities. The Committee reviews developments in law and industiy i play 

have a bearing upon the efficacy or reliability of die firm’s appro^pto ks. hi 

addition, the Committee periodically reviews existing- busj^Bgs -i Sents 

regarding their approach to applicable EHS standards. 

PCRG reports on its activities to the Firmwide New Activi^^^^mmitte^pT^AC) on a 
quarterly basis. There is a formal presentation to (Appendix K). 

In addition, the Chair of PCRC has presented t^yj^ Risk Committees, 

Updates regarding the activities of die CoithsK^ are pSagited to the Board as called 
for. The next update is planned to take plac^feiot end ^2013. 
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10. Provide fair value adjustment balances for past 12 montlis for all physical 
commodity exposures as well as a description of the methodology used to 
determine the size of the adjustment 

Attached to diis submission are the Global Valuation Adjustment Summary the 
Giohal Valuation Adjustment Policy (Appendix L and Appendix M) for the Commoi 
business unit. Please note these valu£dion. adjustments are derived from risk per pn>du3 
category, and are not segregated into, physical commodities risk vs. dmvatl 
settling risk. 
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Annex A: DescfiptioD of Physical Activities Associated with MeOjcet-^iMaking 

Belowis amore detailed description of the physieal activities byproduct type. For each 
of the commodities described belerw, the majority of transactions are settled the basis that 
title is received and then transferred on a traBsitoiy basis. 

• Power - Goldman Sachs purchases and sells power, which is settled 
scheduling through central transmission o^anizations or utilities, 
instances, Goldman Sachs arranges for transmission thfouj 
organizations or utilities in order to meet obligations imde^lS 
agreements. Goldman Sachs is registered as a “purchi 


under the North American Electric Reliability Cmrgj 
certified by the Federal Energy Regulatory Commh 
reliability standards. Goldman Sachs has entered i; 
pursuant to which it procures fuel feedstoj 
provides direction to the plant owner/ope^toi 
plant and purchases/sells the output 


Natural Gas - Goldman Sachs purcn! 
central delivery points or at 
the relevant client or co^Rparty^^Bol 
parties to transport and/o^^gg natural 





leen 

and^enforce 
agreements 
'er generating plant, 
,the dispatch of the 


ttural gas, which is settied at 
^ding on the requirements of 
Sachs also contracts with third 


Oil and refine Sachs purchase and sells crude oil and 

various refmg^rodqj^ (e.^^soil, heating oil, gasoline). Goldmm Sachs also 
contracts^i^kh^T parties to transport and/or store crude oil and refined 
products.^widiS^^acbs has entered into certain arrangements under which jt 
prmddes cru^yi oi^fined products to refineries or consumers (e.g., airlines) fo 


Co^^Gd^;ian Sachs purchases and sells coal which is settled at central delivery 
points^ at specific locations dep^ding on die requirements of the relevant client 
or coffiterparty. Goldman Sachs also contracts with third parties to transport 
^ store coal. 

Freight - Goldman Sachs charters vessels in (under time or voyage chartets) and 
then charters vessels out to counterparties under time or voyage charter basis. 



Metals - Goldman Sachs purchases and sells various industrial metals (e.g., 
aluminum, zinc, nickel), including transporting and storing sudi metals. The 
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business principally consists of metals of a grade diat meete the specification 
requirements of the London Metols Exchange (LME)- When such metals are 
stored in LME registered warehouses the title to such material is evid«ioed by 
warrants issued by such warehouses. 


Uranium — Through its Nufcor spbadiary, Goldman Sachs purchases and 
U308 (“yellowcake”) and UF6. Settlement of such ttansactions is*generalb 
effected throu^ depositories operated by third parties whi 
purchaser/seller does not take actual possession of file materi^ sim 
manner in which “unailocatecf’ gold transactions are settled. 


Agricultural products - Goldman Sachs purchases mi< 
wheat, generally on a back to back basis where ri 
pass through us in a chain. 

Carboii/Emissions - Goldman Sachs 
compliance and voluntary emissions 
both principal and intermediary, 
emissions inventory across several 
constitute “physical” commo^ 








Renewable Energy Certitj 
markets to meet Ren^abl? 
which impact ou^h>^il 
RECs through fia^^er the 
these produQj^^a oQiJini 




Jm oilj and 

title^^e commodity 


and wlls) in both 
.S. and Europe acting as 
s and transfers physical 
do not consider these to 


oldman Sachs participates in REC 
idards (RPS) state level requiranents 
portfolio. The firm purchases and sells 
as well as hold inventory and schedule 
anges. We dp not consider these to constitute 


G) - Goldman Sachs purchases and sells LNG on a back 
risk and title of the commodity pass through us in a chain. 
so arranges for transport and storage of LNG by waterborne 
iditions warrant. 

f gas liquids (e.g., ethane, butane and propane) ^ Goldman Sachs purchases 
?cUs physical NGLs. Goldman Sachs may also arrange for transport arid 
storage of NGLs. 
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Annex B: List of Eadiibits Provided 
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INTERNAL FR 


June 30,’ 2014 RSSDID- 2380443 

FRY-12 

OHB Number 7100-0300 
ABprouBi Bipifes December 31 . 2015 
Page 1 of 4 


Board of Governors of the Federal Reserve System 



Consolidated Holding Company Report of 

Equity investments in Nonfinanciai Companies — FRY-12 


Report at the close of business as of the last calendar day of die reporting period. 


This report is required by law; Section 5{c) of the Bank Hewing 
Company Act (12 U.S.C. § 1844(c)) and Section 10 of the Home 
Ownere Loan Ad (12 U.S.C. § 1467a(b)). 

The Conso/rdafed Holding Company Report of Equity Investments 
in Nonfinanciai Companies is to be prepared in accordance with 


&ie instructions provided by the Federal Reserve System. The 
Federal Reserve may not conduct or sponsor and an organization 
(w a person) is not required to respond to, a collection of informa- 
tion unless it displays a currentiy valid 0MB control number. 


NOTE: The Consolidated Holding Company Report of Equity Invest- 
ments in Nonfinanciai Companies must be signed and attested by 
an Executive Officer of the reporting holding company. 

I, the undersigned Executive Officer of the named holding com- 
pany, attest that the Conso/idafed Holding Company Report of 
Equity Investments in Nonfinanciai Companies for this report 
date has been prepared in conformance with the insU’uctions 
issued by the Federal Reserve System and is true and coirecl to 
the best of my knowledge arid belief. 

Sarah E. Smith 

Pnnied Name of Enortrve OITiearat Holding Company (BHEl 0490) 

Principal Accountin.q Officer 

■ptie of Exeeufive Officar of Holding Company <eM6i C491) 


Signature of Executive OITieer et Holding Company 

08/13/14 

Dale or Signature (UM/OO/YYYYJ (BHEl J1B6) 


Date of Report: June 30, 2014 

Month /Day /Year (BHEl 9999) 


GOLDMAN SACHS GROUP THE 

Legal Name of Hiding Company (TEXT 9010) 

200 WEST STREET 

(Maillno Address of Holding Company) Street / P.O. Box (TEXT 911S) 

NEW YORK NY 10282 

City (TEXT 9130) Stale (TEXT 9200) Zip Code (TEXT 8220) 


For Federal Reserve Bank Use Only 

RSSDID 

C.i. S,F. 


Person to v>^m questions about this report should be directed; 


Natne/Titte (TEXT 8901) 


Area Code / R»ne Number (TEXT 6902) 


Area Code I ROC Number (TEXT 9116) 


E-maa Address (TEXT 40BS) 


reportinB burden tor this infomtalion colleaton Is estimated to averagel6.S hours per response. includiBg lime to Balher and mainUin data in ibe required torn and to review inslnic- 
rnd compiete the infortnalion coiledian. Comments regardViB this boidw* eslimele or any other aspect of Ws tototrolinn coHeclior*. including suggeslicms fw reducSrrg the 
lo Secretary, Board of Governors of the Federal ” ‘ 


c UM n 


le Olfica Of Manaseroenl and Budget. PaperwoiX 


ReduUotl FTojeU (7100.0300),Wash'inBlon, OC2CSD3. 
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INTERNAL FR 

GOLDMAN SACHS GROUP THE 


June 3D. 2014 


RSSDJD: 2380443 


Legal Name of Holding Company 

June 30, 2014 


For Federal Reserve Sank Ui 
RSSOID 


Schedule A: Type of Investments 

{If no activity or if the foliowing section does not app4y, please enter zwo “0".) 


Dollar Amounts in MilKons 

(Coturm^ 

Acqi^fionCost 

(Column B> 
Unrealized 
Holding Gains 
Not Recognized 
as Income 

(Column C) 
Carrying 

Value 

(Column D) 
Publidy 
Quoted Value 

BHEl 

Bit 

Mil 

BHe 

Bil 

Mil 

BHEl 

Bi! 

Mil 

BHEl 

8il 

Mil 


C088 


795 

coa9 


0 

COSO 


795 

C091 


849 


fXI93 

6 

283 

C0d4 


0 

C095 

6 

288 



C0S7 

7 

984 

C098 


0 

C099 

7 

983 

4. Total portfolio (sum of items 1. 2. and 3) 

CiOl 

15 

062 

C102 


0 

C103 

15 

066 


Memoranda 

1. Total portfolio.. 


Number of Companies 

BHEt 

1-10 

11-25 

26-100 

100r 

C100 



100 



Dollar Amounts in Millions 


(Coturrm A) 
Acquisition 
Cost 

(Column B) 

Net Unrealized 
Holding Gains 
Not Recogrvzed 
as Income 

(Cc^umn C) 
Carrying 

Value 

BHEli 8ii ! Mi! 

BHEl! Bil 1 Mil 

BHEil Bil 1 Mil 




CIWl 14 1 668 

C1051 " j 0^ 

01061 M 1677 


Financial holding companies only . . 

2. Investments held under Merchant Banking (GLBA) authority [C1&*| 14 i 668 jciosl 


Dollar Amounts in Millions I BHEI I 6ii | Mil 


income Amount 


Only for holding companies filing FR Y-9C i — I 1 

3. Pre-faximpact on netincomefrom items 1. 2 , and 3above lllEll I 1 




: OfT-Baiance-Shset 
Amount 


Dollar Amounts in Millions 

SHEll BI) 1 Mil 

For all holding companies 

A. Investments managed for others 


07161 292 1 365 


Dollar Amounts in Millions I BHEl [ 6il | Mil 


Income Amount 


Only for holding companies filing FR Y-9C 

5. Pre-fax impact of management fee income (from item M4 above) UlU! Li 1^0 I M.5. 
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GOLDMAN SACHS GROUP THE J 

Legal Name of Holding Company 

June 30, 2014 

As-of Dale 

Schedule B: Type of Security 


OoBarMiounts in Millions 

(Column A) 
Acquisition 

Cost 

{Column B) 
Carrying 

Value 

BHEt 

Bii 

Mi! 

8HEI 

8il 

Ml! 


C107 

3 

623 

C108 

3 

611 


C109 


852 

C110 


889 


cm 

10 

587 

C112 

10 

5^ 

4. Total portfolio {sum of items 1 , 2, and 3) 

C113 

15 

062 

C114 

15 

(m 




Off-Balance-Sheet 

Anount 


Dollar Amounts in Millions 

BHEll Bil 1 Mil 

Memoranda 

1, Unused equity commitments 


C115I 2 I 577 


2. Does the holding company hold any warrants a amBar ir^struments received in connection with equity j o=no 
investment activity? {Enter ”1” for yes; enter "0" for no.) 


Schedule C; Type of Entity within the Banking Organization 


Dollar Amounts in Millions 

(Column A) 
Acquisition 

Cost 

(Column B) 

Net Unrealized 
Holding Gains Not 
Recognized as 
Income 

(Column C) 
Carrying 

Value 

BHEll Bil 

Mil 

BHEll Bil i Mil 

BHEl! Bil I Mi! 

Depository institutions: 





C117 


0 

C718 


0 

C11S 


0 


C121 


0 

C719 


0 

C122 


0 


C126 



0 

C720 


0 

C127 


0 

Parent holding and other nonbank subsidiaries; 




C136 


0 

C721 


0 

C137 


0 


C722 


0 

C723 


0 

C724 


0 


C131 


717 

C725 


0 

C132 


717 


C726 


692 

C727 


0 

0728 


692 


C145 

13 

653 

C729 


0 

C146 

13 

657 


C150 

15 

062 

C730 


0 

C151 

15 

056 

moranda 




C155 

7 

706 

C749 


0 

C158 


706 

Foreign investments 

C157 

7 

356 

C7S0 



0 

C158 

Lx 

360 
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NEW PRODUCT MEMORANDUM 


To: 

Federation New Products Committee - Europe 

Cc; 


From: 

Magid Shenouda 


Jonathan Fish 


James Powel! 

Date; 

December 2008 

Business 


Sponsors; 

Isabelle Ealet 

Subject; 

Uranium Trading 


Executive Summary 

The purpose of this memo is to seek approval from the Federation New Products Committee on the 
expansion of our Commodities Trading function to begin trading physical and financial Uranium products 
and processing rights. 

More specifically, J. Aron & Company (“JANY") is to commence marketing and trading activities in 
physical Uranium through certain stages of the nuclear fuel cycle, and the associated activities of 
conversion and enrichment. 

The intention is that this business will be initiated through the purchase and continuing operation of 
Nufcor International Limited, “Nufcor”, an existing uranium products and processes trading house as part 
of the Stonehenge transaction. However, in the event that the Stonehenge transaction can not be 
concluded, we would develop a new uranium trading business within the existing European Gas and 
Power trading franchise. 

In addition to this FNPC discussion, the proposed Nufcor transaction will go to the Acquisition Review 
Committee and the overall Stonehenge transaction will be discussed at [Divisional Risk]. 

Trading, operations and books and records will be controlled out of the London office. 

Physical trading of uranium occurs by way of book-transfers of the products at various processing and 
storage facilities, and at no-stage does JANY intend to physically transport or handle any uranium product. 
Further approvals will be sought for any expansion of activities into physical handling or transportation of 
uranium products. 

For the purposes of this memo, we have focused on the businesses conducted by Nufcor as this is where 
the initial activity is focused. 

JANY Business Opportunity 

Acquisition of Nufcor International Limited 

The business opportunity is to acquire and operate an existing uranium trading business, Nufcor 
International Limited, which is a recognized name in the uranium industry, and has been operating in this 
field for over 40yrs. 

The uranium fuel cycle consists of a number of uranium “products" each characterised by different purity 
and enrichment levels connected by a number of discreet processes to convert and enrich from mined 
uranium ore to enriched uranium, usable within fuel rods at nuclear reactors. 
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Nufcor periodically takes positions, on a book entry basis in the products uranium oxide (U308), uranium 
hexafluoride (UF6), and enriched uranium product (EUP). 

Nufcor also takes positions in the rights to convert U308 to UF6 (Conversion Services Certificates) and 
the right to enrich UF6 (Separative Work Units or SWUs). 

Nufcor's business model consists of 4 distinct activities: 

1) Arbitrage across elements and processes in the uranium fuel cycle including time-spreads and 
inventory carry trades to capture contango differentials 

2) Speculation on individual elements and processes in the fuel cycle 

a. Currently hold in inventory 1 .15mio lbs of U308 

b. Currently hold in inventory 0.2mio kgU of UF6 

c. Currently hold in inventory 0,77mio kgU conversion service credits, which have been 
'loaned' out to Honeywell for return in 2009, generating 'interest' income. 

3) Fulfilment of Agency Agreements with two mining companies for the marketing and sale of U308 

a. Uranium One annual retainer plus commission on sales, 12mo termination 

b. Anglo Gold Ashanti annual retainer plus commission on sales, 12mo tennination from 
June 2013 

4) Provision of Advisory and Custodian services to Nufcor Capital Ltd, an AIM listed closed-ended 
investment fund that buys and holds UFO & U308. 

5) Nufcor currently hold 3.3mio common shares (8%) in Nufcor Capital Ltd plus deep out of the 
money warrants for a further 2.475mio shares. 

The headcount associated directly with Nufcor's business is currently 6 London-based employees. We 
anticipate this would fall to 2-3 employees as part of the acquisition process. 

Existing Trading Relationships: 

Nufcor's current positions can be characterized as a portfolio of inventory holdings hedged with fonward 
supply agreements and financial products. 

It holds U308 conversion positions in North America and Europe, and has existing relationships with all 
Enrichment facilities except Rosatom (Russia). 

Traded Volumes: 

In 2008, Nufcor physically traded 3.6 m lbs of U308, and 0.46m KgU of UF6 

In 2008, Nufcor traded 1,3 million lbs of U308e financially, using Exchange based products and bilateral 
swap agreements 

In 2007, Nufcor traded 0.5m SWUs and 0.76 million Conversion Services credits 
Portfolio Valuation 

To value Nufcor’s positions, we have derived a U308 forward cun/e from the NYMEX U308 futures 
contract. We have priced a conversion services forward curve flat with Ux Consulting Spot Conversion 
Services price indicator. We derive the UF6 forward curve from the U308 and the conversion services 
forward curves. We have consen/ativeiy valued the agency services business activities by crediting only 
the sales commissions currently due and payable. We have valued the advisory and custodian services 
business activities assuming the funds under management remain constant for 3 years. 

The portfolio valuation as of 24 October was: 


Uranium Inventory 

$90mm 

Uranium Forwards 

${55)mm 

Uranium Agency & Advisory 

$8mm 

Nufcor Uranium Ltd (8%) 

$4mm 

Total 

$47mm 
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Note that uranium inventory of Nufcor Uranium Ltd is currently valued at in excess of $180m, whereas the 
equity valuation is circa $75m, presenting a significant additional value opportunity. 

Expected Start Date 

Nufcor is a going concern, and will continue trading activity. Complete integration within the existing 
commodities infrastructure is expected to take Smooths 
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Commercial Risks 

The primary business risks associated with the trading physical and financial nranium 
products, that are faced by Nufcor as well as market activity generally include; 

■ Physical Market liquidity 

Nufcor occasionally holds positions in 5 different elements of the uranium production cycle. Approximately 
too companies participate in buying/selling/trading some or all of these elements. Competitive tenders 
and bilaterally negotiated contracts are the common forms of transacting in these uranium products. We 
assume that chum is low, and that transactions generally are the result of periodic sales/procuremenf- 
driven sfrafegies rafher than frequent physical portfolio optimisation. Other than annual data, to date, we 
have not accessed data pertaining directly to market liquidity. 

• Financial Market Liquidity 

The NYMEX U308 futures contract, launched in May 2007, trades thinly and relatively near-dated. Daily 
volume traded is usually <7,500 lb, and is frequently 0 lb (NUFCOR's open interest is 139k lb). Current 
open interest is 661k lbs until March 2010 (representing <1% of physical U308 consumption over this 
time period). NUFCOR accounts for 20% of this open interest. 

■ Lack of Spot Market 

“Spot" physical transactions in uranium products are considered those transactions for physical delivery 
wifhin 1 2 months from transaction date. There is no spot market or spot price marker for transactions with 
just near-dated delivery and settlement 

■ Market Reference Pricing 

There is currently no exchange-traded commodity market for physical uranium products. Weekly “spot" 
(see below) price indicators published by two consulting firms are accepted by the uranium industry as 
acceptable reference prices for floating price contracts. These weekly price markers are based on market 
sentiment and qualifying bids rather than on transactions completed. We have not tested the 
rigor/robustness of these price markers. One of them serves as the underlying settlement price for the 
NYMEX uranium futures contract 

■ Information Asymmetry. 

The uranium product industry is characterised by traditional, long-term physical participants trading with 
each other. There is the potential that new entrant intermediaries will operate at a material and sustained 
infonnation disadvantage to the established physical players in these products. 


■ Health, Safety and Environmental Risk and Safety Record; 

Uranium processing and storage (in all forms) is heavily regulated, and conducted on a book transfer 
basis. That is, there are regulated storage, conversion and enrichment facilities responsible for all 
physical transfers and handling of the uranium products. Therefore JANY would hold legal title to the 
uranium products but not at any stage of its trading or marketing activities, physically hold uranium 
products. There is no expectation that JANY would engage in any direct physical movement of these 
products 
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Federation Considerations 


Redacted By 

Permanent Subcommittee on Investigations 
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Redacted By 

Permanent Subcommittee on Investigations 


• Insurance. We are currently investigating the extent to which liability concerns around nuclear 
incidents which are not afforded the financial protections of local nuclear liability laws can be 
addressed through privately provided nuclear liability insurance, it is not compulsory for facilities that 
process and store uranium concentrates and UF6 to maintain nuclear liability insurance. 


Redacted By 

Permanent Subcommittee on Investigations 


■ Compliance Issues: (Yael Levy, Seung Earm, Rod Stern) 

Policies & Procedures and Training 

All uranium business will operate under existing Internal policies and procedures and no changes to 
current policies and procedures are anticipated. To the extent that we acquire Nufcor personnel, they will 
be subject to the Firmwide Compliance Policies and Procedures and receive annual compliance trainings. 

Account Opening 
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All new counterparties and customers will be subject to the firm’s standard Account Opening Process, 
Including Anti-money Laundering, Classification, Capacity and Authority checks. We anticipate most 
counterparties to be Market Professionals and will undergo suitability review for any structured or 
strategic transactions with any non-market professional client. 

Should the bid for Nufcor be successful, there will potentially be additional due diligence needs to be 
carried out by Client Due Diligence and BIG in relation to unknown counterparties. 

It is expected that the majority of clients will either have ewsting relationships with GSI or will be listed on 
exchange or government owned where account opening requirements are less onerous 

Regulatory and Reputational Risks 

As mentioned in the Legal section, given that JANY will only hold legal title to the uranium and will not 
own the facility or be in physical possession or delivery of the uranium, licensing is not expected to be 
problematic under the relevant local laws. In addition, given that JANY will not be the facility owners, 
JANY will not be subject to the government regulations applicable to production of uranium. 

From an FSA registrations perspective, there are no additional registration requirements for individuals or 
the firm. In addition, there are no additional telephone taping or training requirements. 

From a Regulatory Reporting standpoint, we are currently not aware of any reporting obligations but 
further due diligence will be conducted with external counsel to ensure reporting requirements are fulfilled. 
For example, some jurisdictions may require reporting on the basis of legal title if the inventory exceeds a 
certain amount. 

Re acquisition of Nufcor as a separate legal entity, the Compliance section in the Acquisition Review 
Committee memo will discuss regulatory issues as far as the entity structure is concerned. 

■ Credit Issues: (Pawel Adrjan, Sana Habib, Sara Farooqi) 

Credit views the uranium industry as characterized by high barriers to entry, long lead times to bring 
production onstream, substantia! geographic and producer concentration, and tight regulation of 
conversion, enrichment, and transportation processes. This results in a counterparty universe that is 
typically comprised of large multinational corporations or government-related entities, i.e. relatively strong 
credits. All uranium trade requests and new counterparties will be subject to the standard Credit review 
and approval guidelines. 

Nufcoris uranium forward portfolio has a net short position (currently out of the money), so the portfolio 
will begin to generate mark to market exposure if uranium prices decline to the range of mid $20s/lb. 

We have identified the following three areas of uranium trading that will involve GS taking credit risk, with 
specific follow up items noted in each case: 

1’ Forward and ‘loan’ positions 

GS will take counterparty credit risk via forward trading of uranium products. Additionally, Nufcor’s 
existing portfolio contains a ‘loan’ of conversion service credits to Honeywell that generates credit 
exposure. 

Credit has conducted a high level overview of Nufcoris existing counterparties. Subject to more detailed 
analysis, which will follow in the next stage of the due diligence process, we have not identified any 
significant concerns relating to the credit quality of those counterparties compared to the size of the 
positions. 

Credit concerns/follow-ups related to uranium trading are: 

• Tenor: Uranium trades can be long-dated (i.e. >3 years) 

• Settlement risk: Settlement is non-standard and lengthy with most counterparties, i.e. payment up to 
30 days after delivery, although it varies in each contract 

• Documentation: Trade documentation is not standaitiized and transactions are not captured by ISDA 
or other standard commodities master agreements. While some of Nufcor’s contracts have credit 
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terms relating to rating downgrades and other termination events, other forms of credit support such 
as collateral do not appear to be a market standard. It Is not clear whether uranium trades would 
benefit from legal netting 

• Exposure modeling: Credit will need to be comfortable with trade capturing, accurate mark to market 
and potential exposure calculations. We will need to ensure good data quality, allowing for accurate 
stress testing and monitoring of exposures against credit limits 

We will manage the tenor, settlement, and documentation risks by setting limits based on the credit 

quality of the counterparties, following the standard credit risk management process. 

2- Inventory 

Nufcor holds uranium inventory on an unallocated/ non-segregated basis with a number of storage 

facilities, generating credit risk to those entities. 

We have obtained details on the actual location and value of Nufcor's current inventory: 


U308 

LBS 

Mkt $/ib 

Value 

Cameco 

154,931 

54 

8,366.274 

Comurhex 

119,451 

54 

6,450,354 

Converdyn 

348,851 

54 

18,837,954 


UF6 

KGU 

$/kqU 

Value 

Eurodif 

153,448 

150 

23,017,200 

USEC 

49,662 

150 

7,449,300 


Preliminary analysis of the counterparties to Nufcor’s storage contracts has identified some credit 
concerns. 

For USEC, Credit is concerned given the weak credit profile (public rating of B-/B3). Going forward, we 
would not want to add to this exposure, and we would work with business to manage this position. 

For Cameco, Comurhex and Converdyn, Credit is comfortable based on the ownership or standalone 
profiles of these names. 

3- Agency contracts 

Credit risk in uranium marketing and agency agreements is limited to the commission fees owed to 
Nufcor by two uranium producers. Nufcor does not take any principal risk via these contracts, and they 
can be terminated with 12 months' notice. 

With regards to the custodian and advisory services provided to Nufcor Capital Ltd., credit risk is also 
limited to the fee receivables. We do not currently anticipate any OTC trading with the fund. 
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■ Controller issues: (Ellis Kitchener, Mark Davis) 
Product Controllers 


After the integration of the business into our existing operational infrastructure, controllers envisage that 
we will be able to adequately subsume the volumes of Nufcor's business within our existing control 
infrastructure. In the interim we will agree a temporary control procedures with operations to mitigate 
risks to the firms pnl and completeness of our books and records. 

The purchase of the Nufcor entity crystalizes the requirement for the completion of full financial and 
accounting due diligence. The transaction would also require sign of from NPC and Acquisition review 
committee (ARC). 

in terms of mark-to-market (MTM) and P&L recognition, our understanding is that trading in the Uranium 
market is limited and is likely to remain so in the future. If it is determined that the spot market is not 
active, then we cannot conclude that the fomvard positions are derivatives and as such would not be MTM. 

The physical inventory will need to be marked at FV, to be determined by the desk, product control and 
accounting policy. The lack of a liquid spot trading market would mean that the determination of FV would 
be skewed to trading activity, rather than published prices. 

The disconnect between FV of physical inventory and the lack of MTM on the forward positions may 
result in P&L volatility for the Uranium portfolio. 

Regulatory Reporting 

GSi should not be used to house any new commodity risk. If GSI is used to intermediate trades between 
a 3rd party and JANY, the appropriate counterparty charges will be taken systematically. 

■ Technology Issues & Operational Issues: (Chris Teverson, All Peera) 

Nufcor’s existing involvement in the uranium market is managed without direct physical ownership of the 
uranium products. The process is managed on an ‘Unallocated’ process where participants own the rights 
to certain products but that these are not directly physically assigned. In effect there is no physical 
delivery or logistics activities; with all transfers between mines, conversion and enrichment facilities 
effected through book entry. There is no expectation that we would engage in any direct physical 
movement of these products. 

Trade Capture 

The Nufcor entity is to be maintained and will be created in the existing JANY systems. All trades will 
ultimately be booked using the existing JANY infrastructure against this entity. 

Incorporation of Nufcor in the JANY systems may lake a while to implement and there may be a limited 
period where the risk is booked in SecDB but the operational processes are managed using a 
spreadsheet. The low trading volumes in Nufcor should enable operational risks to be managed prior to 
completing the transition. 

Apart from managing the underlying uranium products (U308 , UFs currently) we will require objects to be 
able to book and track Conversion Credits and SWU (Separative Work Units) to convert UFs to Enriched 
Uranium Products - although there is currently none of the latter product being transferred. 

It is likely that the Elec Energy object will be utilized for booking the U308 and UF6 products and the 
Conversion Credits will be booked as Certificates. It is planned that these objects will enable the uranium 
products to eventually be managed through the existing Energy Scheduling System. 

Logistics and Inventory Management 

We have extensive experience of managing a wide range of physical commodity products both on an 
allocated and unallocated basis. It should be fairly straight fonvard to accurately represent the physical 
positions in our systems. We have experience of managing physical unallocated products for metals and 
coal (Bear Tolling Deal), We also have experience of managing products with varying levels of quality e.g. 
physical coal cargoes \^ich has differing levels of % sulphur and differing energy values. 

We also manage deliveries for products where defivery timings are prone to changes particularly in the 
LNG, coal and oil business. 
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Confinnatlons and Settlement 

Some work would be required to set up new product lines and ensure trades flow to downstream 
operations systems. We would look to incorporate these products into the strategic OMNI-COS workflow 
for OTC products and to GMI for Listed Derivatives. 


■ Strats (Ossie Manners) 

To be incorporated, a new legal entity will need to be set up within upstream and downstream systems to 
house all Nufcor trades. We will roll out CMLs for each product and delivery location to accurately reflect 
the location of inventory and future trades. 

The share holding of Nufcor Uranium, and the associated warrants will be introduced through existing 
equity instruments. 

For the Advisory & Agency agreements, we need to introduce them as future payment streams. This is 
similar to the mechanisms used in selling GSCI to S&P, so we anticipate that we can introduce this In a 
similar fashion. 

We have existing instruments in and outside of SecDB through which we are comfortable to book and risk 
manage and delivery flexibility and storage costs. New instruments need to be incorporated to model the 
conversion service loan repayments, but this should not be problematic. 


■ Tax Department issues (Neil Reeve) 

We understand the Uranium trading activities will be undertaken by, and booked in, Nufcor. The unique 
tax implications of the activities will be assessed as part of the proposed general corporate Tax Due 
Diligence to be undertaken (by Delloitte) In connection with the larger Stonehenge transaction. While we 
understand that Nufcor wilt never be engaged in the physical delivering, withdrawing or carriage of 
uranium product, we will nevertheless seek reassurance from the due diligence provider that no unusual 
reporting requirements or income, sales, VAT, environmental or other taxes are imposed on the business 
by any of the jurisdictions in which Nufcor operates. We anticipate that if the Due Diligence uncovers any 
tax concerns with the activities this would be discussed in detail with the desk. 

In relation to the holding of Nufcor in the GS Group, this has not been finalised and will only be 
considered further when the Stonehenge transaction structure is known. If Nufcor is held beneath the UK 
deferral group, we will have to consider the tax implications of backing out any off-market contracts to 
JANY to the extent this will be necessary 

■ MRMA (SwatiJain) 

MRMA has confirmed with the gas & power trading desk and strategists that MRMA's standard 
requirements will be met. MRMA standard requirements can be found at: 

httD://wwwd. nv.ficc.os.com/ssDs/ProdSource/FAQ Question?faaq=FAQE“rare-t-the+requirementsB7Z++0 

MRMA should be able to view the risk on the positions in SecDB by running Slate report on the archives 
hence should be notified once the booking is done. 

Also, from the discussions with controllers, we understand the positions will not be Marked to market and 
hence will sit out of VaR. 

On this basis MRMA are comfortable to proceed with implementing the uranium business. 


■ Business Intelligence Group (Helen Symonds) 

Given the nature of the sector, all uranium counterparties will be subject to review by BIG prior to 
onboarding. 

In the context of the Stonehenge transaction, BIG is close to completing its review of the counterparties 
currently utilised by Nufcor. Those counterparties are all highly regulated and are operating out of lower 
risk jurisdictions (US, Canada, Europe) - to date, we have not identified any material issue that would 
prevent the firm from transacting with any of the counterparties. 
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In Its pure form, uranium, U, is a silvery white metal of very high density. It has the highest atomic mass of 
any naturally occurring element, found in rocks and ores which make up approximately 3% of the earth's 
crust. 

The three naturally occurring isotopes of Uranium are uranium-238, uranium-235, and a very small 
amount of uranium-234. The percentage occurrence (by weight) and radioactivity properties of the 
naturally occurring isotopes of Uranium are approximately follows: 

Percent of Total Uranium in Crustal Rock 


Isotope 

by weight 

by radioadivity 

Alpha energies, 

MeV (abundance) 

Haif-life 

(years) 


0.0055 

48.9 

4.776 (72.5%) 
4.723 (27.5%) 

2.45*10= 

»u 

0,720 

2.2 

4,597 (5%) 

4.395 (55%) 

4.370 (6%) 

4.364 (11%) 

4.216 (5.7%) 
Others (17.3%) 

7.04*10“ 

™u 

99,2745 

48.9 

4.196 (77%) 

4.147 (23%) 

4.46*10“ 


Source: Ude 1994 


The sole commercial usage for uranium is for power generation and as can be seen, Uranium is a 
radioactive substance. As mined from the ground it is not usable as nuclear fuel, primarily because the 
rate of U-235 needs to be increased from 0,7% to 2%-4%. 

To achieve this, the uranium ore is first refned and processed to generate triuranium octaoxide {U308) or 
“Yellowcake”, which essentially is an inert, stable, insoluble oxide which can be safely handled. 

From this point, it Is “Converted” into UF6, usually in gaseous form, at one of 4 conversion facilities 
globally. UF6 then has to undergo the Enrichment process to increase the percentage level of U-235, to 
the level required for nuclear power generation. Once Enriched, UF6 is then solidified and processed into 
U02, from which nuclear fuel rods are manufactured. This entire process is known as the Uranium Fuel 
processing cycle: 

The Uranium Fuel Processing Cycle 


Mining ^ 


^^1^ : Conversion 

\ » Yellow OJae — ► (■ ; " 
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RADIOACTIVITY 

It is paramount to note that in all the processes from its natural form to enriched UF6, Uranium is a not a 
harmfully radioactive substance. 

This is because Uranium decays slowly by emitting an alpha particle. The half-life of uranium-238 is about 
4.47 billion years and that of uranium-235 is 704 million years - because of this, natural uranium, 
although it is radioactive, has a very low specific activity (i.e., the amount of radioactivity per gram) and 
thus, being a heavy metal, is considerably more hazardous from the standpoint of chemical foxicify. 

In fact, for natural uranium the chemical toxicity is the overriding consideration and is approximately the 
same as the chemical toxicity of lead. Please note that we actively trade lead, and as such consider 
uranium to be a similar product. 

About twenty million packages of all sizes containing radioactive materials are routinely transported 
worldwide annually on public roads, railways and ships. These use robust and secure containers. At sea, 
they are generally carried in purpose-built ships. 

U308 is transported from the mines to conversion plants in 200-litre drums packed into normal shipping 
containers. No radiation protection is required beyond having the steel drums clean and within the steel 
container. 

From the conversion plant, the uranium is in the form of uranium hexafluoride, which again is barely 
radioactive but has significant chemical toxicity. Consequently it is transported in special containers, 
which also function for storage. 

Although Nufcor would never transact in fabricated fuel rods, or nuclear waste, it’s interesting to note that 
since 1971 there have been more than 20 000 shipments of used fuel and high-level wastes (over 80 000 
tonnes) over many million kilometres. There has never been any accident in which a container with highly 
radioactive material has been breached, or has leaked ’ 


’ Primary source for sectbn: Intematioryal Atomic Energy Agency 
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ANNEX 2: URANIUM MARKET OVERVIEW 

PRODUCTION 

Minina & Milling: 

The majority of the mined uranium ore deposits are found in Australia (22%), Canada (21%) and 
Kazakhstan (16%). 

Raw uranium is extracted through either, i) open pit mining, ii) underground mining or iii) In situ recovery. 

Once recovered, the uranium ore is milled, purified and processed to produce a concentrate powder, 
known as “Yellow Cake' or U308, and then transported for the refining process, 

21 Refining & Conversion 

During this process, U308 is purified into U03 and then, depending on its ultimate usage (type of nuclear 
reactor its Intended for), it is converted into either U02 or UF6. 

U308 is principally stored at these refining and conversion locations, whereas processed UF6 is 
transported and stored at the enrichments facilities 

The Nufcor business proposal involves transactions and inventories in U308 on a book-entry basis once 
it has been accepted into the conversion facilities 

The business also includes trading of conversion credits, which entitle the holder to exchange volumes of 
U308 for UF6, and of the UF6 held at the enrichment facilities, but without the need for the holder to 
arrange for transportation or physically handle the uranium 

31 Enrichment 

Normal nuclear power reactors need to utilze tuel with a 3%-5% U-235 concentration level, whereas its 
approx 0.7% in natural deposits (Natural UF6 is 99.3% U-238). To achieve the necessary enrichment, 
lighter U-235 atoms have to be separated from heavier U-238 atoms to enable an increase in the U-235 
concentration. This is either done through gaseous diffusion or centrifuge methods 

These processes are sold through Separative Work Units (SWUs), where 1 SWU is the unit that 
expresses the energy needed to separate U-235 and U-238, 

The precise enrichment process depends on the amount of uranium feed (UF6) at the beginning of the 
process; the amount of SWU used; and the concentration of the U-235 atoms left over (tails assay) at the 
end of the process. 

There is an inherent optimization and arbitrage exercise for nuclear operators and traders - through 
comparing the value of the enriched uranium (in part through the ultimate generated power price) to the 
cost of the UF6 fuel, and the price of the SWUs needed to perform the enrichment. 

The Nufcor business proposal also involves trading of enriched uranium products (EUPs) and also SWUs 
to be able to optimize existing inventory positions and arbitrage future pricing opportunities, although 
Nufcor does not currently hold positions in these products 

41 Fuel Manufacture 

Once uranium is enriched, it can then be manufactured into fuel rods that can ultimately be used in 
nuclear reactors. 

[The proposal does not envisage trading fuel rod manufacturing services, and at no stage would it be 
responsible for physically handling enriched uranium or fuel rods, as it is at this stage that the U-235 
concentration levels are potentially harmful] 


URANIUM UTILIZATION 
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There are 440 nuclear power reactors operating in 31 countries, with 96 new reactors under construction 
or planned for completion within the next lOyears - these form the sole commercial demand for 
processed uranium. 

World annual uranium consumption 178m lbs U308e 
Primary Production: 109m lbs U308e 

Secondary Souces: 69m lbs U308e 

Nuclear Utilities purchase the uranium at all 4 stages of production outlined above, and then if necessary, 
contract for the processing necessary to convert the material into usable fuel. Due to the ultimate usage, 
the market is heavily concentrated, with no more than 100 entities involved in different parts of the traded 
markets, 

62% of the uranium demand is supplied from the “primary market' of extraction and production process. 
The remainder is from Secondary supplies - from existing inventories, reprocessed used reactor fuel and 
decommissioning of nuclear armaments. In recent years, highly enriched uranium, derived from 
dismantling of Russian nuclear weapons has become the major secondary source (equivalent to a large 
mine), but supplies from this source are contracted only until 2013, and other sources will be depleted 
over the forthcoming years. 

URANIUM MARKETS 

Traditionally, uranium is contracted under bilaterally negotiated transactions, although Exchange based 
products, including the Nymex Uranium futures contract for U308 have been increasing in stature over 
the last couple of years. 

The bilateral agreements are heavily negotiated, long term stnjctured trades (up to lOyr), based on a 
fixed price with escalation through inflation or economic performance (GDP) indices. 

In 2007, about 250 million pounds of U308 were contracted in the long term market 

A smaller "spot" market exists, with delivery within lyr of contracting. Spot transactions are typically 
priced referencing to the value quoted by one of 3 market information sources (Ux, TradeTech & Nukem). 
In 2007 around 20m pounds of U308 was contracted here. 

U308 has standardized pricing, irrespective of the holding location 

UF6 is purchased priced either as a North American product, or a European product, depending on the 
delivery location, and Conversion Credits have the same geographical specification’ 

MARKET DYNAMICS 


Uranium (UjOs) Prices 1972 on 
annual basis 


Averape Australian export vatoe ASAg 



that the Euratom long-term price is the (merogt price af uranium lisUwrtd into the EU thin year term coturam. His not the price at rthch long-lenn coniracl.': are being 

vriucn in that year. 


’ Sources for Seciion; Cameco, international Atomic Energy Agency, WtofWAfudearAwocraft'on 

- 14- 

CONFIDENTIAL FRB-PSI-400052 



928 


PHYSICAL COMMODiTY REVIEW COMMITTEE: MEETING MINUTES 


Meeting Date: May 17, 2013 Meeting Type; Ad Hoc 

Location: Time; 8:15amEST — 9:15amEST 

DiaUn 212-902-4292 passcode 419310 

NY; 200W/12“' Floor/ Room 104/ LDN: PBC/008/200 DAL 
6031 CD/004/1453 

Attendance: See Annex A Quorum Requirement Met: Yes 

Meeting Chairperson{s): Denise Wyliie Secretary; Jenny Chin/Jeff Fernandez 


1) Administrative Matters: Magid Shenouda was recused. 

2) Transaction Review: The London Commodities presented to the committee the book title purchases and 
sales of enriched uranium (UF6) that will be stored at Global Nuclear Fuel’s (GNF-A)fabrication facility in 
North Carolina, U.S. 

3) Background and Key Discussion: 

The commodities business is looking to expand its uranium trading portfolio to include UF6 with 
enrichment levels up to 5% {the civil nuclear threshold according to the U.S. Nuclear Regulatory 
Commission. Proposed transaction involves both purchases and sales of enriched UF6 where title 
transferred on a book transfer basis (where GS will never take actual possession) at the GNF-A facility. 
All uranium storage accounts are held in the name of Nufcor International Limited, a GS subsidiary. 

Topics addressed/discussed included the following; 

• Deal team went through the transaction structure with respect purchase of UF6 from AFR/USEC 
in 2013 stored at GNF-A facility to sate of UF6 to Exelon in 2018. 

• Title transfer between buyer and seller is via book transfer process on instruction from the seller 
to the facility within the time parameters set out by the facility. 

• GS will not be a transporter of the enriched UF6 and GS will not be the operator of the storage 
facility. 

• The hazards relating to stored enriched UF6: 1) chemical exposure to florine and metal floride, 
and 2) criticality exposure - auto reaction of stored canister with water and pressure. 

• While GNF-A has property (1®' party) and liability { 3 ^ party) insurance, it cannot be relied upon 
due to potential dilution and specific coverage exclusion in a catastrophic nuclear event. 

• GNF-A’s EHS organizational structure/governance, management, policies and procedures. 

• UF6 stored at GNF-A facility is fungible and comingled. The canisters stored will not have 
specific title identification. 

4) Reputational Risks: Potential reputational risk to GS as title owner of the UF6. Deal team to provide 
better understanding of public disclosure of title ownership. GNF-A confirmed that they are not required 
to disclose ownership of the material stored at their facility. 

5) Outcome/Follow up: The meeting outcome is Reviewed with Conditions. Deal team is to provide 
information regarding the following. 
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EHS 

♦ Any EHS metrics that have deal with ttre general operation of the GNF storage facility (not only 
relating to nuclear/NRC incidents) 

• Deal team advised that GNF-A is vnliing to provide further details on HSE and other 
intemai policies to GS after signing of tt)e contract and confidentiality agreement. 


Reputational : 

• What, if any. public disclosures is GNF / USEC required to provide to the government or any other 
agency about the business and tifie holders witfi whom it transacts 

• GNF-A confirmed that they are not required to disclose ownership of the UF6 stored at 
their facility. 

These conditions were satisfied by deal time and the deal has subsequently been approved on May 17, 2013. 


6) Reports/Updates: The PCRC Template and supporting documents were presented and circulated prior 
to the meeting. 

7) Other Business and Material: None 

8} Prior Meeting Minutes Approval: None 
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Annex A: Attendance 


Chalrperson(s), Members, Counsel and Secretary 

Present 

Absent 

Chairperson: Denise Wyllie 

Yes 


COO: Max Bulk 

Yes 

Member: Greg Agran 

Yes 

Member: Alistair Cross 

Yes 


Member Mark DArcy 

Yes 


Member: Gary Hayes 

Yes 


Member: David Herrmann 

Yes 


Member: Scott Lebovitz 

Yes 


Member Sabrina Liak 

N/A 


Member: Milt Millman 

Yes 

Member: Kyung-Ah Park 

Yes 


Member Magid Shenouda 

Yes 


Member: Joel Sulkes 

Yes 


Member and Counsel: Steve Bunkin 

Yes 


Secretary: Jenny Chin 

Yes 


Secretary: Jeff Fernandez 

Yes 


Observer: Robert Dannenberg 

Yes 

Observer: Raymond Clifford 

Yes 



Other Attendees 
None 


Presenter(s) 
Jonathan Gaylard 
Jonathan Fish 
James Marchese 
David Gallagher 
Michelle Zammit 
Jolle Norris 
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Chadboume & Parke LLP 
1200 New Hampshire Avenue, NW 
Washingtor>, DC 20036 
telephwie: (202) 974-5600 

Abbe Davtd Lowel) 
direct tel (202)974-5605 
adlowell€)chadbourne.com 


October 2, 2014 


Bv E-mail 
Ms. Elise J. Bean 

Pennanent Subcommittee on Investigations 

Homeland Security & Governmental Affairs Committee 

United States Senate 

199 Russel! Senate Office Building 

1st & Constitution, N.E. 

Washington, D.C, 20510 

Re: Follow-Up Requests 

Dear Ms. Bean: 

I write on behalf of The Goldman Sachs Group, Inc. (“Goldman Sachs” or the “Firm”) 
in connection with the efforts of the Permanent Subcommittee on Investigations (the 
“Subcommittee”) to better understand the nature and scope of activities of U.S. banks in physical 
commodities.' Goldman Sachs responds to certain requests attached to your email dated 
September 9, 2014, which we reproduce below for your convenience. We are continuing to 
work diligently on the remaining requests and will supplement this submission with additional 
responses as soon as possible. 


The Goldman Sachs Group, Inc. is the Firm’s publicly-held parent company. Information 
relevant to the Subcommittee’s requests involves the activities of affiliates controlled by the 
Firm operating both inside and outside the United States. 


New York i Washington, DC 


Los Angeles 


Permanent Subcommittee on Investigations 


EXHIBIT #12 
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Request No. 2: The one-page Metro Management Brief for June 2011 
[GSPSICOMMODS00009668] refers to: “Extraordinary income from counterparties 
sharing physical premium with Metro after delivering metal previously under financing 
deals into the physical market.” 

a. Please describe the agreement or agreements reached between Metro and one or 
more counterparties to share physical premium, including by providing the date of each 
such agreement, the name and location of each counterparty that entered into such an 
agreement, and the total amount of income earned by Metro. If the agreement was 
reduced to writing, please provide a copy of the agreement. 

b. Please describe any other agreement or arrangement since Goldman acquired 
Metro in which Metro earned a portion of the physical premium for metal delivered to the 
market. Please include the date of the agreement or other arrangement, the party with 
whom the agreement or arrangement was reached, and the amount of income earned by 
Metro. 


The reference of “extraordinary income from counterparties sharing physical premium 
with Metro after delivering metal previously under financing deals into the physical market” is 
an imprecise way of describing amounts received by Metro in certain situations in which a 
customer removes metal from Metro’s warehouse or retrieves metal prior to the expiration of an 
agreed term/elects not to roil a lease when otherwise expected to do so. The payment of such 
amounts is a means of compensating Metro for, among other things, rent discounts Metro 
provided based on the understanding that the customer would hold metal for a period that is 
longer than the period for which the customer ultimately held the metal in Metro’s warehouses. 
The term used in the Management Report characterizes these amounts as “extraordinary” insofar 
as the revenue is not regularly recurring, but rather arises only in the particular circumstances as 
described above. Enclosed as Exhibit A (bearing production number 
GSPSICOMMODS0004653 1 ) is a chart prepared by Metro in response to Request No. 2 
summarizing these arrangements for aluminum held under warrants issued by Metro during the 
period of Goldman Sachs’ ownership of Metro. 


Redacted By 

Permanent Subcommittee on Investigations 
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Redacted By 

Permanent Subcommittee on Investigations 


Request No. 7: Please provide a list of the power plants, by name and location, with which: 

a. Nufcor had uranium supply contracts at the time of its purchase in 2009; and 

b. Nufcor had uranium supply contracts as of June 30, 2014. 

Enclosed as Exhibit B (bearing production numbers GSPSICOMMODS00046532-33) is 
a chart prepared by Goldman Sachs in response to Request No. 7, listing the utility companies 
with which Nufcor had uranium supply contracts at the time of the Nufcor acquisition and as of 
June 30, 2014. 
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Redacted By 

Permanent SuBcommitfee bn liivestigatibns 


Request No. 9: Please confirm that no Goldman entity had a tolling agreement with any of 
the power plants that had supply contracts with Nufcor. 

Goldman Sachs has not entered into tolling agreements with utilities that were party to 
supply contracts with Nufcor. 

Request No. 10: Please confirm that, from 2009 to the present, Nufcor has stored U308 
uranium products at a Comeko facility in Ontario, Canada, Comurhex facility in France, 
and Converdyn facility in Illinois; and UF6 uranium products at a Eurodif facility in 
France, Urenco facility in Germany/TJK/Netherlands, and Louisiana Energy Services 
facility in New Mexico, and at no other locations. If this information is incorrect, please 
correct it to identify all of the facilities at which Goldman stored either U308 or UF6 
uranium products since 2009. 

We confirm that since the time of the Nufcor Acquisition to the present, the only facilities 
at which Nufcor International has maintained inventories of U308 or UF6 are those facilities 
identified above in this Request, other than that Nufcor International has maintained inventory 
balances of UF6 at the USEC facility in Paducah, Kentucky but has maintained no inventory at 
this facility since December 2012. 

Request No. 11: Please confirm that Nufcor traded 20,000 pounds of U308 in 2009, but 
that its trading has steadily declined since and that its 2014 trading is estimated to be 4,000 
pounds of U308. 

The volumes traded (i.e., purchased and sold) within the specified periods are set forth 

below: 


• Between June 30, 2009 and December 31, 2009, Nufcor traded 650,000 lbs of 
U308. 

• In 2010, Nufcor traded 4.7m lbs of U308. 

• In 201 1, Nufcor traded 8.2m lbs of U308. 

• In 2012, Nufcor traded 13.7m lbs of U308. 

• In 2013, Nufcor traded 12.8m lbs of U308. 

• Inthefirsthalfof 2014, Nufcor traded 1.9m lbs of U308. 
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Redacted By 

Permanent Subcommittee on Investigations 


Request No. 21: Please provide a brief description of the July 2009 acquisition from 
Constellation Energy of financial instruments to buy or sell coal or to supply or transport 
coal, including a description of the number and nature of the instruments, the approximate 
volumes of coal involved, and the number of power plants with coal supply agreements or 
arrangements. 

In March 2009, Goldman Sachs acquired portfolios of coal and freight contracts and 
related financial instruments from Constellation Energy. The contracts were between 
Constellation Energy and various counterparties. Counterparty consent was required in order to 
novate the contracts from Constellation Energy to Goldman Sachs. In order to transfer 
risks/rewards associated with such contracts at a single moment in time, Goldman Sachs and 
Constellation Energy effectuated the acquisition in steps. First, Goldman Sachs and 
Constellation Energy entered into an agreement governing the acquisition of contracts. This 
acquisition was completed on a closing date on which many of the contracts were novated by 
Constellation Energy to Goldman Sachs. On this closing date, Goldman Sachs and Constellation 
entered a series of transactions with one another in which Goldman Sachs assumed the position 
of Constellation Energy, and Constellation Energy assumed the position of its contractual 
counterparty in relation to those contracts that were not novated on the closing date (the “Mirror 
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Transaction”). As additional consents from counterparties were obtained, the underlying 
contracts with counterparties were then novated by Constellation Energy to Goldman Sachs. At 
the same time, the portion(s) of the Mirror Transaction that corresponded to such underlying 
counterparty contract(s) were unwound. To the extent counterparty consents for particular 
contracts were not obtained, the corresponding portion of the Mirror Transaction remained in 
place. 


Details of the transactions associated with the Constellation Energy transactions are set 
forth in Exhibit D (bearing production number GSPSICOMMODS00046535), which Goldman 
Sachs prepared in response to this Request. 

Request No. 22: Please describe Constellation’s coal supply agreements with Coalcorp’s 
subsidiary in Colombia, including whether there was a 2006 long-term supply contract and 
whether, as described in a 2010 Coalcorp Shareholder Notice, there was a Feb. 2010 
contract to supply 2.4 million metric tons of coal at a fixed price from the La Francia mine. 

Constellation Energy entered into a coal purchase and sale agreement with Compania 
Carbones del Cesar (a subsidiary of Coalcorp Mining Inc. (“Coalcorp”)) in June of 2007 (the 
“Coalcorp Agreement”). Under the Coalcorp Agreement, Coalcorp committed to deliver 
150,000 metric tonnes of coal each quarter from January 1, 2009 to December 31, 2012 (totaling 
2.4 million tonnes, the “Firm Tonnage”), and provided an option for Constellation Energy to 
acquire an additional 150,000 metric tonnes/quarter from January 1, 2013 to December 31, 2013 
(the “Optional Tonnage” which, together with the Firm Tonnage, totaled 3 million metric 
tonnes). Constellation Energy committed to pay a fixed price for each delivered tonne of coal. 
The Coalcorp Agreement was one of the contracts included in the 2009 acquisition transaction 
that Goldman Sachs entered into with Constellation Energy. As such, a portion of the Mirror 
Transaction related to the Coalcorp Agreement. As noted on page 41 of the Coalcorp Mining 
Inc. Notice of Special Meeting of Shareholders to be Held on February 1 1, 2010 and 
Management Information Circular, the Coalcorp Agreement was novated by Constellation 
Energy to Goldman Sachs (specifically, J. Aron) on the date on which Goldman Sachs entered 
into the agreements to acquire the La Francia assets, described further in our response to Request 
No. 24. At the time that this novation was completed, the portion of the Mirror Transaction that 
corresponded to the Coalcorp Agreement was unwound between Constellation Energy and 
Goldman Sachs. 

Request No. 23: Please describe any Constellation Energy coal supply contracts with CNR, 
including the date of the supply contracts, the volumes of coal involved, and the duration of 
the supply agreements or arrangements. 

We refer you to our response to Request No. 22. 
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Request No. 24: Please provide a brief description of Goldman’s purchase of the La 
Francia mine, greenfield, railroad shares, and related assets in 2010, and confirm the 
purchase price of about S200 million. 

On January 6, 2010, GS Power Holdings LLC (“GS Power”) entered into an agreement 
with Coalcorp and Compania Carbones del Cesar (“CDC,” a wholly owned subsidiary of 
Coalcorp), providing for the sale by CDC of the La Francia I mining concessions and related 
infrastructure and other assets (including approximately 8% of the shares of Ferrocarriles de 
Norte de Colombia S.A., aka, FENOCO) for cash consideration of $100 million and the 
assumption of certain liabilities, including CDC’s coal sale agreement with Constellation Energy 
(which was, as described in the response to Request No. 21, subject to the Mirror Transaction). 

In addition, on the same date, Coalcorp and another one of its wholly owned subsidiaries, 
Pianta Ltd., entered into a share purchase agreement providing for the purchase by GS Power of 
the shares of Adromi Capital Corporation, which owned the concession for the La Francia II 
mine, for cash consideration of $5 1 million. These transactions closed on March 19,2010, 

Request No. 26: Please provide a brief description of Goldman’s purchase of the Hatillo 
mine, greenfield, railroad shares, and related assets in 2012, and provide the overall 
purchase price. 

On May 25, 2012, a newly created subsidiary of GS Power called Colombia Purchase Co. 
SAS, entered into a share purchase agreement with Vale S.A., Vale International Holdings 
GMBH and Vale International SA to acquire the shares of Vale Colombia Holding Ltd. (which 
owned the concession to the El Hatillo mine), Sociedad Portuaria Rio Cordoba S.A. (which 
owned the Rio Cordoba port), and approximately 8% of the shares of FENOCO in exchange for 
cash consideration of approximately $400 million, subject to certain adjustments. The 
transaction closed on June 22, 2012. 


Redacted By 

Permanent Subcommittee on Investigations 


Request No. 32: Please provide a copy (translated into English) of the ANI or other 
Colombian government order, decision, or regulation requiring direct loading of coal onto 
ships by 1/1/2014, together with any extensions. Please describe any actions taken by CNR 
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or Goldman in response, including any plans developed or actions taken to upgrade its port 
facilities at Rio Cordoba port. 

Enclosed as Exhibit E are English translations of the following documents: Decree 3083 
of 2007, Decree 4286 of 2009, Decree 700 of 2010, and Art. 113 of law 1450 of 2011 (bearing 
production numbers GSPSICOMMODS00046536-42). CNR evaluated the prospect of 
upgrading the Rio Cordoba port facilities to make them compliant with the direct-loading 
regulations but determined that it was not economically feasible to pursue such an initiative. 

Request No. 39: Please confirm that J. Aron bought about 20% of the CNR coal each year 
from 2011 to 2013, and marketed the other 80% of the coal. Please provide the 
approximate volume of coal J. Aron bought from CNR each year, and the approximate 
volume sold to unrelated parties each year. 

Over the period from 2011 to 2013, J. Aron purchased approximately 20% of CNR’s 
production under the Coalcorp Agreement that was novated to it by Constellation Energy. For 
each year, set forth below is the approximate volume of coal that J. Aron bought from CNR and 
approximate volume that CNR sold to unrelated parties. 

• 2011: J. Aron (710kt), Other (1,63 8kt) 

• 2012: J. Aron (776kt), Other (3,498kt) 

• 2013: J. Aron (324kt), Other (3,356kt) 


Redacted By 

Permanent Subcommittee on Investigations 
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Request No. 45: Please provide a description of any due diligence procedures used by any 
Goldman entity to ensure the safe transportation of coal via shipping vessels from 
Colombia. Please provide a copy of any CNR or Goldman report of a shipping incident or 
accident involving at least 5100,000 in damages or at least 1,000 metric tons of coal. 

With respect to vessels chartered to transport coal for its intermediation business, 
Goldman Sachs conducts the diligence set forth in the firm’s vessel vetting procedures, a copy of 
which is attached as Exhibit F (bearing production numbers GSPS1COMMODS00046543- 
56). With respect to CNR, please find attached as Exhibit G (bearing production numbers 
GSPS1COMMODS00046557-629) a copy of the regulations for the Rio Cordoba port which, 
among other things, specify the types of vessels that are permitted to load coal at the Rio 
Cordoba port. As otherwise noted, because the substantial majority of sales of coal made by 
CNR are done on a free on board basis, CNR is rarely if ever involved in chartering 
vessels. Neither Goldman nor CNR has experienced any shipping incident or accident of the 
type referenced. 


Redacted By 

Permanent Subcommittee on Investigations 
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Enclosures 

cc: Mr. Joseph Bryan 

Tyler Gellasch, Esq. 
Steven R. Peikin, Esq. 
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I EXCERPT 

These materials are important and require your immediate atieniioru They require shareholders of Coalcorp 
Mining Inc. to make important decisions. If you are in doubt as to how to make such decisions, please contact 
your financial, legal or other professional advisors. If you have any questions or require further information 
regarding the voting of your shares, please contact Laurel Hill Advisory Group toll free at; l-SOO-503-9439. 


^^^Coalcorp 


COALCORP MINING INC. 


NOTICE OF SPECIAL MEETING OF SHAREHOLDERS 
TO BE HELD ON FEBRUARY 11, 2010 
AND 

MANAGEMENT INFORMATION CIRCULAR 


RECOMMENDATION TO SHAREHOLDERS 

The Board of Directors of Coalcorp Mining Inc. Unanimously Recommends that 
Shareholders VOTE FOR Ihc Proposed Transaction Resolution 
as Described in the Accompanying Management Information Circular 


January 19, 2010 


Permanent Siihcnmmittee on Investigations 


EXHIBIT #14 
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i^^Coa/corf) 


January 19, 2010 
Dear Shareholder, 

You are cordially invited to attend a special meeting of shareholdcn of Coalcorp Mining Inc. (“Coaicorp” or the 
“Corporation"), which will be held at St. Andrew's Club &. Conference Centre, 150 King Street West, ll'^ Floor, Toronto, 
Ontario at 10:00 a.m. (Toronto Time) on February 11, 2010 (the “Special Meeting”) to consider and vote upon the 
Proposed Transaction (as defined herein). 

On January 7, 2010, Coalcorp announced that it and certain of its wholly owmed subsidiaries had entered into 
agreements with a wholly owned subsidiary of Goldman Sachs Group, Inc. (through one or more of its affiliates, 
“Goldman Sachs”) providing for the sale by titose subsidiaries of their mining and related infrastructure assets to Goldman 
Sachs, for total cash consideration of USDS15] million, subject to certain closing adjustments (the “Purchase Price”) and 
the assmnption of certain liabilities, for a total transaction value in excess of USD$201 million. The transaction includes: 

(a) an asset purchase agreement dated as of January 6, 2010 among the Corporation, its subsidiary", 
Compania Carbones del Cesar (“CDC") and GS Power Holdings LLC (the “Purchaser”), a subsidiary of 
Goldman Sachs, providing for the sale by CDC to the Purchaser of the La Francia 1 mining concessions 
and related infrastiucturc a.s.sets (the “CDC Assets”) for cash consideration of USDSlOO million and the 
assumption of certain liabilities of Coalcorp, including but not limited to the liabilities under tlie Coal 
Sale Contract (as defined herein) with a mark-to-market value of approximately USD$50 million based 
on prevailing coal prices, and 

(b) a share purchase agreement among the Corporation, its subsidiary, Pianta Ltd. (“Pianta”) and the 
Purchaser providing for the sale by Pianta to the Purchaser of all of the issued and outstanding shares (the 
“Adroml Shares”) of Adromi Capital Corp. (“Adroml”), which entity holds the Corporation’s interests 
in the La Francia II mining concession, for cash consideration of USDS5 1 million. 

The disposition of tlie CDC Assets by CDC and the Adromi Shares by Pianta is collectively referred to herein, as 
the “Proposed Transaction”. The Proposed Transaction is subject to certain closing conditions, including the approval of 
Coalcorp's shareholders at the Special Meeting, and is expected to be completed shortly follow^ing the Special Meeting. 

The attached management information circular (the “Circular”) sets forth among other things, information about: 
(i) the Special Meeting, (ii) the unanimous recommendation by the Special Committee in favour of the Proposed 
Transaction and the unanimous approval by the Board of Directors of the Corporation, (iii) the background to the Proposed 
Transaction and the strategic alternatives review process that led to the Proposed Transaction, (iv) suinmaries of the 
purchase agreements entered into in connection with the Proposed Transaction, and (v) tlie special re.solution in respect of 
the Proposed Transaction to be voted upon at ihe Special Meeting. In addition, the Fairness Opinion (as defined herein) is 
included as an appendix to the Circular, 

On the unanimous recommendation of the Special Committee, and upon consideration of the Fairness 
Opinion, the Board of Directors of Coalcorp has unanimously determined that the Proposed Transaction is in the 
best interests of Coalcorp and its shareholders and other stakeholders. Accordingly, the Board of Directors 
unanimously recommends that you VOTE FOR the special resolution approving the Proposed Transaction. 

The Proposed Transaction is the result of the strategic alternatives review process as previously announced by 
Coalcorp, which was a comprehensive and thorough strategic review which included, (i) careful consideration of a nuniber 
of strategic alternatives, including continuing as a stand-alone business, seeking potential equity/debt financing, pursuing a 
restructuring and/or capitalization, and other various commercial arrangements, (ii) engaging in formal discussions with a 
number of interested parties and the conducting of a formal strategic auction process, (tii) ftill and careful consideration of 
the submitted offers and proposals from the auction process, and (iv) the receipt of the Fairness Opinion. In the event the 
Proposed Transaction is not completed, and in light of its current financial condition, it is likely tliat the Corporation will 
have to seek creditor protection or commence insolvency proceedings. 
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The Corporation's largest shareholder, Pala hivestaients Holdings Limited, which holds approximately 44% of 
Coalcorp's outstanding shares and approximately 13.05% of the aggregate principal amount of Coalcorp’s outstanding 
Senior Notes (as defined herein) has entered into a snpport agreement widi the Purchaser to vote its shares for the Proposed 
Transaction at the Special Meeting. 

We encourage you to read the materials in the Circular carefully. Your vote is important. Whether or not you 
attend the Special Meeting to vote on the Proposed Transaction, please take the time to vote your shares in accordance with 
the instructions contained in the Circular. If you have any qurations or require further information regarding the voting of 
your shares, please contact Laurel Hill Advisory Group toll free via telephone at; 1-800-503-9439 or by email at: 
assistance@laUTelhinag.com. 

Sincerely, 


(Signed) "Juan Carha Gomez" 

Juan Carlos Gomez 

Interim Chief Executive Officer 
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(a) not sell, transfer or otherwise dispose of its shares or enter into any agreement or arrangement in 
connection therewith or grant any proxies or powers of attorney or enter into any agreement or 
arrangement witli respect to the voting of such shares; 


(b) not directly or indirectly, (i) solicit, initiate, encourage or seek directly or indirectly, any inquiries 
relating to the making or implementation of any Acquisition Proposal, (ii) engage in any 
negotiations, provide any information or have any substantive discussions with any person relating 
to an Acquisition Proposal, (iii) or cooperate with or facilitate any effort that constitutes or may 
reasonably be expected to lead to an Acquisition Proposal, and (iv) enter into any contract with 
any person relating to an Acquisition Proposal; 

(c) deliver a duly completed form of proxy appointing the Purchaser or such person designated by the 
Purchaser to attend at a special meeting to t 4 >prove the Proposed Transaction; 

(d) (i) vote al! of its shares at any meeting of the shareholders to approve the Proposed Transaction 
and against any action that is intended or would reasonably be expected to impede or interfere 
with the Proposed Transaction, (ii) not tg, without the consent of the Purchaser, revoke any 
proxies delivered under the Support Agreement, provided that such proxies will be revocable in 
the m'ent of termination of the Support Agreement in accordance with its terms, (iii) not to, 
without the consent of the Purchaser, requisition any irweting of shareholders wHth respect to 
voting for or against the Proposed Transaction, and (iv) not to do anything to frustrate or hinder 
the consummation of the Proposed Transaction. 

The Support Agreement and Pala’s obligations thereunder shall automatically terminate upon the earliest of: (i) the 
closing of the Proposed Transaction, (ii) March 31, 2010, (iii) tire termination of any of the Purchase Agreements for 
any reason, and (iv) the date dial Pala ceases to exercise control and direction of tire shares as a result of a trmrsfer of 
its shares in accordance with the terms of the Support Agreement Either party to the Support Agreement will be 
permitted in its sole discretion to terminate tire Support Agreement if any of the Purdrase Agreements is anrended 
where such amendment (i) reduces the Asset Purchase Price or Share Purchase Price, or (it) results in a materially 
negative consequence to either Pala or Coalcorp. The foregoing is a summary of certain terms of the Support 
Agreement, a copy of which has been filed on SEDAR at www.sedar.com. 

INFORMATION REGARDING THE PROPOSED TRANSACTION 
The Proposed Transaction 

Coalcorp and certain of its wholly owned subsidiaries have entered into agreements with GS Power Holdings LLC 
(die “Purchaser")* a wholly owned subsidiary of Goldman Sachs Group, Inc, (through one or more affiliates, 
“Goldman Sachs”) providing for the sale by those subsidiaries of their mining and related infrastructure assets to 
the Purchaser, for total cash con.qideralion of USD$15I million, subject to certain clo.sing adjustments (the 
“Purchase Price”) and the assumption of certain liabilities, for a total transaclion value in excess of approximately 
USD$20i million. 

The purchase agreements entered into include: 

(a) an asset purchase agreement dated as of January 6, 2010 (the “Asset Purchase Agreement”) 
among Coalcorp, its indirect wholly owned Colombian subsidiary, Compaflia Carbones del Ce.sar 
(“CDC”) and the Purchaser, providing for tlie sale by CDC to the Purch^er of the La Francia 
mine and associated infrastructure assets (the “CDC Assets”) for cash consideration of USDSlOO 
million (the “Asset Purchase Price”) and the assumption of certain liabilities of Coalcorp, 
including but not limited to the liabilities under the Coal Sale Contract (as defmed herein) with a 
mark-to-market value of approximately USD$50 raillion based on prevailing coal prices; 

(b) a share purchase agreement dated as of January 6, 2010 (the “Share Purchase Agreement”) 
among Coalcorp, its indirect wholly owned British Virgin Islands subsidiary, Pianta Ltd, 
(“Pianta”) providing for the sale by Piauta to the Purchaser of all of the issued and outstanding 
shares of Adromi Capital Corp. (the^Adromi Shares”), w'hich entity holds Coalcorp ’s interests in 


13 


PSl-CI-01-000019 



949 


the La Francia 11 mine, for cash consideration ofUSD$51 million (the ‘'Share Purchase Price"); 
and 

(c) a suppiemental terms and conditions agj^ment ^ted as of Jantiary 6, 2010 (the “Sirpplemeniai 
Agreement”) among the Corporation, CDC, Pianta, the Corporation’s British Virgin Island 
subsidiary, Andean Coal Corporation (‘-Andean’*), and the Purchaser setting out certain additional 
supplementary terms and conchtions. 

The Asset Purchase Agreement, Share Purchase Agreement and Supplemental Agreement are collectively referred 
to herein, as the “Purchase Agreements”. TIte sale by CDG and Pianta to the Purchaser of the CDC Assets for the 
Asset Purdiase Price and the Adromi Shares for the Share Purchase Price, respectively, pursuant to the terms and 
conditions of the Purchase Agreements, is collectively referred to herein, as the “Proposed Transaction”. 

The Proposed Transaction is Not a “Related Party Transaction” 

Coaicorp is of the view fliat die Proposed Transaction ts not a “related party transaction” within the meaning of 
Multilateral Instrument 61-101 - Protection of Minority Security Holders in Special Transactions (“MI 61-101"). 
Further, Coaicorp is of the view dial there are no other “connected transactions" that would make the Proposed 
Transaction or any of the transactions contemplated thereby a “related party transaction” within the meaning of Ml 

61-101, 

Coaicorp has been advised by Goldman Sachs of the following: 

• The Purchaser is 100% owned by Goldman Sachs. Accordingly, other tlian any holdings of public 
securities of Goldman Sachs (the parent company to the Purchaser) that such parties may hold, no other 
party has any direct or indirect interest in, or otlier involvement with, the Purchaser (or will have any such 
interest in any affiliate of the Purchaser if the Purchase Agreements are assigned to such affiliate in 
accordance with the terms of such Purchase Agreement). 

• There is no agreement or any agreement contemplated to be entered into by the I’urcbaser (or any affiliate 
of the Purchaser if the Purchase Agreements are assigned to such affiliate in accordance with the tenns of 
such Purchase Agrecmcmi) with any “related party” of Coaicorp. 

Coaicorp has been advised by Pala of the following: 

• Tile only agreement that Pala has entered into with Goldman Sachs Is the Support Agreement and there are 
no other potential agreemimts contemplated at this time. 

■ Pala does not have any direct or indirect interest in the Purchaser (or any affiliate of the Purchaser if the 
Piuchase Agreements are assigned to such affiliate in accordance with the terms of such Purchase 
Agreement). 

Certain members of the former management of Coaicorp, who are also shareholders of the Corporation, have filed 
an application on January 19, 2010 with the Ontario Securities Conunissiou (“DSC") alleging the Proposed 
Transaction involve “related party transactions”. Coaicorp docs not agree with the allegalion-s or analysis set out: in 
tliis application to the OSC. See below “Threatened Proceedings in respect of die Proposed Transaction - 
Application to the OSC by certain former management of Coaicorp”. 

Threatened Proceedings in r^pect of the Proposed Transaction 

On January 15, 2010, Coaicorp received correspondence from the law firm Crroia & Company representing Blue 
Pacific Assets Corp (a corporation that has been disclosed to be controlled by members of former management) 
threatening Injuiiclive relief in respect of the completion of the Proposed Transaction. Additionally, on January 1 9, 
2010, Coaicorp received correspondence Irom Groia & Company representing certain members of former 
management of Coaicorp, who are also shareholders of the Corporation, initiating an application with the Ontario 
Securities Commission on the basis that the Proposed Transaction involves certain “related party transactions” under 
Ontario securities laws. Each of these parties represented by Groia & Company are named as defendants in the 
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Inifiitdves to Acquire Pori Access and Stand-Ahne Strategy 

At its meeting on September 5, 2009, the Board and nanageraent carefully considered and evaluated a stand-alone 
atmegy imder which (lie . CQiporaUonAVQyld nitainiesnirai^ independent, . cpnrinuing to 

its mining business and seek to raise additional capital while executing its Operational Restructuring Plan. The 
Board conducted ao assessment of the Corporation’s near and long term prospects on a stand-alone basis. The Board 
determined that the key to remaining independent and contmuing to operate, was to secure port access and utilize its 
existing nrllroad infrastructure. Without securing port access for delivery of the Corporation’s coal, the Corporation 
could not continue operation. 

Tliroughout the auction process, Coalcorp continued to pursue Its efforts to secure port access in Colombia. 
CoalcoTp’s lack of access to port capacity prevented it from being able to ship its coal offshore and access off-shore 


£ t. ' i!:«.\SLLLj. ‘Cb_h!‘»hs ■ 5.->- -- . i..e.. • --S ... - r. t- l..- .. = 



Carbosan for port acc^s as well as funding of required capital expenditures for capacity expansion. At the 
beginning of November, 2009 Coalcorp signed a port discharge .services agreement with Vale, This agreement, 
together with the potential Carbosan port access agreement, were part of Coalcorp'.s strate^ to develop a fully 
integrated coal mining and transportation chain and continue as a stand-alone company. Coalcorp’s plan was to 
utilize its rail infrastructure to rail coal to Vale’s Rio Cordoba port, discharge the coal at Rio Cordoba and transport 
the remaining coal approximately 30km to the Carbosan port by truck. 
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Financing Aitemiitivex 

Management had detennined that to effectively execute on a stand-alone strategy it would need to raise a minimum 
of $50 million in order to fund its operating and capital commitments to the end of 2010. By September, the 
Corporation had considered and already held discussions regarding potential equity or debt financing through a 
possible public offering or private placement from various sources including two of its largest shareholders as well 
as two Canadian investment dealers. However, given tlte Corporation’s lack of port capacity, its continuing 
operating loMes and the existence of various ongoing legal claims, actions and other contingent liabilities and the 
restrictive change of control provisions in the Note Indenture, tlic Corporation had been advised that any .such 
financing was not available to the Corporation at that lime. The Corporation also considered a potential rights 
offering, but without a party to hack stop the rights offering, management determined that it was not a credible 
option to raise the capital needed to operate the business on a stand-alone ba,sis. 

Financial Position and the Unpaid December Interest Payment 

As described in the Corporation’s filed annual financial statements and related management discussion and analysis 
for the year financial ended June 30, 2009 (the “2009 Annual Financials”), the Cotporation’s cash position at 
November 30, 2009 was USDSl.S million. The 2009 Annual Financials slated that given Coalcorp’s interest 
payments due on its Senior Notes, its capital expenditures and commitments for calendar yeans 2009 and 2010 and 
its negative operating cash flow, the Corporation would deplete its cash position by the end of December, 2009, and 
if a sale of its mining assets or an alternative transaction or a refinancing of the Corporation's balance sheet did not 
occur, the Corporation would face a going concern risk by the end of December, 2009. As described in the Annual 
Financials, the Corporation does not have the working capital required to operate beyond December 3 1 , 2009. 
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The 2009 Animal Financials reported Ihat the Coiporation wtoie down the carrying value of its La Francia I and La 
Francia 11 mining assets lo their estimated fair value of $151.0 million, resulting in an impairment charge of S233.3 
million. This write down of the canying value of assets was done in accordance with Canadian generally accepted 
auditing standards and was required by the- Gtffporation’s auditor, Deioitte & Touche (XP in conneGtion with its 
audit of the Corparaticm’s financial statements for the ye^ ended June 30, 2009. 

On December 31, 2009, the Corporation announced that it had not paid its USDS6.9 million of interest that was due 
on that date on its Senior Notes. Without additional financing, the Corporation would not be able to continue its 
operations and would have to consider potential insolvency proceedings. 

Discussions with Goldman Sachs 


Beginning m September, the Corporation began discussions with Goldman Sadis and other parties relating to a 
possible refinancing and/or restructuring of the Coipor^ion involving either equity or debt financing, or other 
alternative trmisactions. 



the sale by CDC of 2.4 million metric tonnes of coal to C.onstellation (the “Coal Sale Contract”) at an established 
fixed price. In March of 2009, Constellation sold the business unit that had entered into the Coal Sale Contract to J. 
Aron & Company (“J. Aron”), the commodity trading unit of Goldman Sachs. As part of this transaction, J. Aron 
acquired an indirect interest in the Coal Sale Contract and had assumed the risks of CLDC’s perfomiance under the 
Coal Sale Contract. The fixed price in the C’oal Sale Contract is significantly lower than prevailing prices of coal in 
the current market, making the Coal Sale Contract a substantial liability lo the Corporation if the Corporation had to 
settle the contract on a mark-to-market basis. For the period conunencing from April 1, 2009 and ending December 
31, 2009, the Corporation cash settled the coal deliveries under the Coal Sale Contract as it did not possess access to 
port capacity for delivery of coal under this agreement. Given the potential counterparty exposure of CDC under the 
Coal Sale Contract, Goldman Sachs commenced discussions with die Corporation near the end of March, 2009 
regarding a possible restructuring of the contract to address the coal commiLments and deliveries thereunder and 
mitigation of potential exposures related thereto. 

ElkpEeEEE!!-ll:l!.. E ihrit ^ |.^>!rFEPlll’ eE 
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discussed vtuious akemaiive options relating to a possible refinancing and/or recapitalization of the Corporation. A 
number of alternative financing structures were considered by Goldman Sachs and the Corporation but the existence 
of various existing legal claims, actions and other contingent liabilities involving the Corporation, including the 
ongoing Glencore Arbitrations, made a rofmancing and/or recapitalization, on terms acceptable to Coalcorp and 
Goldman Sachs, not viable. As a result of those disaissions and factors, both parties began to consider and discuss 
the possible acquisition by Goldman Sachs of the La Francia I mine and associated assets and the La Francia 11 
mining concession. Goldman Sachs advised the Corporation that it would consider an acquisition transaction if the 
Corporation agreed to provide reimbursement for certain expenses incurred in evaluating such a transaction up to a 
cap. On November 12, 2009, Goldman Sachs and Coalcorp entered into a letter agreement in respect of the 
reimbursement of such expenses. 


The Proposed Transaction with Goldman Sachs 

O- Noo'tibc' n 2u09 Goternart 'Sachs a^4i-ife|Eitemalaftd’outeide legal counsel commenced their due diligence 
lC’. le^v ot die Cri[ioratiou: Goldman Sachs provided the Corporation with a non-binding offer letter providing for 
the purchase by Goldman Sachs of substantially all of the mining and infrg^tructure asset.-? o t the Corporation for the 
amount of SI 50 million and tlie assumption of certain habUmes, including lho.se liabilities under the Coal Sale 
Conlract. At tlie end of November, the parties commenced formal negotiations relating to the potential structure of 
the Proposed Transaction and the terms and conditions of the Purchase Agreements. 


During the time that discussions were chi going with Goldman Sachs, Coalcorp continued to pursue discussions with 
other interested parties and consider alternative transactions. On November 25, 2009, Coalcorp received a letter 
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from a Canadian investment dealer acting on behalf of an unidentified group, stating that such group had expressed 
an interest in making an offer to buy all of the issued and outstanding shares of Coalcorp at a proposed price of 
SO. 50 per share. The Board sought to continue discixssions with file unidentified group and requested confimration 
from ^eir representative that a transaction, could be completed within a certain time frame and that purchasers, had 
funds to complete the transaction at that price. Coalcoip’s counsel was advised by the investment dealer that the 
unidentified group could not arrange to undertake a transaction in the time frame proposed by management. The 
Corporation has received no further communications related to that proposal. 

On November 26, 2009 and November 30, 2009, the Special Committee held meetings to be updated on among 
other things, die status of the Proposed Transaction and the progress of the iiegoliations with Goldman Sachs and 
the otlier matters related d^ereto. 

In December, management engaged in intensive negotiations with Goldman Sachs. 

On December 16, 2009 and December 21, 2009, the Board held meetings to discuss among other things, the status 
of the Proposed Transaction and the progress of the negotiations with Goldman Sachs. 

Oil December 30, 2009, drafts of the Ihirchase Agreements were circulated to the Board for its review and 
consideration. On December 30 and 31, 2009, meetings of the Special Committee and the Board were held to 
discuss the key terms of the Proposed Transaction. 

Between December 31, 2009 and .lanuary 3, 2010, management continued negotiations with Goldman Sachs. 

On January 3, 2009, the Special Committee met again to consider the Proposal Transaction and. based upon their 
own investigations (including their consideration of the form of the Fairness Opinion) and the results of 
managements negotiations, determined to recommend the Proposed T ransaction to the Board, 

On that date, tiie Board met to consider the Proposed Transaction and, based upon their own investigations 
(including their consideration of the fonn of the Fairness Opinion) and based upon receipt of the recommendation of 
the Special Committee, unanimously detennined that the Proposed Transaction was in the best interest of the 
Corporation and its shareholders and other stakeholders and determined to recommend that sliareholders vote in 
favour of the Proposed Transaction. In making its detennination and recommendation, the Board relied upon legal, 
tax and other advice and information received during the course of its deliberations. 

On Januao^ 6, 2010 the Corporation, CDC and tlie Purchaser entered Into the Purchase Agreements and tlie 
Coipdration publicly announc^ the Proposed Transaction prior to the opening of markets on January 7, 2010. 

Special Committee Recommendatinn 

The Special Committee carefully reviewed and considered the terms of the Proposed Tran.saction and, based upon 
their own investigation.'? (including their consideration of tlte Fairness Opinion), unanimously determined that the 
Proposed Transaction was in the best interest of the Corporation and its shareholders and other stakeholders and 
determined to recommend that the Board approve the Proposed Transaction and that the Board recommend that 
shareholders vote in favour of the Proposed Transaction. In making its determination and recommendation, the 
Special Committee relied upon legal, tax and other advice and information received during foe course of its 
deliberation.s. 

Recommendation of the Board 

The Board carefully reviewed and considered the tenns of the Proposed Transaction and, based upon their own 
investigations (including their consideration of the Fairness Opinion) and based upon receipt of the unanimou.s 
recommendation of the Special Committee, unanimously determined that the Proposed Tr^isaction was in the best 
interest of foe Corporation and its shareholders and other stakeholders and determined to recommend that 
shareholders vote in favour of the Proposed Transaction. In making its determination and recommendation, the 
Board relied upon legal, tax and other advice and infonnation received during the course of its deliberations. 
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Fairness Opinion 

Paradigm was retained by Coalcorp to assess the Proposed Transaction and to provide financial advice to the Special 
Committee in eonneedon -with the Proposed Transaction- Paradigm has delivered the written fainiess Opinion 
addressed to the Special Committee concluding that, on the basis of the assumptions, limitations and other 
considerations set forth in the Fairness Opinion, as of January 5, 2010, the consideration to be received by CDC for 
the CDC Assets and the consideration to be received by Pianta for the Adrorai Shares, are fair, ftom a financial point 
of view. The full text of the Fairness Opinion is attached as Appendix “B” to this Circular, The Board 
encourages shareholders to read the Fairness Opinion carefully and in its entirety for a description of the 
assumptions made, matters considered, quallllcations and limitations on the review undertaken. The Fairness 
(Opinion addresses only the fairness of die consideration to be received by CDC and the consideration to be received 
by Pianta, from a financial point of view. The Fairness Opinion does not constitute a recommendation to 
shareholders as to w'hether they should vole in favour of the Proposed Transaction. As described above, the Fairness 
Opinion was one of many fectors taken into consideration by the Board in detennining to unanimously approve the 
Proposed Transaction, 

Pursuant to the terms of its engagement letter with Coalcotp, Paradigm is to be paid a fee for its services, including 
in relation to the Fairness Opinion and expenses incurred in relation tliereto. Cbalcorp also has agreed to indemnity 
Paradigm against certain liabilities. 

Reasons for the Board Recommendation 

In making its recommendation to the shareholders of the Corporation, the Board carefully reviewed and considered 
the tenns of the Proposed Transaction. The following are some of the principal reasons for the Board’s 
recommendation to shareholders to vote for the Proposed Transaction: 

ITie Corporation’s current financial and liquidity position and status of its operations, including lack of 
vital port access in Colombia, lack of working capital, estimated projected coal sales and revenues, and 
ongoing operating and overhead costs and capital expenditure requirements, together, do not allow the 
Corporation to continue with its current opcra(ion.s. 

• The Corporation exhausted all opportunities to solve its logistical and port acces.? problems and pursue a 
.stand-alone strategy. 

• As a result of the Corporation’s lack of port capacity, its continuing operating lossc-s and the existence of 
various ongoing legal claims, actions and other contingent liabilities, no credible opportunity existed to 
raise the $50 million which the Corporation believes to be the minimum amount necessary to fund tlie 
Corporation’s operations for 2010. 

• If the Proposed Transaction is not consummated, the Corporation will likely seek creditor protection or 
contmence insolvency proceedings, which would likely result in a fire-sale of the Corporation’s assets at a 
significantly lower value than the minimum USD$20! million total transaction value of the Proposed 
Transaction. 

• The Proposed Transaction will provide the Corporation with additional working capital to pursue its legal 
claims against the former management group which, in addition to the hinds to be received in connection 
with the sale of the Caypa Mine, could result in additional value for the Corporation’s shareholders. 

Reasons to Vote For the Proposed Transaction 

The Board believes that the Pre^osed Transaction represents the best available transaction for the Corporation at this 
time to maximize the value of the Corporation’s assets, 'fhe following are the principle reasons why shareholders 
should vote for the Proposed Transaction: 

• Hie Proposed Transaction is the result of the Strategic Alternatives Review, which was a comprehensive 
and thorough strategic review conducted by the Special Committee, which strategic review included, (i) 
careful consideration of a number of strategic alternatives, including continuing as a stand-alone business. 
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THIS MARKETING AGREEMENT (hereinafter referred lo as the “Agreement”) is made 
this 26'^ day of September , 2011 

BETWEEN: 

(1) C.I. Colombian Natural Resources I S,/^S a sociedad por acdones simpliflcada 
organized and existing under the laws of Colombia, whose registered place of business is 
Callc 113 #7-80 Piso 12, Bogota D.C,, Colombia (“CNRl” or die “Prindpar); 

and 

(2) J. Aron &i Company, a general partnership organised under the laws of New York, whose 
principal place of business is 200 West Street, New York, New York 10282-2198, USA 
(hereinafter referred to as “Aron”, and each of the Principal and Aron are individually 
referred to as a “Party” and together as the “Parties”). 

WHEREAS: 

(A) The Principal has die right to export and sell Coal; and 

(B) The Principal wishes to appoint Aron to perform the Services, and Aron wishes to 
accept such appointment, on the lenns and conditions set out in this Agreement. 


IT IS HEREBY AGREED as follows; 

1. DEFINITIONS 

1.1 In tins Agreement, the following initially capitalized terms shall have the following 
meaning: 

“Approved Enquiry” has the meaning set forth in clause 3.5. 

“Aron Coal” means coal which Aron (acting as principal) has purchased or, as of the 
relevant time, contracted to purchase from the Principal. 

“Business Day” means a day (other than Saturday and Sunday) on which the clearing 
banks in London and commercial banks in New York, New York and Bogota D.C. 
are open for business. A Business Day shall be deemed to end at 5:00 pm Eastern 
Standard Time. 

“Blending Coal” means coal from a source other than die Mine which is used by the 
Principal for the purpose of blending with coal from the Mine to enhance the quality 
of Coa! sold by the Principal. 

‘‘Characteristics" has the meaning set forth in clause 4.4. 

"Coal” means all the coal, other than Previously Contracted Coal, produced by and 
from the Mine and includes Blending Coal acquired by Principal. 

"Colombia Delivery” means a delivery of Coal (a) within Colombia, (b) to a 
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customer incorporated, registered, organised or domiciled in Colombia or (c) which is 
not intended for export from Colombia. For the avoidance of doubt, Colombia 
Delivety does not include any delivery of Coal that is intended for export from 
Colombia. 

“Commencement Date” means January 1, 201 1 . 

“Customer” has the meaning set forth in clause 3.5. 

“Enquiry” has the meaning set forth in clause 3.3. 

“Mine” means the La Fraocia 1 mine located in the province of Cesar, Colombia and 
which is the subject matter of mining concisions 5160 and GAK-i52. 

“Previously Contracted Coal” means coal which the Principal has as of the 
Commencement Date agreed in a binding and unconditional contract to sell to Vitol 
S. A, (or an entity affiliated with Vitol S.A.) or to Aron. 

“Price Level” means the market price for Coal. 

“Principal Termination Amount” has the meaning set forth in Annex B. 

“Sale Contract" has the meaning set forth m clause 3.5. 

“Services” means the services identified in Annex A. 

“Specified Transaction” means any transaction between tlic Principal and Aron lhat 
is a spot, forward, option or swap transaction in or widi respect to one or more 
currencies, commodities, securities, rates, index or other measure of financial or 
economic risk or any other similar transaction (or any combinaiion thereof). 

"Successor Entity” means, with respect to a Party, a partnership, corporation, trust 
or other organization in whatever form that succeeds (whether hy merger, 
reorganization, or otherwise) to all or suhstantially all of that Party’s assets and 
business and that assumes such obligations by contract, operation of law or otherwise. 

2. APPOINTMENT OF ARON AS AGENT 

2. 1 The Principal hereby appoints Aron as its exclusive agent for the performance bf the 
Services, and Aron hereby agrees to act as the Principal’s exclusive agent in 
connection with ilie Services, In accordance with the lenns of this Agreement. 

2.2 The relationship of the Principal and Aron created under tliis Agreement is that of 
principal and agent, and the scope of the authority of Aron is exclusively set out in 
tills AgreeraenL The Principal and Aron acknowledge and agree that: 

(i) it is not their intention to create between them the relationship of partners and 
noiliing in this Agreement will he construed as constituting such a relationship 
between them; and 
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(ii) it is not their intention to create a relationship of employer and employee and 
nothing in this Agreement will be construed as creating such a relationship. 

3. INFORMATION; MARKETING AND SALE OF COAL; OTHER SERVICES 

3.1 Any of tlie information listed below (collectively, the “Marketing Information”) in 
the possession of one Party shall be communicated to and shared witli ttie other Party 
with such frequency as the Parties shall determine from time to time. 

(i) Price Levels; 

(ii) the Principal’s current and forward production schedules, identifying the 
quantity and quality (both at production and at the time of loading into trucks 
and vessels) of Coal being produced and reasonably expected to be produced 
by the Mine for marketing by Aron on the terms and conditions set out in this 
Agreement; 

(iii) the quality of Blending Coal available in the market; 

(rv) the tonnage of Blending Coal expected to be required by Principal; 

(v) the Principal’s tracking and rail schedules, capacities and terms, in respect of 
tracking and rail delivery both to port and to domestic customers; 

(vi) frie Principal’s stockpile quantities and capacities at the Mine and at any 
loadports used by the Principal; 

(vii) the Principal’s contractually confiimed vessel loading slots at loading ports, 
and opportunities to acquire additional slots; and 

(viii) the Principal’s credit requirements for potential purchasers of Coal. 

3.2 Subject to the restrictions contained in this clause 3.2 and clause 5.2, Aron shall 
market for the sale by the Principal to prospective customers all Coal, taking into 
account any relevant Marketing Information. Subject to the restrictions contained in 
clause 5.2, such prospective customers may be in any location whatsoever (and the 
Principal may identify and propose locations to Aron), and the sale and delivery may 
be in any location whatsoever, providing that Aron shall not (a) market or provide 
any other Services ic relation to Previously Contracted Coal or (b) 0) send the 
Principal any Enquiry concerning, (ii) market Coal for, or (iii) pursue (as agent, on 
behalf of die Principal, pursuant to this Agreement) any agreement in respect of, the 
sale of Coal by the Principal for Colombia Delivery. For the avoidance of doubt, 
Aron shall not be entitled to any Commission in respect of any sales of Coal 
prohibited by this clause 3.2. 

:3.3 Aron shall promptly notify the Principal in writing of any opportunity to sell Coal to a 
prospective customer which (a) complies with clauses 3.2 and 5,2, (b) is materially 
consistent with dta Marketing Information, and (c) entails delivery of Coal to the 
Customer on (i) FOB or CIF terms or (H) any odter terms agreed between the Parties 
(provided that the Commission payable in relation to any such prospective sale must, 
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if not specified in clause 6.1, be agreed before ttie relevant Enquiry can become 
Approved Enquiry). Such notice (an “Enquiry”) shall include infonnation relevant to 
the opportunity, including, but not limited to, the identity of the prospective customer 
and the prospective quantity, quality, price and delivery terms for the Coal to be sold. 

3.4 The Principal shall exercise commercially reasonable endeavours to notify Aron 
within three (3) days of receipt of an Enquiry from Aron if it wishes Aron to pursue a 
sale of Coal based on an Enquiry. Decisions whether to pursue a sale of Coal based 
on an Enquiry shall be made by the Principial in its sole and absolute discretion. If tlic 
Principal determines not to approve an Enquiry, /uon shall not seek to negotiate a. 
contract for the sale of Coal to the relevant prospective customer. The Principal shall 
liave no liability to Aron for or in connection with any Enquiry which is not 
approved. 

3.5 If the Principal wishes that Aron pursue a sale based on an Enquiry, either solely on 
the terms of the Enquiry itself, or subject to conditions, the Principal shall notify Aron 
accordingly (an “Approved Enquiry”), and Aron shall use its reasonable endeavours 
to negotiate, as agent only for and on behalf of the Principal, a contract for the sale of 
Coal to lite relevant prospective customer (takuig into account any conditions 
imposed by the Principal or other agreement between the Parties). Aron shall have no 
liability to the Principal for or in connection with any Approved Enquiry in respect of 
which for any reason whatsoever a binding sale contract is not executed. Any final 
and binding contract with a customer shall (and as between Aron and tlie Priitcipal 
may only) be executed by the Principal. The Principal shall execute any and all 
documents and perform any and all acts reasonably required by Aron to evidence or 
give effect to the foregoing. A contract for the sale of Coal executed by both the 
Principal and the counterparty thereto (a “Customer”) is referred to herein as a “Sale 
Contract.” 

3.6 Pursuant to clause 3.3, a Sale Contract may entail delivery of Coal to the Customer on 
(a) FOB or CIF terms or (b) any other terms agreed between the Parties (providing 
that the Commission payable in relation to such deliveries is, if not specified in clause 
6.1, agreed no later than the lime an Enquiry becomes an Approved Enquiry). For 
Sale Contracts On CIF lenos, Aron shall, on behalf of the Principal and taking account 
of any condition.s imposed by the Principal or other agreements between the Parties, 
procure necessary fteight services for no additional compensation to Aron other than 
the Freight Commission specified in Clause 6.1, and the Principal shall execute and 
perform all agreements and perform all acts and pay all the costs and expenses 
incurred or associated with such freight services. Sale Contracts shall include 
provisions stating that vessel and cargo nominations shall be given by the Customer 
to Aron and Aron shall forward all such nominations to the Principal. In addition, the 
Principal shall keep Aron informed of all other materia) communications between 
Principal and Customer. 

3.7 At the request of Principal, Aron shall exercise reasonable endeavours to locate on the 
Principal’s behalf as the Principal’s agent: (a) Blending Coal supplies from third 
parties to facilitate blending of the Coal to meet specific quality requirements of 
prospective customers, Customers, and markets; and (b) port services to facilitate 
delivery of Coal to Customers. Contracts concerning Blending CoeJ and/or port 
services shall be entered into and executed and performed by Principal 
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4. EXCLUSIVITY 

4.1 Subject to clauses 4.2 and 7.2, during flie Tenn of this Agreement the Principal sliall 
not (a) instruct or otherwise allow any person or Kittty other than Aron to pcrfonn the 
Services and/or act as agent for themarteling or rale ofCoa), (b) enter any agreement 
with any third party for the sale of Coal other than pursuant to a Sale Contract or (c) 
take any action which compromises or could reasonably be expected to compromise 
its ability to perform its obligations undw this Agreement. Any failure to comply 
with the foregoing shall constitute a material breach by Principal under this 
Agreement for purposes of clause 8.1(b). 

4.2 Nothing in this Agreement shall restrict die Principal from marketing and selling Coal 
for Colombia Delivery. 

4.3 Subject to clause 4.4 only, nothing in this A^eement shall restrict Aron from entering 
into (as principal or as agent) any agreement (including, without limitation, any 
agreement for the sale or purchase of coal or any other commodity) and/or engaging 
in any activities (including, without limitation, any marketing, promotional, 
transactional, or other commercial activities) with any current or prospecti^?e 
customer, client, person or other entity. In addition, nothing in this Agreement shall 
restrict Aron from purchasing Coal from the Principal on its own behalf, on terms to 
be agreed, provided, however, that with respect to such purchase Aron shall not be 
entitled to payment of Commission. 

4.4 If Aron (as a principal and not as agent for Principal) offers to sell to any prospective 
customer Aron Coal, and the quality, quantity and deiiveiy (timing and location) 
terms (collectively, the “Characteristics”) for such Aron Coal are the same as the 
Cliaracteristics for Coal that Aron (as agent hereunder) could offer for sale to such 
prospective customer, then Aron shall use all reasonable endeavours to procure that 
any coal sold to such customer comprises Coal and Aron Coal in equal quantities and 
at the same price. In the event of any breach of this clause 4.4 by Aron. Principal 
shall calculate any damages suffered by it resulting from such breach and submit a 
damages claim in writing to Aron, logetiier with a certification as to the method by 
which the amount of such claim was calculated. Any such claim shall be limited as 
set out In clause 9, Aron shall be liable for and pay to Principal the amount of such 
claim within 30 days of receipt. Any disputes arising from any such claims shall be 
submitted to arbitration as set out in clause 11.2. Without limiting any other rights 
provided in this Agreement, the parties shall continue to perform hereunder during 
the pendency of any such dispute. 

5. REPRESENTATIONS AND WARRANTIES 

5.1 Subject to clause 5.2 below, the Principal represents and warrants that it has obtained 
and will obtain and keep valid and in force throughout the Tenn any and ail 
production and export licenses and/or government and oilier approvals and pennits 
which it is required to obtain and keep valid in order to perform its obligations under 
this Agreement (including without limitation to sell and export all the Coal at all 
times to any Customer and destination worldwide). 
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IN WITNESS WHEREOF, the Patties hereto have executed this Agreement on the day aiid 
year first written above. 


C.T. COLOMBIAN NATURAL RESOURCES I SAS 

Signed by: _ 


Name: 

Title: 


j. aoM^NY 

Signed 

Name: POn^'i. 

Title:^ rK ^ 
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EXCERPT 


C.I. Colombian Natural Resources I S. A. S. 


Financial Statements for the years ended on 
the of December of 2013 and 2012 and 

Statutory Auditor’s Report 


Permanent Subcommittee on Investigations 

EXHIBIT #17 
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CERTIFICATE OF THE LEGAL REPRESENTATIVE AND OF THE 
ACCOUNTANT OF THE COMPANY 


To the shareholders of 

C.I. Colombian Natural Resources I S. A S. 

The 12^*’ of March of 2014 

The undersigned Legal Representative and accountant of C.I. Colombian Natural Resources I S. 

A. S. hereby certify that the financial statements of the company as of December 31, 2013 and 

2012 have been faithfully taken from the books and that before making them available to you 

and to third parties we have verified the following affirmations contained in them: 

a. All the assets and liabilities included in the financial statements of the Company as of 
December 31, 2013 and 2012 exist and all the transactions included in said statements have 
been made during the period ended in those dates. 

b. All the economic facts of the company during the years ended on December 31, 2013 and 
2012 have been acknowledged in the financial statements. 

c. The assets represent probable future economic benefits (rights) and the liabilities represent 
probable future economic sacrifices (obligations), obtained or in the charge of the Company 
as of the 31=^ of December of 2013 and 2012. 

d. All the elements have been acknowledged at their appropriate values pursuant to the 
accoimting principles generally accepted in Colombia. 

e. All the economic facts that affect the company have been correctly classified, described and 
disclosed in the financial statements. 


Juan Carlos Gomez Fernandez 
Legal Representative 


Nestor Moreno Acosta 
C. P.A. 

Professional Card No. 47396 - T 
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C.t. COLOMBIAN NATURAL RESOURCES \ S. A. S. 

INCOME STATEMENT 
(Thousands of Colombian Pesos) 


Operational income 
Cost of safes 

Gross Earnings 

Operational Expenses 
Management 
Safes 

Total Operational Expenses 
Operational Loss 

Non operational income (expenses), net 
Loss before income tax 

Income tax 
Net loss 

Net Loss per share, in Colombian pesos 


Year ended on 
31®' of December of 
Notes 2013 2012 

17 384,826,168 485,877,549 


18 
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13 


The attached notes are integral part of the financial statements. 


Juan Carlos Gomez Fernandez 
Legal Representative 
(See certlRcate attached) 


Nestor Moreno Acosta 
C. P, A. 

Professional Card No. 47396-T 
(See certificate attached) 


Viviana Carreho Duran 
Statutory Auditor 
Professional Card No. 17490&-T 
Member of PricewaterhouseCoopers Ltda. 
(See report attached) 
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C.i. COLOMBtAN NATURAL RESOURCES I S. A. S. 

NOTES TO THE FINANCIAL STATEMENTS 

31st of December of 2013 and 2012 
(in thousands of Colombian pesos) 


NOTE 1 - REPORTING ENTITY AND OPERATIONS 

Reporting Entity 

The Company was incorporated In the 1 S"' of January of 2010, by private instrument of the soie 
shareholder, registered on the 14*^ of January of 2010 under number No. 01 354258 of Book IX; its 
legal term is indefinite. 

Its corporate purpose is the marketing and sale of Colombian products abroad, acquired in the national 
market or made by national producers; the exploration, exploitation, transportation and marketing of 
coal. The mining activities take place in the municipality of Ei Paso, Department of. 


Financial Condition 

As it can be seen In the fi nancial statements, the Company pre sents cumulative losses as of the 31st 
of December of 2013 of S which have reduced in a substantial 

manner the net equity to a level below the subscribed capital, evidencing a balance of a contrary 
nature. Currently, the management and the Board of Directors continue with their endeavors to 
recover the normal operation of the Company and to improve the cash flow, according to the plans set 
forth below: 

a) Reduction of the subscribed capital: The Ge neral Shareholde rs' Meeting held on the 1 1*^ of 
February of 2014, approved the reduction of H|^mi||5hares of subscribed capital without 
effective reimbursement of contributions, with the facility to absorb, in a partial manner, the 
cumulative losses of the Company. 

b) Capitalization by the Shareholders: The meebnc^nh^oard of Directors held on the 12“^ of 
February of e 2014, authorized and issued'jj^HHjHK^l^ores in favor of the sole shareholder 
of the Company, subject to the right of first refusal of a par value of $ 1 and with a placement 
premium (additional capita!) of $ 36.74, for a total capitalization 

on the 13*" of February of 2014. 

c) The Company envisions to make additional capitalizations according to the cash flow 
requirements or to the economic condition of the organization. 


Operations 

a) On the 27*^ of December of 1991 the Ministry of Mines and Energy and the company called 
Siminera S. A. entered into Concession Contract Number 5160, for the exploration and 
exploitation of coal by Siminera S. A., in the municipality of E! Paso, Department del Cesar, for a 


CONFIDENTIAL 


GSPSICOMMODS00046373 








968 


= Redacted by the Pemanent 

^ Subcommittee on investigations 

period of 30 years. On the 25^^ of August of 1997, Siminera S. A. assigned to Compania 
Carbones del Cesar Ltda. (currently Companfa Carbones del Cesar S. A.) its rights on this 
contract, which was approved by the Ministry of Mines and Energy in Resolution 701594 of the 
23'^ of October of 1997. Compania Carbones de! Cesar S. A., assigned to Colombian Natural 
Resources I S. A. S. (currently C.l. Colombian Natural Resources ! S. A. S.) its rights on this 
contract, which was approved by the Ministry of Mines and Energy in Resolution SFOM 026 of the 
22"'“ of February of 201 0. 

b) On the 22"'’ of February of year 2006 Colombian Mining and Geology Institute - Ingeominas and 
Compania Carbones del Cesar S. A. (currently Compania Carbones del Cesar S. A.) entered into 
Concession Contract Number GAK - 152 for the exploration and exploitation of a coal deposit, 
located in jurisdiction of the municipality of El Paso, Department de! Cesar, for a period of 30 
years. Compania Carbones del Cesar S. A., assigned to Colombian Natural Resources I S. A. S. 
(currently C.l. Colombian Natural Resources I S. A. S.) its rights on this contract, vrfiich was 
approved by the Ministry of Mines and Energy by Resolution SFOM 027 of the 22"'^ of February of 
2010 . 


c) 


The concession contracts state that the Company must comply with the “Works and Investment 
Program" presented to the Ministry of Mines and Energy and that it must pay to the relevant 
entities the royalties, as per the p rovisions of Law 756 of 2002. During 2013 royalties for $ 
lljjljHIIII^^ acknowledged, that corresponded to Concession No. 5160 

an^^^^^^^^HE^ori^ssion No. GAK-152. 


d) The company changed its corporate name to C. I. Colombian Natural Resources I S. A. S., by 
private document registered on the 3''* of December of 2010 under number No. 01433472 of Book 
iX. 


e) On the 21** of January of 2013, in a sudden manner, Consorcio Minero del Cesar S. A. S sent a 
letter announcing the unilateral termination of the La Francia Mine’s operation Contract, based on 
the alleged breach of the Company. In parallel, the mine's activities were suspended on the same 
day and all the machinery of the consortium and of Its members was abandoned on the field. 

During the next two weeks, the inventory of coal on the yards was shipped to the port, and from 
then onwards the mine’s activity was completely halted. On the IS*^ of April a group of women and 
children who said to be relatives of the CMC’S employees blocked the access to the camp of the 
El Hatillo mine. In this way, the conflict at the La Francia mine irradiated also to that mine, owned 
by CNR Hi Ltd. Colombia Branch. CNR I started several legal actions for the unblocking of the 
mine, including protection petitions and police proceedings filed with the mayor of El Paso, as well 
as a request of administrative protection before the National Mining Agency ANM. Likewise, a 
large number of letters was sent to request the intervention of police and military authorities, the 
Governor of Cesar, the office of the Attorney General and the People’s Defender Office, as well as 
to the Mines and interior Ministries, among other. 

The total blockade of the La Francia mine lasted for 244 days, until the 22"'’ of September of 2013, 
and it was lifted thanks to a private agreement in which CNR 1 paid a cash bonus of $ 20,000 to 
each one of the persons that were still protesting, Once CNR I resumed the control of the mine, 
the activities to recover the productive areas were started, particularly the pumping of water from 
the pit. 

The suspension of activities also led to the suspension of the activities of the mine’s contractors. 
For that reason, CNR I invoked force majeure with the contractors called M&M Servicios de la 
Loma Ltda. and RB Multiservicios La Loma. Once ttie operations were restored, we received out - 
of - court claims from RB Multiservicios La Loma, with whom an amicable settlement was made 
and a compensation amount If $ 42,332 was paid, and from Luis Bernardo Piedrahita and Jima 
Servicios Ltda., arguing breach of contract on the part of CNR 1. which have not led to court claims 
to date. 
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Regarding the Company's commercial commitments, at the start of the mine’s blockade, CNR I sent 
to its clients letters invoking a force majeure event. Nevertheless, up to August most of the coal 
shipments were performed using coal from our affiliate company CNR 111 Ltd. Colombia Branch. 
Other commitments were postponed pr canceled through direct agreements with the buyers. In 
the second half of the year, some commitments could not be honored because there was no 
further availability of coal from CNR III, and therefore in August the company, once again, invoked 
force majeure before the following clients: AES Gener S. A., ECL S. A. and GDF Suez Energy 
Management T rading. With the first two clients It was possible to reach agreements to postpone 
the shipments. GDF rejected the existence of a force majeure event, so a settlement agreement 
was entered into on the 19*^ of February of 2014 In which CNR i agreed to pay USD $ 237,000. 

On the 1 7“’ of October of 201 3 CNR I entered Into a new agreement for the operation of the La 
Francia mine with the Spanish - based company Exca vaciones y Proyectos de Colombia S. A. S - 
EPSA. The agreement contemplates the production o^||||||||||||||^^ of coal per year and the 
exploitation of the mine’s resources until the exhaustion thereof or until year 2018, whichever is 
first. It also contemplates a ‘preliminary period’ during which there is a reduced production of 
approximately one third. Since the date of execution and as of the date of this report, the contract 
is being performed in such preliminary mode. 

f) Direct Loading: 

Law 1450 of 201 1 ordered that, as from the 1®* of January of 2014, the maritime ports that handle 
coal must do so using a direct -• loading system. Bearing in mind that in ail probability the Rio 
Cordoba port, through which CNR I exports its coal, would not have the direct loading system 
ready for that date. During year 2013 CNR 1 analyzed other options, in particular the possibility to 
load its coal at Puerto Nuevo which, being a public port, had to offer access to third parties. 

in this sense, on the 28*^ of June of 2013, the company lodged with Puerto Nuevo a request for 
port services for the export of 3 million tons of coal per year during years 2014 and 2015. On the 
19*’ of July, Puerto Nuevo answered the request and announced that it was completing all 
pertinent proceedings with the National Government. On the 18®" of November of 2013, the . 
company insisted to Puerto Nuevo to obtain the access to the port tenninal: on the S®’ of 
December of 2013, Puerto Nuevo answered that it had established an access policy and invited 
the Company to lodge a request according to the procedures therein established, Once CNR 
reviewed this access policy, the Company could establish that it is not in agreement with 
Resolution 2734 of 201 3 of the Transport Ministry or with Law 1 of 1991 and all other regulations 
applicable, and besides in practice it made impossible the access of CNR or of any other that the 
companies affiliated with Puerto Nuevo. In consequence, the Compahia has filed with different 
entities of the National Government an analysis of the legality of PNSA’S access policy, for these 
to review such policy and to adapt it so it complies with the guidelines set forth for the public - 
access ports. To date, the access policy initially established is in force and Puerto Nuevo argues 
that it does not have available capacity to be offered to third parties. 

g) Utilization of the Rio Cordoba Port 

As from the 1*^ of January of 2014 the Rio Cbrdoba Port, utilized by CNR I for the export of coal, 
stopped all of its operations by virtue of article 113 of Law 1450 of 2011, which states that as from 
that date all loading had to be made using ships’ direct loading systems. Therefore. CNR I 
stopped all coal railway transportation and export activities. Currently, the Company is studying 
other options that allow the sale of coal, which include (i) the access to Puerto Nuevo’s public port; 
(ii) the access to Drummond's port; (ill) the domestic sale of coal. 

h) Continuity of the Business. 
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Currently, the company is exploring options for the international marketing of its coal; meanwhile, 
it is carrying out all arrangements necessary to complete ail other mining projects within the 
current conditions. 

it has been projected that the La Francia continues operating during year 2014 under the 
‘preliminary period’ scheme, with an operation reduced to approximately one third o f the 
production agreed with EPSA. The estimated production for the year is of fHlfltons of coal, 
which wil! be stored in the mine’s yards. On the 3"^ of March of 2014 la Compahfa filed with the 
National Mining Agency the request to have a reduced operation, with the argument that CNR 1 
does not have an export port; to date the National Mining Agency — ANM has not given its answer. 
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A detail cjf the balances of the receivable and payable accounts with affiliate companies, as of the 31 “ 
of December, is presented below; 



2013 

2012 

Accounts Receivable 

Colombian Natural Resources II S. A. S. 

8,936,699 

4,357,721 

NR! Cayman Ltd. 

1,119,240 

872,193 

CNR Marketing Limited 

1.314,791 

1,243,919 

Sociedad Portuaria Rio Cdrdoba S. A. 

8,428,210 

- 

J. Aron & Company 

8,756,558 

- 

CNR Transport S. A. S. 

1,401.205 

- 

CNR ill Ltd. Colombia Branch 

9 ^ 9.Sfi 703 

54.551,799 

fil 63? 

Accounts Payable 



Short Term 

Sociedad Portuaria Rio Cordoba S. A. 

- 

(6,064,372) 


CONFIDENTIAL 


GSPSICOMMODS00046382 



972 


(1,375,216) 

(108,388) 


7 . 547,976 


(215.016.768^ 

The accounts payable between related parties have no term or interest agreed, with the exception of 
the financial liability with GSPC Latin America LLC which, for year 2012 has been reclassified from 
financial liabilities to accounts payable with related parties. 

Below is the detail of the main transactions with affiliate companies: 


Comoanv 

Loans made 
(received) 

Sale of 
Coal 

Purchase of 
Coal 

Swap & 
other 

2013 

Colombian Natural Resources 11 S. A. S. 

8,936,699 

- 

- 

- 

J. Aron & Company 

8,756,558 

30,594,938 

- 

5,127,025 

Sociedad Porluaria Rio Cordoba S. A. 

8.428,210 

- 

- 

- 

CNR Transport S. A. S. 

1,401,205 

- 

- 

- 

CNR Marketing Limited 

1,314,791 

- 

- 

- 

NRI Cayman Ltd. 

1,119,240 

- 

- 


CNR 111 Ltd. Colombia Branch 

- 

- 

272,441,161 

' 

2012 

Colombian Natural Resources 1! S. A. S. 

2,052.421 


. 

. 

CNR 111 Ltd. Colombia Branch 

54,551,799 

- 

53.083,961 

- 

NRI Cayman Ltd. 

872,193 

- 

- 

- 

J, Aron & Company 

. 

99.658,765 

- 

14,317,179 

CNR Marketing Limited 

1,433,167 

18,924,837 

46,496,558 

- 


J. Aron & Company 
CNR Transport S. A. S. 

CNR HI Ltd. Colombia Branch 
NRI Cayman Ltd. 


(1,744,447) 

(27,666,647) 

(21.619 1 


Long Term 

GSPC Latin America LLC (Note 12) 
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NOTE 16 - MEMORANDA ACCOUNTS 
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Commitments 


The following is a summary of the main commitments in force as of the 31* *‘ of December: 

(i) Coal Sale Agreements 

The company enters into sale and purchase agreements for the supply of coal. The main obligations 
derived from said contracts are; 

• To supply coai as sale for domestic sale as well as for export. 

• To comply with the schedule of deliveries in time and quality to the satisfaction of the buyer. 

• To deliver the quantity of pithead coal, {onto truck or loaded on the railway line (railcars)) or at 
port, according to the negotiation. 

As of the 31 of December of 2013, there were commitments for the sale of coai to be dispatched 
as from 2012, according to the following detail: 


Third Partv 


J Aron & Company 


Quantity 

(tons) 

Redacted by the Pennanent 
_Subcoiiimjtt«oiiJnv«tigatjon^ 

^/■ 6.510 


Redacted by the Pennanent 
_Subcoininit|^_onJnvesligalio^ 


Average price per ton 
fUSD S ) 

20.b2 
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As of the 31®' of December of 2013, there were situations that affected the compliance with the 
coal sale agreements. (See Note 1e)). 


Redacted By The Permanent Subcommittee on Investigations 


(iii) Consorcio Minero del Cesar 

In the transaction of the 19'^ of March of 2010, the Company acquired the rights and obligations 
on the commercial offer entered into by Compani'a Carbones del Cesar S. A. on the 31®' of August 
of 2005 with the Consorcio Minero del Cesar - CMC, made up by the companies called 
Construcciones Ei Condor S. A., S. P. Explanaciones S. A. and Tunelesa S. A., according to a 
document called Consortium Agreement. 
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The purpose of the offer is the hiring of the Consortium to carry out ai! activities necessary for the 
extraction of a quantity equivalent to the total of the coal reserves mineable from the La Francia 
mine, for a term of no less than six years. The remuneration of the Consortium is established by 
rates determined according to the type of activities performed. 

In 2008 Masering S. A., came to take part in the development of the offer with a majority share of 
51% of the Consortium. 

On the 1 6'^’ of April of 2008, a Memorandum of Understanding {MOU),was signed with the 
purpose of: 

• Reviewing the issues of the legally binding offer dated on August 31 , 2005, which includes, 
among other things, the application of the purpose, with the incorporation of the mining 
exploitation of Pit B‘ Concession Contract GAK 152. 

• Faced with the need to acquire equipment for the operation of the mine and in order to share 
the risk of the advanced acquisition of equipment, the company financed the 16% 
corresponding to the down payment of the equipment for USD $ 7,735,589. which shall be 
deducted from the amount payable to the CMC, with a grace term of 12 months, with no 
interest. 

On May of 2009 Compariia Carbones del Cesar S. A. (CDC) declared the force majeure and 
ordered the operator of the La Francia I Mine ( Consorcio Minero del Cesar - CMC ) to suspend 
operations; therefore, there was no production of coal during the period between June 5, 2009 
and August 12 2009. 

On that date (12 August 2009) an Operations’ Resumption Agreement was signed, which brings 
together all the aspects and obligations included in the Memorandum of Understanding, rendering 
it ineffective, and establishing, among other, the following items; 

• Agreement on the manner in which CMC had to restart the activities 

• To make commitments regarding the current annual, quarterly and monthly mining plan, as 
well as some minimum guarantees of production of sterile and coal by CDC and In favor of 
CMC 

• Notification of CDC to CMC of the possibility of the sale of alt or substantially all of its assets, 
including the assignment of mining title No. 5160 that operates the CMC. 

• The payment by COC to CMC of some items such as conciliation bonuses to some of the 
workers of the CMC, 

• Regulation and payments, In the event of an early termination of the offer as a result of 
CDC'S decision, of the installments of some leasing contracts on equipment that the CMC 
has to carry out its mining activity with CDC and standby costs, among other. 

• To amortize as of Aprii 1 , 2010, the sum of USD S 7.735.589 received as advanced payment 
for the acquisition of equipment for the operation of the La Francia Min. The amortization was 
done in 3 years, and to date the amount yet to be amortized is the sum of USD $ 1 ,460,925. 

On January 6, 2010 CDC signs with CMC Addendum No. 2 to the Resumption Minutes, which 
regulates, upon request of CDC, the reduction of the volumes of production of waste and of 
extraction of coal as of November of 2009 and until December 31 , 2010, and consequently 
agrees, among other things, on the following relevant items: 
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• As a consequence of the reduction of the production mentioned above, the CMC had to leave 
in stand by some equipment acquired under leasing, so CDC committed to pay the CMC the 
sums corresponding to a percentage of the leasing installments, interest as well as the 
insurance of the equipment left in stand by, as a proportion of the effective standby of such 
equipment. As a result of this Commitment, the company paid to CMC in 2010 USD 

$ 5,747,237, which shall be amortized as from April 1 , 201 1 in quarterly installments. The 
amortization was done in 3 years, and to date the amount yet to be amortized is the sum of 
USD $2,873,619. 

• As a result of the reduction of the minimum monthly production and the consequent stand by 
of the mine’s equipment and personnel, CMC had to implement a voluntary retirement plan 
for 120 workers, for which CDC would contribute with the sum of $ 2,099,231. 

• CMC had to refund to CDC the amounts of money that were not effectively used within the 
aforementioned retirement plan. 

On March 18, 2010, CDC, CMR and the Company entered into an Agreement for the Assignment 
and Assumption of Obligations, whereby CDC transferred to the Company each and all of the 
rights and obligations set forth in the commercial offer dated on August 31 , 2005. the resumption 
minutes of August 12, 2009 and the addendums to the resumption minutes dated on October 20, 

2009 and January 6, 2010, which was incorporated to the Assignment Agreement of March 18, 

2010 whereby CDC transfers all of its rights and obligations with CMC to the Company. 

On November of 2012, the Consorcio Minero del Cesar (CMC) informed CNR of an alleged 
assigned of the La Francia Mine operation contract to a company called Consorcio Minero del 
Cesar SAS. CNR does not recognize the legality of that assignment and continues assuming that 
CMC is its legitimate counterparty in that contract. The invoices for the operation of the mine 
started being presented on behalf of the Consorcio Minero del Cesar SAS, and hence all the 
invoices were rejected by CNR in due time. 

On the 21®‘ of January of 2013, and in a sudden manner, the Consorcio Minero del Cesar SAS 
sent a letter announcing the unilateral termination of the La Francia Mine operation contract, 
based on the alleged breach of CNR. On the same day, the activities in the mine were suspended 
and all the machinery of the consortium was abandoned in the field. During the next two weeks 
the coal inventories that were on the yards were loaded onto the trains. As from that moment and 
on the date in which this report is written, the operation of the mine is completely halted. 

Notwithstanding the foregoing, as of the date of this report, the company has been fulfilling its coal 
sale commitments by selling its existing coal inventories and by purchasing coal from third parties. 

CNR and the Consorcio Minero del Cesar (CMC) will bring the differences regarding the operation 
contract, including the termination and its consequences, to an arbitration tribunal before the 
Chamber of Commerce of Bogota. To date, the joint selection of the arbitrators by the parties is 
pending. 

On top of this, several legal actions have being brought because of the termination of the La 
Francia Mine operation contract, including a request for police protection lodged by CMC because 
of the alleged interruption by C.l. Colombian Natural Resources I S. A. S of the possession of 
different assets in the mine. 

The Company as made contacts with companies that could potentially assume the operation of 
the La Francia mine. 


NOTE 17 - OPERATIONAL REVENUES 
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Chadbourne & Parice LLP 
1200 New Hampshire Avenue, NW 
Washington. CXI 20036 
telephone; (202) 974-5600 

Abbe David Lowell 
direct tel (202)974-5605 
adlowell@chadbourne.com 


October 8, 2014 


By E-mail 
Ms. Eilse J. Bean 

Permanent Subcommittee on Investigations 

Homeland Security & Governmental Affairs Committee 

United States Senate 

199 Russell Senate Office Building 

1st & Constitution, N.E. 

Washington, D.C. 20510 

Re: Follow-Up Requests 

Dear Ms. Bean: 

I write on behalf of The Goldman Sachs Group, Inc. (“Goldman Sachs” or the “Firm”) 
in connection with the efforts of the Permanent Subcommittee on Investigations (the 
“Subcommittee”) to better understand the nature and scope of activities of U.S. banks in physical 
commodities.' Goldman Sachs responds to the last remaining requests attached to your email 
dated September 9, 2014 as well as the supplemental questions set forth in Tyler Gellasch’s 
email dated October 3, 2014, which we reproduce below for your convenience. 


The Goldman Sachs Group, Inc. is the Firm’s publicly-held parent company. Information 
relevant to the Subcommittee’s requests involves the activities of affiliates controlled by the 
Firm operating both inside and outside the United States. 


New York Washington, DC ; Los Angeles 


Permanent Subcommittee on Investigations 

EXHIBIT #18 


PSi-Go!dmanSachs-19-000001 
’Wareaw i Istanbul ' Dubai ; Beijing 




979 


chadbourne 


Ms. EHse J. Bean 


- 2 - 


October 8, 2014 


Redacted By 

Permanent Subcommittee on Investigations 


Request No. 16: Please confirm whether any Goldman or Nufcor entity conducted due 
diligence with respect to the safety and security of the facilities where Nufcor’s uranium 
was stored, and if so, provide copies of the due diligence procedures used and any written 
reviews or analysis since 6/30/2009. Please provide a copy of any Goldman or Nufcor 
report of any incident or accident at any such storage facility since 6/30/2009. 

Goldman Sachs performs due diligence on eaeh of the vendors or counterparties with 
which it enters into a business relationship. In relation to the owners and operators of facilities 
that store or transport commodities, Goldman Saehs eonducts specific diligence in relation to 
qualifications of the owner/operator that is based on the nature of the interaction with the 
owner/operator. With respect to the operators of uranium conversion and enrichment facilities 
that hold inventory of U308 and UF6 in which we maintain a non-possessory beneficial interest, 
we diligenced various matters, including the ownership and regulatory structure for each of the 
operators. In this regard, we note that each such entity is subject to comprehensive oversight by 
appropriate regulators. These include the Nuclear Regulatory Commission of the United States 
(the “NRC”), the Nuclear Safety Commission of Canada, the Office for Nuclear Regulation in 
the United Kingdom, the Department of Nuclear Safety of the Netherlands, the Federal Office 
for Radiation Protection in Germany, and the Authority for Nuclear Safety in France. Moreover, 
we note the following with respect to the ownership of these entities; 

(i) Urenco is owned by the governments of the United Kingdom and the Netherlands 
and two large German utilities; 

(ii) Louisiana Energy Services is a subsidiary of Urenco; 

(iii) Comurhex and Eurodif are subsidiaries of Areva, in which the government of 
France is a majority shareholder; 
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(iv) Cameco was formed by the federal government of Canada and the government of 
the province of Saskatchewan, was privatized in 2002, and is currently listed on 
the NYSE; and 

(v) Converdyn is a 50%-50% partnership between Honeywell and General Atomics. 
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Request No. 31: Please provide a copy (translated into English) of the Feb. 2013 ANLA 
order, decision, or regulation barring further coal expansion in the Cesar region of 
Colombia pending remediation of environmental issues related to coal. Please provide the 
ANLA order, decision, or regulation related to the Colombian government’s initiative to 
relocate certain families affected by coal-related environmental problems in the Cesar 
region. Please describe any actions taken by CNR or Goldman in response, even though 
CNR has not sought to expand its coal operations since 2013. 

Enclosed as Exhibit C (bearing production numbers GSPSICOMMODS00047310-41) are 
relevant exceipts, translated into English, from the relevant resolutions passed by ANLA in 2010 
and 2011. We are not aware of any February 20 1 3 ANLA order or decision responsive to this 
Request. 

CNR has taken various steps to reduce dust emissions, including increasing the size of its 
fleet or water spraying trucks, undertaking additional road maintenance, and rehabilitating sites 
for the storage of overburden generated through the mining process. With regard to resettlement, 
CNR has worked with other mining companies in the region to advance the goals of the 
government to effectuate the initiative in conformity with applicable World Bank standards. 

The group hired rePlan, a leading consultant of internationally recognized standing, to develop a 
resettlement management plan. 

Request No. 33: Please describe the labor disputes that affected the La Francia and Hatillo 
mines and the Fenoco railway in 2013, how and when those disputes were resolved, and the 
current status of any labor disputes affecting the mines or railroad. 

El Hatillo : Since 2012, CNR has been in ongoing discussions and negotiations to reach a 
collective bargaining agreement with the Sintramienergetica, the union that represents 30 of a 
total of 74 employees. Ultimately, the parties were unable to reach an agreement by March 
2014. In accordance with applicable procedures, CNR has requested the Ministry of Labor of 
Colombia to convene an arbitration panel to decide the dispute. 

Fenoco : Members of the Sintraime union initiated a strike against Fenoco in July 2012. 
This strike was resolved in August 2012. In September 2013, Fenoco and the union reached a 
collective labor agreement that is currently in place. 
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La Francia : CNR has experienced no significant labor disputes with its employees at the 
La Francia mine in 2013. 

Request No. 34: Please confirm that, from 2011-2013, CNR exported coal from Colombia 
via ship and that it shipped the coal on an approximately quarterly basis. 

During the period from 201 1 to 2013, CNR typically delivered coal each month to one or 
more purchasers. 

Request No. 35: Please identify the approximate percentage of CNR coal that was shipped 
to the United States each year and the percentage shipped to non-U.S. locations from 2011 
to 2013. 


The overwhelming majority of coal sales made by CNR were done on an FOB Colombia 
basis. As such, CNR fulfilled its obligation upon delivering the coal to the purchaser’s vessel 
and did not know the destination of the coat. 

Request No. 38: Please list alt Goldman contracts to supply or transport coal from 2011 to 
2013, by describing the number and nature of the contracts; the coal recipients (providing 
their name, type of business, and location); the approximate volumes of coal involved; the 
approximate frequency of deliveries; and the extent to which the coal was provided from 
the CNR mines in Colombia. 

Enclosed as Exhibit D (bearing production numbers GSPSICOMMODS00047342-43) is 
a chart Goldman Sachs prepared in response to Request No. 38 containing the requested 
information. 


Redacted By 
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Request No. 49: Please describe the process used to value CNR, its physical coal inventory, 
and its related financial instruments. 

CNR management marks the value of physical coal inventory at the lower of cost and 
market per US GAAP guidelines. Each month CNR management estimates the netback price of 
its coal inventory based on published AP12 and C7 freight indices and assumed average quality, 
logistics costs, port costs, and market discounts (/.e. the spread between physical and financial 
transactions). 

In light of its 1 00% ownership, Goldman Sachs consolidates CNR on its financial 
statements in accordance with applicable accounting principles. As such: 

• Accounts receivable are recorded at amortized cost plus accrued interest (as 
applicable), less an allowance for doubtful accounts. 

• Physical coal inventory is recorded at the lower of cost or market, consistent with 
the “GS Accounting Policy: Commodities - Physical Inventory Recognition and 
Valuation Policy” for physical inventory held by a CIE. 

• PP&E and Intangibles are recorded at cost, less accumulated 
depreciation/amortization. 

• Liabilities are accrued as incurred and are recorded at cost plus accrued interest 
(as applicable). 

Supplemental Question No. 1: Please provide the amount in dollars and kgU of UF6 
traded each year by Nufcor from June 30, 2009 through June 30, 2014. 

In response to this Request, Goldman Sachs prepared the charts below providing the 
requested information. 



UF6 Purchase 

Volume 

$ Notional of 
Purchases 

UF6 Sales 

Volume 

Estimated $ 
Notional of 
Sales 

2009 

20,000 

2,500,000 

60,000 

7.380,000 

2010 

182,000 

28,090,000 

165,000 

19,906,250 

2011 

500,000 

79,447.000 

675,000 

96,150,250 

2012 

750,000 

100,462,500 

925,522 

137,311,143 

2013 

450,000 

56.387.500 

200,000 

22,887,500 
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Conversion 

Purchase 

Volume 

$ Notional of 
Conversion 

Purchases 

Conversion 

Sales 

Volume 

Estimated $ 
Notional of 

Conversion 

Sales 

2011 

0 

0 

220,000 

2,400,000 

2012 

469,638 

4,196,742 

319,154 

2,193,750 

2013 

500,000 

4,625,000 

964,000 

11,621,000 


Supplemental Question No. 2: Please confirm that all of the physical uranium, futures, 
forwards, swap and options positions are fair valued on a mark to market basis pursuant 
to Goldman’s valuation policy. 

As noted in our response to Question No. 15, all physical uranium futures, forwards, 
swaps and options are fair valued on a mark to market basis pursuant to Goldman Sachs’s 
valuation policy, other than three UF6 forward contracts which are treated as executory contracts 
and the transactions in conversion credits, which are considered intangibles under US GAAP that 
are held at the lower of net realizable value and cost. 
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Redacted By 
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Sincerely, 




Abbe David Lowell 



Enclosures 

cc: Mr. Joseph Bryan 

Tyler Gellasch, Esq. 
Steven R. Peikin, Esq. 
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Chadboume & Parke LLP 
1 200 New Hampshire Avenue. NW 
Washington. DC 20036 
t^e^^orw; (202) 974-5600 

Abbe David Loweli 
direct tel {202)974-5605 
adiowell@chadbourne.com 


November 4, 2014 


By E-maU 

Tyler Gellasch, Esq. 

Permanent Subcommittee on Investigations 

Homeland Security & Governmental Affairs Committee 

United States Senate 

199 Russel! Senate Office Building 

1st 8 l Constitution, N.E. 

Washington, D.C 20510 

Re; Fo11ow-Ut) Requests 

Dear Mr. Gellasch: 

I write on behalf of The Goldman Sachs Group, Inc. (“Goldman Sachs” or the “Firm”) 
in connection with the efforts of the Permanent Subcommittee on bvestigations (the 
“Subcommittee”) to better understand the nature and scope of activities of U.S. banks in physical 
commodities.* Goldman Sachs responds to certain requests you have made by email and 
telephonicaliy, which we reproduce below for your convenience. We are continuing to work 
diligently on your remaining requests and will supplement this submission with additional 
responses as soon as possible. 

Coal Request No. 1: Please confirm that J. Aron acted as the exclusive marketing and sales 
agent for CNR after the acquisition of each of the Colombian mines but prior to the entry 
of the formal 2011 marketing agreement 

We confirm that J. Aron acted as the exclusive marketing and sales agent for CNR after 
the acquisition of the Colombian mines owned by CNR and that a formal written marketing 
agreement was subsequently signed following the completion of the acquisition. We note that 
this practice is not unusual insofar as J. Aron also acts as marketing and sales agent for 
unaffiHated mines on what we believe to be an exclusive basis without formal written marketing 
agreements in place. 


’ TheGoldmanSachsGroup, Inc. is the Firm’s publicly-held parent company. Information 
relevant to the Subcommittee’s requests involves the activities of affiliates controlled by the 
Firm operating both inside and outside the United States. 


i Permanent Subcommittee on I nvesrigations 
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Coal Request No. 2: Please conflrm that J. Aron acted as the exclusive marketing and sales 
agent for the El Hatillo mine after its acquisition. 

We confirm that J. Aron acted as the exclusive marketing and sales agent for the El 
Hatillo mine after its acquisition. 

Coal Request No. 3: Please confirm that the “individuals” who received settlement 
payments from CNR in July of 2013 were all current or former “employees,” as opposed 
to anyone who was protesting. 

We confirm that the individuals who received settlement payments were former 
employees of CMC. the company that acted as operator for CNR’s La Francia mine. The 
identity of the individuals as CMC employees was verified by CNR, which maintained a list of 
such individuals for security purposes, and by the union of which the individuals were members. 
A list of these individuals was provided to the Colombian Ministry of Labor. 

Coal Request No. 4: Explain why an October 2012 document generated by the Federal 
Reserve states that “GS avoids the appearance of over control of its coal mine business by 
not hedging its underlying coal exposure to maintain legal protection,” whereas a 
September 2013 document generated by Goldman Sachs indicates that Goldman Sachs 
hedged its investment in CNR. 

You have asked us to reconcile a statement to the effect that “GS avoids the appearance 
of over control of its coal mine business by not hedging its underlying coal exposure to maintain 
legal protection” with information contained in a September 2013 presentation to the Board of 
Directors of Goldman Sachs describing hedges relating to the firm’s exposure to CNR, You 
have not provided and we do not have a copy of the document that contains the statement, but we 
understand it was prepared by a regulator and assume that the regulator was the Federal Reserve 
Bank of New York. 

Obviously, we did not make the quoted statement and are therefore not in a position to 
reach any definitive conclusions as to its meaning. That said, the statement appears to 
distinguish between two different types of hedge positions. On the one hand, the management of 
a portfolio company may implement hedges to protect the cash flows of the company against 
fluctuations or declines resulting from changes in the prices of commodities produced by the 
portfolio company, such as coal prices for a coal mining company. On the other hand, the 
shareholder of a portfolio company may implement hedges to protect it against the possibility 
that the value of its investment may decline as a result of changes in the prices of commodities 
produced by the portfolio company. As we discussed in our September 5, 2014 meeting, 
Goldman Sachs in its capacity as a shareholder entered into the second type of transaction. As 
we indicated at that meeting, the purpose of entering into such hedges was to protect Goldman 
Sachs against the risk that the value of the CNR investment would decline as a result of a fall in 
coal prices. As we told you at our September 5th meeting, the statement from the document 
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prepared by the regulator does not in our view accurately describe the reasons why we 
implemented the hedging program in the manner we did. 

We wish to stress that certain information included in this submission in response to the 
requests by the Subcommittee did not previously exist in this form. Goldman Sachs used various 
technology and manual resources to generate this information. While Goldman Sachs believes 
that the information contained in this letter is reasonably accurate, Goldman Sachs cannot make 
an absolute representation that it is complete or that there were not some inadvertent errors in 
their preparation. We will provide further updates or corrections if we deteimine that conections 
are warranted. 


« » 
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|§aMs®" Metals & Mining 

I Background to Environmental and Social Due Diligence 


As a part of Goldman Sachs' Environmental Policy Framework, the firm has develo^^guidance for 
due diligence processes involving transactions in environmentally sensitive sectors.^^ foilowii^ 
pages provide the transaction team vwth background on the potential em^nmental^^^ so^m 
impacts of the sector and guidance for conducting thorough due diligence W!tl1ffll^|many^fc^^ 

Please contact the ESG Transaction Review Team with any question^ 

i. Environmental and Social Impacts of Metals andi^tn^^eM^ons 

Mining attracts considerable scrutiny from civil society and|^^^iera! pubi^^ue to the scale of 
environmental and social impacts, and in some geograpj^^revem^panagement and governance 
concerns. Additionally, due diligence on mining trans^M^s may ^^lallenging as impacts may 
extend well beyond the site's geographic boundaries an»^erationa!pmeframe - for example, 
associated facilities (haul roads, rail links, port fac^es^^o^^dation areas, captive power plants 
etc.) whose existence is solely or largely depeno^SS^iS^^^^^ay impinge on the environment 
and local communities as much as the mine a® itse^^ 


G 


The major phases in mine deveiopm^^lre {^^xpldi^ton; (b) mine development; c) extraction 
(underground and open pit); (d) ore p^gfi cj^^ : (e^tS^ge and transport; and (f) closure and 
reclamation. The scope of this due di^^pe chegj^ focuses on development, extraction and 
closure (where key E&S conc^^i^^^e^mhy^®Sent), but impacts from ore beneRciation and 
storage and transport should^^obe^^si^^^ouring evaluation. Key concerns for the sector 

Ecological and Socia^^nsin^es: gHme projects are inherently higher-risk because they are 
located in areas of^olotjfe^r ^l^^nsitivity. such as the rainforest or areas with populations of 
indigenous peopi^r Projecr^^lopS^t may result in the physical and/or economic displacement 
of people (incl^^ rel^ption a^yoss of assets such as land, crops, water, houses), and increased 
access by thinl^^rt^^to previously remote areas may create additional environmental impacts. 
Special at^^ons5®d be paid to mines in the following situations: 

— Within^gjacS^^. or near a declared area of ecological sensitivity (world heritage sites, 
p^erves, etc). 

will require displacement of individuals or communities. 

3 ^^^evelopment will require development of roads into previously undeveloped areas, 
lou^inlop removal" mining. 

ines adjacent to sensitive ecological receptors such as rivers, oceans, water supply lakes, etc. 
ine development will require deforestation 


O 


Operational Sensitivities: Some projects also have risk associated with the planned or current types 
of operations on site. Additional risks may be |X)sed by projects which: 

— Adopt direct riverine or submarine tailings disposal, or where there is risk of acid mine drainage 

— Use large volumes of water for beneficiatlon which could reduce the availability and/or quality 
of water for downstream users and tisheries; 

— Reduce the water table and cause shallow water wells and groundwater resources to be 
impacted; 
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' committed to 
3 conservation, 
ffectively illegal in 
^esia, the Philippines, Papua 
aational companies. 


- Generate fugitive dust emissions causing health Impacts to nearby communities; or which 

- Have inadequate financial provisions for mine rehabilitation after closure. 


Legacy Poor Performance: Where there Is a history of pollution or social conflicts surrounding 
mining projects in a given region (Induding locations where there has been damag^fo or closure of 
operations and/dr NGO campaigns), underlying tensions and concerns about the semr can persist 
and create a higher hurdle for more recent entrants, regardless of a company’s owr^STformanc^ 
history. On the other hand, sometimes companies have to overcorrie the^^^n blei 
record in seeking access to new resources (e.g. in Papua New Guinea - BHP 
the Philippines - Lafayette’s Rapu Rapu tailings accident, and Peru - ifep ^ocha 

mercury spill). 

Preclusions: Members of the international Council on 
designate “no-go" areas barring mining in areas that are 
Some disposal methods (e.g. riverine or submarine ta] 
developed countries, though still used in developing cou^rii 
New Guinea), which can lead to accusations of double st. 

Political instability, Poor Governance and Exploration and development is 

increasingly focusing on emerging markets enforcement capacity may be 

weak. In recent years, there has been incj^sed^^^stirMTO^ay in which governments utilize 
mining revenues, coupled wth increasinOTeemands^fel these revenues be used to develop the 
regions where the reserves are expl^^. It^bme a^s, corrupt officials divert a significant 
percentage of mining revenues to per^^l^^s re^tii^ in high levels of civic unrest as local 
communities do not benefit frorn^m^^ng^^^ue^^ royalties. 

Climate Change: New (or 
of climate change conceri 
generate power). Thecg,^is 
generators in the U.^, 

Safety: High aca^nt rate^^soSj^ographies (eg, China, Russia and India), coupled with a 
number of hioik^file rgfeno ir^ents in others (e.g. U.S,, Australia) have drawn significant attention 
to mining con^l^e^cafety recoras and high-risk extraction methods such as retreat mining. The 
safety rec^|s in developing or emerging markets may be unacceptable when compared to 

standards aa^fod^^as like the U.S.. Australia and Western Europe that may have more rigorous 
atory ovSs^t. imierground mining operations may have a greater sensitivity due to the 
occur as cluster events. 




^posals are creating increased scrutiny because 
ssi^ from deep mines, and the burning of coal to 
itivity to this issue for mines that supply coal to power 



;eJfc^vironmeni:al Issues for Specific Metals 


Minin^ks Bfbadly defined, includes both the extraction and milling processes. Methods, used for 
differefimetals present specific environmental challenges. 


Extraction Methods 


Milling Processes 


Non-Ferrous: 

■ 

Open pH 

■ 

Crushing and grinding 

Base Metals (e.g. 

■ 

Underground 

■ 

Floatation 

copper, nickel, tin) 

■ 

Heap or in-situ leaching 

■ 

Leaching 

Non-Ferrous: 

■ 

Open pit 

■ 

Crushing and grinding 

Precious Metals (e.g. 

■ 

Underground 

■ 

Floatation 

gold, silver) 

■ 

Heap Leadiing 

■ 

Cyanide leaching 

Uranium 

■ 

Open pit 

■ 

Crushing and grinding 


■ 

Underground 

■ 

Floatation 


■ 

In situ leaching 

■ 

Leaching 


Developed in confijnctbn with Sustainable Finance. LkL, 2007, last updated in 2012 
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Floatation 
Coal washing 


Extraction Methods 


Strip mining 
Open pit 
Underground 
Mountain top removal 
Open fMt 
Underground 


Guidance on the specific environmental and social risks that may be assod 
method is provided belov/. 1 


Milling Processes 


Extraction Method 


In situ leaching 




lues, including acid mine 



UnderTOund- 
contiflious mining 


Underground > 
iongwaii mining 


Key Issues / Gutdan ^ 

Potential significant loss of natural habitat anri^odi^^^. St^ficant earth 

disiixbance, although topsoil and overburd^^suaily s^rehafailitation 

Potential resettlement (especially outsid^l^^anizaiion^^^oWomic Development 

(OECD) countfies-some other way 

Rehabilitation planning, financing managen^^^ritical 

Tailings management (and associat^^ater quali^^ues, including acid mine 

drainage) may be an issu e _ 

Heap Leaching 

• Crushed^^s heape^^terge lines piles or as fill in lined valleys 

• Cyani^^ typi^^Spray^^ver the piles for gold leaching and 
hydrcS^^c^pBlfuric is used for non-ferrous metal extraction. The 
leacheds&ra^ is th^plcovered and processed. 

iri^^ta^ ^tion of surface and groundwater resources. 

Litti^Surface no tailings or waste rock generated 

Ml^m^uire expio^s or hydraulic fracturing 
||y^c8|^^wotve^^ction of ar:)ds and other contaminants into the fractured 

P^^^lty^^^es heavy metals and radioactive heavy metals 
|^Pote^m£ontamination of groundwater (requires regular monitoring during and after 
P mining (^rations) limits locations at which this method can be safely utilized 
Controversial and much-opposed practice often involving significant natural habitat 
destruction, large-scale use of explosives, and damage to adjacent valleys and 
k water courses 

^Social and community impacts may be significant 

Use of this practice largely restricted to eastern US 

Natural habitat loss and earth disturbance, although topsoil and overburden usually 
kept for site rehabilitation 

Potential collapse of mines poses safety risks to miners 

May result in subsidence (property damages and changes in hydrology) 

Coal mine methane can be encountered end is highly combustible, creating hazard 
to mine stability and miners' safety (major cause of mortalities in China. India, US) 
Other dangerous atmospheres such as carbon monoxide and sulphur dioxide may 
exist, creating a hazard to miner's safety. 

Better safety record than continuous mining due to fewer workers underground 
May cause subsidence (property damages and changes in hydrology) 

Coal mine methane can be encountered and is highly combustible, creating hazard 
to mine stability and miners’ safety (major cause of mortalities in China, India, US) 
Other dangerous atmospheres such as carbon monoxide and sulphur dioxide may 
exist, creating a hazard to miner's safety. 


Developed in conjunction ndth Sustainsbie Finance, £.W.. '2D07.testi^atedtn zorz 
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exist, creating a hazard to miner's safety. 

Concerns about security and weapons proliferation downstream in the supply chain 


Milling Process 

Coal washing 


Cyanide teaching 


Crushing and grinding i 


Key Issues / Guidance a 

Waste water is generally a slurry held in lagoons - highly^JJ^ng and c^mnypr 
toxic metals and compounds indigenous to the ore body 

Potential degradation of water resources either by drawdo\^^f levels, 

diversion or damming of surface waterways, or cdMaminatio^^l^ters by 

accidental ate discharges 

Use (and transport) of cyanide poses risk^^^orkerslR^^m^^itjes 
Discharge of effluents containing heav^^^te may conta^^t^ater resources 
Tailings dams and long-term manaoeTOnt an issue failings laden with 

cyanide add complexities to storag^nd disposa^k 

International Cyanide Manag^ent o^^certificatio^nd chemtcai destruction of 

the cyanide is considered best p ractic^^^ 

Tailings storage and 

Discharge of effluent^^nfai^^^eav^TifflK may contaminate water resources 
Significant releas^W dust Mniaww metals, including mercury, may'resuit from 

drying the ore a ^Kentrat^F ^ 

Discharge of eft^a^^^taining^avy metals may contaminate water resources 


II. Sensitive Countrie 


ning Transactions 


A combination of weak^^erna^, leg^^poof performance in the sector, and environmental and 
social sensitivities ^b socis^ wifflfexgp^tion and production techniques can combine to create 
particular reputatj®ral and irr^tmenPf^ks in the metals and mining sector in some countries and 
regions, If a fi^it has^ojec^a development in any of these countries, please consult the ESG 
Transaction for actional guidance. 


Bangladesh^ 


c 


■ China^^ 


Rep. of Congo Indonesia 

Ecl^r Kazakhstan 

equatorial Guinea Laos 

Ethiopia Liberia 

Guinea Mauritania 

India Niger 


Nigeria Turkmenistan 

Pakistan United States 

Papua New Guinea Uzbekistan 
Peru Zambia 

Philippines Zimbabwe 

Sudan 


Developed in conjunction with Sustainable Finance, Ud.. 2007. fast updated in 2012 
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chadl5ourne 

Chadboume & Parke LLP 
1 200 New Hampshire Avenue, NW 
Washington, DC 20036 
telephone: (2023 974-5600 

Abbe David lowefi 
direct tel (202)974-5605 
adlowel!@chadbourne.com 


October 20, 2014 


By E-mail 
Tyler Gellasch, Esq. 

Permanent Subcommittee on Investigations 

Homeland Security & Governmental Affairs Committee 

United States Senate 

199 Russell Senate Office Building 

1st & Constitution, N.E. 

Washington, D.C. 20510 

Re: Follow-Up Requests 

Dear Mr. Gellasch: 

I write on behalf of The Goldman Sachs Group, Inc. (“Goldman Sachs” or the “Firm”) 
in connection with the efforts of the Permanent Subcommittee on Investigations (the 
“Subcommittee”) to better understand the nature and scope of activities of U.S. banks in physical 
commodities.* Goldman Sachs responds to certain requests you have made by email on October 
8, 2014 (the "October 8 Email”) as further refined through our telephone conversations— as well 
as additional telephonic requests that you have made — which we reproduce below for your 
convenience. We are continuing to work diligently on your remaining requests and will 
supplement this submission with additional responses as soon as possible. 


' The Goldman Sachs Group, Inc. is the Finn’s publicly-held parent company. Information 
relevant to the Subcommittee’s requests involves the activities of affiliates controlled by the 
Firm operating both inside and outside the United States. 


New York i Washington, DC 


Los Angeles 


Permanent Subcomm ittee on Investigations 

EXHIBIT #21 


Warsaw i Istanbul ; Dubai Beijing 


PSI-GoidmanSachs-20-000001 
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chadbourne 


Tyler Gellasch, Esq. -2- October 20, 2014 

October 8 Email Request No. 2: Provide information regarding the tonnage of aluminum 
that was loaded out of one Metro International Trade Services LLC ("Metro") warehouse 
in Detroit and back into a second Metro warehouse in Detroit. 

In response to this Request, Metro has prepared the table below showing the 
tormage of aluminum that was loaded out each year during the period from February 2010 to 
January 2014 from one Metro-operated shed in the Detroit warehouse location and directed to be 
shipped to another Metro-operated shed in the Detroit warehouse location. Such aluminum was 
directed to be shipped to such location pursuant to the metal owner's instructions. After metal is 
loaded out, the owner has various options, including selling the aluminum to a consumer of 
physical aluminum, storing the aluminum off-warrant or re- warranting the metal in an LME 
warehouse. To the extent that the metal owner decides to re-warrant the aluminum in a Metro- 
operated shed and then cancels the warrant, such aluminum would be placed in the queue 
pursuant to the LME rules and loaded out accordingly. 


ALUMINUM Tonnage Siupped 

(Metro Warehouse petroit) to Metro Warehouse Petroit)) 

Year Shipped 

Tonnage Shipped (mt) 

2010 (From February) 

69,725 

2011 

100,000 

2012 

200,000 

2013 

219,025 

2014 (Through January) 

38,975 


Redacted By 

Permanent Subcommittee on Investigations 


PS!-GoldrnanSachs-20-000002 
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GLENCORELtd 

INVOICE NO: 590113-2 AMENDED 

METRO INTERNATIONAL TRADE 
20495 Pennsylvania Avenue 
48180 Brownstown MI 

TERMS: Payment to be remitted via 
Telegi-aphio Transfer before 
{Payment Terra Needed} 

ATTN: ACCOUNTS PAYABLE REFERENCE: 

DATE: 21-Junc-13 


. CONtRACJ’: •l62.^i3.S4«02-00.LS P.O.; -l-98.prcra.fov-d6t-t524- 



Regular Invoice 

US DOLLARS 

Charges: 




50,046.872 mt X 198 doHars/mt^ 

9,909,280.66 


Totai Due Glencore Ltd. 25-June-i3 


Payroent: 

Payment via Telegraphic Transfer to: 

Citibank NA 

New York 

ABA 021 000 0B9 

Account Name Glencore Ltd. 

Account# 3042-5974 



AP'PftOVH) 

Oste 

AL. 

Mete! ’Typfi'f^Vu.[i:3rji-)0"\ 

FA $ ^ 

Total MT ^ '' ^ 

Eiatcn 

Wire r.)4te„?^'Lj0£,.c97. 30!2> 
Sftfl aSt«cb«d tcf Semite 
?. 3rd Api'To*^ 


APPROVED 

leo i TRvatA^> §i? 

Locatior > ~Pt?Ttni7 
Date Ab?oO ?i£nb 
Pes o ffegvtarft ALL0u)A aJrc' 


Tlu-ee Stamford Plaza - 30] Tressw Boulevard - Stamford CT 06901-3244 - U;S.A; 
TeloplJonc (203) 32W900 - Tc!cft* (203) 970-26 1 0 


Permanent Subcomniittee on Invertigations I 

EXHIBIT #22b I 
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GLENCORELtd. 

INVOICE NO: 690 1 1 7-2 AMENDED 
COPY 

METRO INTERNATIONAL TRADE 
20495 Pennsylvania Avenue 
48160 Brownstown MI 


ATTN: ACCOUNTS PAYABLE 

CONTRACT: 162-i3-54799-002-P 


TERMS: Payment to be remitted via 
Telegraphic Transfer before 
{PaymentTerra Needed} 

REFERENCE; 

DATE: 2l-June-13 
P.O.: 20 dollars for detl 524s 


Regular Invoice 



Osarges: 


payment; 


--7 

•E%r83-:SW mt X'SS‘i}{>l!ars/ml= 402,061.42 
Total Due GIcneore Ltd. 

Payment via Telegraphic Transfer to: 

Citibank NA 

New York 

ABA 021 OOO 089 

Account Name Glcntore Ltd, 

Account# 3042-5974 


APPROVED 
F'CiHfjhI: AHKjWso jcfi. 

0EJS.L ^ 

Meliil Tvf>«;..^L0.Cn!CW<V\ 

Total ?-1T ^as.! 

Batch n 
W!co DaS«., 

Sbc 

"NsjcIj 2;i^ i Srd ftpproyiil 


approved: 

i.oiaasi)_p.(!K)ir. 




Three Stamford PNiza- 301 Ti-essor Bouloverd- Stamford CT 06901-3244 -U.S.A. 
Telephone (203) 328-4900 - Telefax (203) 978-2610 


Permanent Subcommittee on Investigations 

EXHIBIT #22c 


Confidential 
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GLENCORELtd. 

METRO INTERNATIONAL TRADE 
6850 MldOIebelt Road 
48174 Romulus Ml 


OM" 

■ 3S>5-DT 

INVOICE NO; 70S265 I Lo© 

3455 DT© 


TERMS; Payment to be remitted via 
Telegraphic Transfer before 
{Payment Term Needed} 

ATTN; ACCOUNTS PAYABLE REFERENCE; 

DATE; 24-Septemb6r-I3 


CONTRACT; 162- 13-54798-00 1 -S P.O.; IS/ralswapball 



Rtgalar invoice 

US dollars 


Charges;' 

■■ 

O Z-^KYS-f' f" 

Premhim 

Total Due Glencore Ltd. 26-Scptcmber-13 

Payment via Telegrapluc Transfer to: APPROVED 

Citibank N A qqO 

321,10133 

ABA 021 000 089 Cy-TVIIT- 



Account Name Clencorc Ltd, 

Account# 3042-5974 ' 

5' 



approved 

v:Gabrie«aVagninil 


APPFJOVED 
Fri^gW AR-wanco 
Kalte Kuhiman 




Itnitls 


3 


DeAL«J5££Tg2A|5 ^ 

FA S l^-rJ rvt ^ 
Total 

Bukhf OOJ.Z^^_ 

Wire D8le2^^2^1’.22bi3 


See eteciwJ fo/ctetaWe 
* Metxb 2n(l & 3n) Approvsi 


Three Stamford Pluza- 3D! Tresaer Boulevard - StamlbrdCT0690!-3244*U.S.A,- 
Telephone (203) 328-4900 - Telefax (2(0) 97W610 


Permanent Subcommittee on Investieations 


EXHIBIT #22d 
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Red Kite Master Fund Limited 


Metro Intematjonai Trade Services 
6850 Middlebelt Road 
Romulus, 

Michgan 48174 
USA 



YsHirref: OETISOO 

Our raf; 

DoiK 13 November 2012 


AJuminium T-Sai's/fngots/Sows 

UVffi Brands 

Origin Canada / USA 


|To Agreed initiaS Rebate on 6,373 tots Atuminium 
iCancellod in November 2012 in LME Warehouse Metro Detroit 


R<^ 

date 

no of lots 

Round weight /mt 

rebate /mt 

RDET000709 " 

07-NOV-32 

l.OOO 

25,000 


RDETUODTIO 

08-NOV-12 

754 

18,850 


ROETQ00711 ' 

08-NOV-12 

2,725 

68,12S 


RDET000712 ' 

09-NOV-12 

1,062 

26,550 


RDET00a713 ' 

09-NOV-12 

832 

20,800 




6,373 

159,325 

@>USD 36.00 PMT 


Tota! Payable 




Payment by SWiFT/DlRECT AUTHENTICATED TELEX to: 
Standard Chartered Bank London 
Swift Code: SCBLGS2L 
For Account: Red Kite Master fund Limited 
Account Number 01 01 2550725 50 
!BAN: G814SCBLS09104125S0725 
Cover with Standard Chartered Bank New York 
Swift Code: SCBLUS33 


For and on behalf of 

fted Kite Master Fund Limited 


APPROVED 

l^pnch^d 

bocaeo n 

Dat e i 3 kU}v*iX 
0esc. ?ige?Ai»5 



APPROVED 
^CST Tfvcr 

teesSfeRr 



SCAL# 

•fiaicfe#. 

See attached ftwriBfa ^ 


RED KITS KASTEB FUND LDflTED 
ea DoxHM I54a HomUton MM F3C thmvda 
fmoft alib^^dste-hm 


Permanent Subcommittee on Investigations 

EXHIBIT #22e 
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Red Kite Master Fund Limited 


Metro internationa] Trade Services 
6850 Middlebelt Road 
Romulus, 

Mlchgan 4S174 
USA 



„ , RDCTBBtrris 

Your rst; 

Our ref. 

2DDtccrnl>v2t)12 


[Aluminium T-Bars / Sows 
Brands 

Origin Canada / USA 


|Td Agreed Initial Rebate on 704 lots Alutrunium 
tn LME Warehouse Metro Detroit 


ICancelfation date 19 Dec 2012 / 

17,600.000*^1 ttett USD3S.dS PMT 

APPROVED 

Leo Prichard 
Location ft?goiT 

Oesc. Pot RSriJU p 

iPayment try SWIFT/DIBEa AinHENTICATEO TELEX to; 
Standard Chanered Bank London 
Swift Code; SCBLQB2L 
For Account: Red Kite Master Fund Limited 
Account Number 01 01 2S50725 50 
IBAN; GB14SC6L60gi0412550725 
Cover with standard Chartered Bank New York 
Swift Code: SC8LUS33 


forand^WT behalf of 

Red Kite Master Fund limited 



□^632:720.00 


Pe te 

TWsi 

BbIiA tf 


Voi Is PAolmSo. ] 
Ca^ci^^ciikd' (3:irtisondo<il 


RED KITE aUSTEB FUND LOaXED 
ao. Bw KM 154a HcNidllai Hm FK Bermuda 


Permanent Subcommittee on Investigations 


EXHIBIT #22f 
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Red Kite Master Fund Limited 


Metro Intematlonai Trade Services 

6S50MIddiebettRoad 

Romuius, 

MIchgao 48174 
[USA 


Vouf rsf: 
Oor rei: 


RDFTO(107» 

ZSlanoarrZOl^ 




^wmlriluinT-Bars 
iME Brands 


[Te Agreed Warranting Rebate on 704 lots Aluminium 
In LME Warehouse Metro Detroit 


Reference Issue date Warrants MT 
iROETOOnns 22-Dec-13 704 17.4SS.816 


|TotaJ 

Incentive 
Adjustment 
Nett Payable 


704 17,458.816 

Xh45S:SXS mt nett @ USD 160.00 PMT 
17,458.816 mt nett @ USD 7.98 PMT 


jPayment by SWIFT/OIRBa ALfTHENTICATED TELEX to: 
Standard Chartered Bank London 
Swift Code:SCSLC.32L 
for Accourit: Red Kite MasterFund Limited 
Aaount Number 01 01 2S50725 SO 
IBAN: GB14SC016O91O41255O72S 
Cover with Standard Chartered Bank New York 
Swift Code: SCSLUS33 


V- 


For and on behalf of 

Red Kite Wtester Fund Umited 


APPROVED 

LeoPrttaKj 65? 
Locatio n Pbltou 

Dal e S'Wrt 
Peso, ffeibtcr AuaJ WiCe 

Total Payable 




a7?3i '■l&iM •<i- 

USD 139 j21.35 

APPf»OVeD 

Freight AJtowarwo * 

W 9 I y - 
Ibtei w r I j 

B»tdi 8 rjOi~7i3, . .. 


,cC 


( Permanent Subcommittee on Investigations I 
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Red Kite Master Fund Limited 


/ 


Metro international Trade Services 
Mlddlebell Road 
iRomulus, 
jlVJichgan 48174 
USA 


Youf ref: 
Our ref; 
Oeitc: 


RPETOporos, Roerasorw/ 
noETDOOTIl, «0£T«ia713j 


3^ 


IXTiSccjfOoi 


iAkimttilumT-Bars 
INVE Registered Brands 


[To Agreed Warranting Rebate on 3,373 lots Aluminium 
in LME Warehouse Metro Detroit 


Reference 

Issue Date Warrants 

MT 

RDET000709 

28-NOV-13 

1,000 

25,091.981 

RDETQO0710 

28-NOV-13 

479 

12,016.974 

RDET000712 

28'Nov-13 

1,062 

26,493.732 

ROET000713 

Z8-NOV-13 

832 

20,603.945 


Total 

3,373 

84,206.632 


00'7.0a4’< 

■y 


Incentive 

_8J,28S:S3rmt 

netti® 

USD 160.00 PMT 

Adjustment 

84,206.832 mt 

nett if 

USD 7.26 PMT 


Nett Pavabla 

iPavment hy SWiFT/DIRECT AUTHENTICATED TELEX to: 

Standard Chartered Sank London * Tr. . “ 

Swift Code; SCSLGB2L 
For Account: Red Kite Master Fund Limited 
Account Number 01 Ol 2SS0725 SO 
iBAN: GB14SCeL60910412550725 
Cover with Standard Cliartercd Bank New York 
Swift Code; SCSLUS33 




o^i’Jifznsa'^d 

FA $ .IKL— 

Total 

WhcOntoi 

See attached 


APPROVED 

Leo Prichard 
Location CtTEoT 
Pat ent SAM iH 
Desc. AfMt bWrdT 
Total Payable 


usb i?>>n?j,(VLK4S 




USD SllJAD.lS ■ 


V 



For and on behalf of 
[Red Kite Master Fund Limited 




OS. 51 


! U 


5 ^ 5 )rS / f ( 5 . 
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WARRANT FINANCE AGREEMENT 


DATED 15 SEPTEMBEE2010 


DB ENERGY TRADING LLC 
AND 

METRO IKTEEKATIONAL TRADB SERVICES LLC 



EXHIBIT #23 


CONFIDENTIAL 


GSPSICOMMODS00047434 
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THIS AGREEAfENT is made oti IS September 2010 

BE'J-WEEN: 

(1) DB ENERGY TRABING LLC a conipany incojporErted in «lic State of Dela^vatc wifii 
company rsgistretion number 38-3712197 and having its registered address af 1301 t'annin, 
Suite 2300, Houilon TX 77002 U.S_A. (PBET); and 

(2) METRO INTERNATIONAL TRADE SBRVtCES LLC a company organized in the Staio 
of Delaware with company re^slralion miinber 3544210 and having its registered address at 
5850 MiddlcbcjJ Road, Romuhis.MI4SI74 U.SjA (Counterparty). 

Coliectively, the Parties (aad Party shall be consmied accordingly), 


WHEREAS: 

(A) The Putties intend to eiXer hXo a transaction In respect of Aiumbiiim meeting LNIE delivery 
requirements (the Transactioa). 

(B) The PHJties wish to enter udo ibe Transaction for the Finance Period at discounted warelioiise 
rental rates in the manner set out in and subject to the provisions of this Agieemeat. 

ms HEREBY agreed as follows: 

I. INTERPRETATION 

lu this Agreemeut: 

1. 1 The following terras and expressions shall bear Ibe meanings given to them hereunder, unlcs.s 
otherv^'ise doflued In (his Agreement or (he con(e.>ct rc^tuires otherwise: 

Agreement, or This AgJiecBient, means the present oontraef with the excinsion of aig' other 
uocuuieitt 

AliJSiinluni means primary aiunrinium wftli iDtpimtics no greater iharj in the registered 
duigiutinn Pt020A in the Not1i> AmerJewn and InfcmHtiftnal RcgRlraHnn Record enfiflcd 
btiernadonai Designatiom and Ctiemleal Compasirton iJmifs for Uka!h,ivd A/tumma 
{rcAied Motvft 2007). 

Business Day means a day (other tbaa a Saturday r>r Sunday) OD whicli commercial banks are 
open for general business is London and Detroit, and for the ponxises of settJentent only, 
NewYofk. 

Effective Date metuw the dete on which this Agreement fccemnes legally binding upon tlxj 
Parties, such date to be the dale on which both parties have duly weeuted this Agreement. ' 

Event of Default means any event or oircumstooec specified in Clause 1 1 . 

Final Warehouse oienos n war^tise iu a FTZ, Detroit U.S.A owned by the Counterparty. 

Finance Period rueaos 6t>m iSSeplO to idFebli (the Fioacccroiiod End Pate). 

POT Charge means ‘frse-on-tnicl:’, and as of the date sf tbl.s Agreement is USD32.95 per 
ion of Aiumlnium. 


CONFIDENTIAL 
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Goods i»eans (he Nolioual Anuiunt of Aluminium on the Effective Date in any of tbcreJevaiil 
Shapes, represenled (1) initially by Warrants in the SWOKD account of Deutsche Bank AG, 
London Branch and held on bebatf of DBET cikI (K) alternatively during the term of tins 
Agrtwincnl, as a Wareitcuise Receipt. 

Initial Wp.!‘alioase means LME li^ed W4r^ot:«^ D 2 troi{U,S A, owmecl by tite Ceunicipartj', 

LM£ means the London Mela} Bxdiange operated the Loudon Metal Exchange lid. or 
any successor thereto. 

ftogtsHcs Charge means a ctorge for logistics io respect of moving any Aluminhun between 
the Initial Wareiiouso and the Finnl Wardiouse, and «s of the date of this Agreement is 
USDiO per ton of Aluminium. 

Notional Amount means 'lOCO lots of Alutniniain (v/hh a iyeight tolsronic of +A 2 per cent), 
Party means a party to this Agreeoieid. 

Queue means the time period Bora (and iududiiig) (he date udten the bolder of Alumlruuiu 
instructs the Wmehoiise Company to take the Aluminintn esut of a Warehouse to (and 
Including) ihc date wlieo the Aluminium a:tURlty leaves a Warehouse. 

Reduced Real meoiis the rent rale t^eed by Uie Parties for (lie Finance Period 

Relevan ( Wr-rohause sneans (i) tusy warehutjse for (he storege of Ajumauum trhich as of Euiy 
rtlevant time is lisied as an approv^ warehouse on (he OvOi website f'sv\v \v.{me.com) and (il) 
where such Aiumitiium may be held in the fann of Warrants hy a relcs'ant holder. 

Rent Limit means USD28.35 per ton of Aluminium f<w the time period hi the queue prior to 
the Almniuium i^viitg the Initial Warahousc. 

Shape mcBJis ingots, t-bars or sows. 

Slats means huckiag slots that a holder of mctal may request from the Waiefcouse Comply 
at a Warehouse for the purpose of t aking ib© rc!e\'aDt meta! out of the Warehouse. 

Transaction Docutnent means this Agreement andfor any other document designated as such 
by (he Parties. 

Trnnsport Cost means the sum oftheFOT Charge and the Logistics Cloige. 

USDtv U.S. Dollars ineais the lawfid airrejjcyoflhe Uni led States of Aniejlct 
Warcliciise iTKans both the Initial Warehouse and Final Warehouse. 

Warehouse Company means Counterparty. 

Wai'chouse Recei()( meacs a trsnsfbrable and numbered receipt issued by The Warehouse 
Company, oa whii^ it i.s esrtiticd that the holder is eaiitled to receive a specific quenthy of 
goods of a specifie kind and quality, and which shall be construed to be a doninieot of legal 
tillc; with (lie dduiU uf (he (jouds placed otT-M-arrani under Clause 3.3 iDcluding, wha^e 
applicable, tbe rdcviuit iiuinhcring of the Goods. 


3 
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Wurchousc Scrv'iccs mean the acxvjces to be provided, under this Agieenienl and for ihe 
Finance Period, by tl?c Waretioose Company and in accordfeiice with the standard terras and 
condklotis of die Warehouse Company. 

W'arraof means a transferable and numbered recsipi. sotted tla-ough SWORO, on wtiicb it is 
certiCied that the hofder is eutStled to recave a ^eclflc quantitj’ of goods of q specific kind 
and quality, and which shall bo comtmed to bs a document of legal titJCi with the details 
spooliiod in Annex 1. 

1 .2 hi this Agreeinanl: 

(a) words denoting persons include bodies cotporate and unincoTporeted aasociafions of 
persons; 

(b) references to a party to this Agieenient inefude the succsssors or assigns (hnsivedsiilc 
or ndtenvisc) of that pally; 

(c) Ihe words including and include shnil mean including without limitatkm and bcliide 
without limitation, respectively; 

(d) HTiy reference importing a gender includes the otiier genders; 

(c) any icfarcnce to a time of day is to Detroit, U.S,A. time; 

(f) any reference to IJS$ Or US Dollars is to United States doilars; 

(g) any reference to a period shall, where the last day of that period is a day diat is not a 
Business Day, tennfnatc on the next Business Da>^ 

(ii) any referenc* to \vriting includes typing, pooling, iithograj^y, jiiotogmptiy atid 
facsimile but excludes any other fbmi of ejectroiuc communicalion; 

(!) any referwice to a docutneat is tc that docuirscot as amended, varied or riOS*aicd from 
time to time otberwise tb*T* In breach of this Agrsemeut ai- that doctiroenl; 

(j) an Event ofDefeult being outstanding means that it has not beau ivaived; 

fk) any reference to a compaiiy includes any company, corporation Of other body 
corporaio wheresoever incorporated; and 

(i) any reference to a company or ilrni Includes auy company or fino in suocessinn to ali, 
ox strbslantially oH, of the bosiucss of that company or firm. 

2. REPRESEKTATIONS AbfTiWAURANTIES 

2 . 1 DBET represents and warrants to the Coualerpaity os foPows: 

(1) It is duly iocoiporated under ihu laws of Delaware as a limiled Iiabllit>' 
corporation. 

(U) DBET baa al! ntccssaty corporate authority, for DDET to sign and deilvei, and 
perform the transactions contemplated in this Agreement and ibis Agreement 
constitutes iTtlid and binding obligations of DBKl'. 

(jii) Its performaoce of its obligations under this Agreement Is iawfiil under the 
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laws ofits mcorporatJCKi. 

2.2 Couni«qiiUty' represents ajiJ \yaiTaJits to the Couotei'pariy as fallows: 

(i) It is duly iucorporatcd woder tbc laws of tho State of Michigan, domiciled in 
Micljj^aiv registered io Hichtgao undw Coiopaaj' No. 354421 0, 

(si) The Articles of Association of Counterparty include provisions which give 
power, and ol! necessary' corporate authority has been obtained and action 
taken, for Counterparty to tiyn and deliver, and perform the tiansactLons 
contemplated in this Agreement and this Agreement constitutes valid and 
binding obligations of Counterparty. 

(jii) fts psrforiuancs of its cbUgatlcns under this Agreemcnl are lawfxil in the 
United States of America and the Slate of Michigan. 

3. WARRANT FINANCE TRANSACTION AND RENT 

3.1 Following the Effective Date and in respect of the Finance Period, the Parties agree that 
DDBT will request the maxitmim iuimbcr of Slots and place the Goods or pait of the Goods 
otf'warrant as soon as possible (hcrcafier but dq^endent on custing demand Ibr slots. 

3.2 Counterparty \vill imiucdiately issue to DBET a WaseSiouss Rccclj-»T for the Goods placed off- 
warrant. 

3.3 The Parlies agree that altiiough Slots will be requested as of the Effective Date, the Goods 
will be 111 the Queue to exit the Initial Wu^house and no firm time Ibr such exit cau be given 
as of the date of this Agreement. DBET undertakes on a ccimnerciaiiy reasonable basis to 
inform tl*e Counterparty on a weekly basis any updates as lo timing for this exit of the Goods. 

3.4 \Vhilsl the Goods are in the Queue, DBFf shah pay warehouse rent at the full rale, However, 
if the rent paid by DBET exceeds the Rent Limit, then Cotinleqiariy agrees to pay aoy excess 
utiouni (u debt’s numinuiud aucPunt. 

3.5 DBET shall pay e Trauspoii Cost to CouDtcrpari)'^ as fcff the movsiacut of the Goods ffoitt Lhe 
fnitla! Warelinusc tn the. Fioni Wflfchoiise, In respeci of the Goods, no further Trensport 
Costs shall be pa.vable by DBET to the Countefpariy once rtua tonount has been i«ld. 

3.6 For the Fin&nsc Period, Counterparty agrees to hold in custody the Goods at either 
Warehouse. 

3.7 In respect of (he Fiuaijce Period. Counlerpaity will perform the warehousing services in 
acconleiico with the present Agreeiueni and/or as may be ugtved iu writliig rnutt lime to iiute 
by the Parties in the relevant conRiTOstino. 

3.ji If cluring the Finanee Period, DQET decides to sell the Goods to a third party then PBET 
aiiall pay a loading charge to Counterparty to its noniinaicd account an ainoiml in USD equal 
to USD 65 per ton of Aluminium. 
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4. WAREHOUSITfG SERVICES 

4.i io resfrect of this Agreement and in nocordiincc xvira the Warehouse Company’s standard 

(i.;i.iriA ajid eoodilious appticaljic tu ilie lelcvBiil Wiueliouse: 

(fi) Th© Wurebous© CoEBpany shall moire airanoEimssTS (I) goods to hs saf-iy 

stored in each Warchoosc pursuant to the terms set out In this AgiecjnenJ, so that (be 
Goods shall be labelled or numbesed in suoh a way tiia! the labels or aumburs are 
clearly visible and cm be identified in IBs rocords of DBRT and (ii) sbalJ sopeiYise. 
manage and monilor the Goods in aeconlancc with tins Agreenjent and DBET's 
instructions and will hold ttie Goods in each Warehouse at all tunes for the whole 
Finance Period, 

(b) if is agreed and intended that ihc w'arshoiisc Company will hold possession of the 
Goods in each Wfuehouse on account of D3ST arxl will bold no fitle whaisoaver. 

(c) The Warehouse Compsty shall issue, in respect of the Goods represented fey a 
Warehouse Receipt, monthly ernmnodity reports to DIIRT a? customaiy for (he 
relevant Warehouse and provide such otlier reports and jiiformaTlon (incltidlng any 
vvarehoHsa charges outs(anding)«HSonaWyre<}uesled by DUET fioiu time to time. 

(d) Tile Warehouse Company uudeitakcs ibot, subject to the eoiifidcntial objigalions 
under applicable laws and regulations, any representative's) of or persojifs^) 
ooinbiated by DBETshail have access during ail normul hours of business (subject to 
one (!) Business Day prior writlen uotice) (o any itooks, reconls, Infonnstion or other 
date or sj’stem held by the Warehouse Company relating to llic goods. 

(e) For the avoklaHCO of doubt, nny costs, fees or charge associnted wilb Clause 4,2 and 
4.3 above arc mclMcled in Ihc Reduced Rent. 

(f) Insurtmce 

(g) 'Ilie Warehouse Company shall maintain at all times a^^opriate and sufficient levels 
of fraud iasurwios wiiorcpulaWe insurers. 

(h) The Warehouse Compasiy will provide DBET, on request and no Istcr fhao 24 hours 
irom DBET’s request in writing, with evidence of tbs currsn! insurance policies ia 
place. 
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5. INDEMNITY 

5.1 Tie Wajchouse Company sbell ladeianlfy* CBBT aay UabiJliios, losses or uiuiiagos 

‘Ai-iatsocvcf, inciudiug but not limited to the Goods, caused by any breach of its obligations, 
wksthsr coutracJiial oi’ ncS, iiadsr this AgresiiK^si. 

6. RELEASE OF GOODS 

6.1 Thfily (30) calendar days prforto ths end ofibc Finance Period, the Parties shall in good faith 
negotiate as to which actioaw !» clause 7.2 below shali apply. 

6.2 At the end of the Finance Period aod notwChstanduig the iocBlioa of the Goods, (he Parties 
may either (i) agree to enter tuid itegotiatc Uie terms of a itew fransaetJon or (il) DBET may 
request the Counterparty to fc-a'sarsnt ths Goods so thst they arc represented by Warrants in a 
Warslteuss. 

6 3 Where DBET request the Goods to be re-wairaoicd in accordance with clause 7J2 ^ovc, Uieu 
CounlerpEirty sitail pay USD42.95 per ton to DBET using the account in its Standard 
Setllemenl Instructions (SSI). 

6.4 Where DBET requcsl the Goods to be re-wairaitted in accordance with clause 7.2 above, tlie 
Warclsouse Com7>.'uiy acknowledges aird Hgrees that aii the relevant expenses and fees 
char ged and/’or wiiich may be incurred iu reJation to tire movcmraii of the Goods from either 
Wareliouse to auy Reievarit Warehouse shall be fully paid by the Waichcru-sc Cojiipaiiy with 
no r&spcEsibUlty for DBE"!'. 

6.5 Where DBBT request the Goods to bo ro-warranted in. accordance with c!au.se 7.2 above and 
Counterpart has failed to re-warrant the Goods the Finance Period End Dale, 
Coutwerpariy agi ees to pay all expenses incurred hi a cammerclaliy reasonable nianrier caused 
by any deley to DBET tjslng thcaccouol in its SSI. 

6.6 Uiilejs otheivvlse pmvided in this Agreement, tlie Warehouse Company shall at all times be 
required to act in accordance with any and all instructions jssned by i>DET and shall 
disregard any iuslructiuus as luay be rcueired frum auy ulhcr third party, and shall 
iminedi'iidy inform BBETia writaigofsttch in.'ttniction.s. 


7. RECORD.? A^'D RRPORTD^G REQTriRKMJINTS 


The Warehouse Company shall maintain such books aod j-ecords for tlwre years aAer all (be 
Goods have been Relsflsed, and slialt produce, at DBCT’s request iu svritjug, such sfatemeuts 
as n«ees.?ary to properly account for alt the Goods so released. 

8, GOVERNING LAW AND .niKISDICTION 

8.1 Tills Agreement ctod any non contractual obligations arising out of or in conceclion 'it'llh it 
shall be governed by aod construed in accordance with New York law. 

8.2 Both Parties submh to the nou-exclii&ive Jurisdiction of tbc courts of ifas State uf New York 
and Texas for any action suit, claim ca- proceeding arising under or relating to this Agreement, 
and expressly waives ouy ot^ectioc it may have to such jurisdiction or the coaveoience of 
such forum. Racli party waives, to (Ite fullest extent pertniiicd by applicable luw, any right it 
may have to a trial by jury In respect of any suit, uoiioo or proceeding relating to this 
Agreement. 


7 


CONFIDENTIAL 


GSPS iCOMMODS00047440 



1018 


8.3 Ncrtliiag in this Agrocosctif, whethcj- «q>rcss or implied, is intended to or sliaU te construed so 
as to coiUer upon or give lo any person, c^er than the paities hereto and tlieir tc.?pcctivc 
pennitted successors and assigns, fln>' rights orrcmexiics under nr by reason ofihis Agieeinenr 

9. NOTICES 

9.J The contact details of each Parly for all comminicatlCn in connection with this AETeenitait 
are as set out below; 

(a) for Party A-. 


Addi'cs.sr 

Email: 

Attention; 

With a copy to: 
Address: 


Fa* number: 
liman ; 

Attention; 


Deutsche Bank AG, London Branch 
WinclKster House 
i Cireat Wint^csto’ Efreet 
I^ondon ECiN 5DB 
■*•44 (0) 207 S45 4370 

evati.r!c&ard5@db.ccui/^;^tcaise<tien^ut@lisr.db.ccm 
£vaa Richards/PIsysics! Settlsaiect 


i30j PsD)Ui!j Suite 23C8, Houston TX 77002 U.S.A. 
713-553-5180 

commoditiea.coutructs^^b.vorR 
Commodities Contracts 


9.2 


(b) for Party B: 

Address; 685t)Middlol>eit Road, Romulus, MI 48174 U.S.A- 


FaxJiumlrcr; 0057347213963 
Email; cwibbelmaH@mciix>flz^oiii 

Attention: Christopher WjbbJanan 


Any Party '.nay chaige its cunUcI details by giving five (5) Business Days’ uolicc to (he otfeer 
Perty', 


9.3 Aliy notice or other cotamunicatlou shall be deemed to have been given: 

(a) if delivered by hand on the date of deliwry'; or 

(b) if sent by post, on the second Business Day after it ^^'as put imo ibe post; 

(c) if sent by fai:, on the date of fransm:sr<ioa, if ft'snsraitted before 7.00 p,m. (locsd timo 
at the caunCiy of destination) on any Duriness Day, and in any other case on the 
Business Day following the date of transmission; or 

(d) if sent by eoiai! or any other electronic ccminiinicatioD, when received in legible 
fonn. 

9.4 A communication givejj under paragrapli 10.3 above hut rcccivetl on a day that is not a 
Business Day or after hours on a Business Day iu (itc place of receipt will only hs deemed to 
bti giveo on the ncitt Business Day in that place. 
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10. E\^NTS OF DEFAULT 

Eech of the events or oircurnsianccs sw out in this Clause 10 is an Event of Defauit, For 
pui|jose5 uf Uiis CiHuse iO. u cdTerciHs: to ilus A^txmeut slmii juiuiiJc a rtrfcrenee to every 
Confinnation issued UJidcr Shis Ai^ecmeat. 

10J Breach of obJfgfifions 

Counterparty does not comply with any term of fliisAgrc«neut, uniess thonoa-compJiance: 

(a) is capable of remedy; aad 

(b) is isiucdicd whiun three (3) ousliiess Days of DBET giving uoiicc of the bjcacu lo 
Counterparty. 


1-0.2 Misrcpresetitatlon 

A repi-escQtation or warranty made by Counterparty in this Agrecinenl is iaconcct or 
misleading in any material respect when madot unless the clrcunjstsnces giving rise to the 
niisrcprwentatjon or breach of warranty: 

(a) are capable of remedy; and 

(b) is remedied within three (3) Business of DBET givir^g notice of the breach to 
Counlerpjirty. 

10.3 LME Approval 

The Warehouse Company cceses to he an LME approved warehouse company and/or ceases 
(Q be listed oo the LME’s weteitBas one oflhe approved companies. 

J0.4 lusolveucy 

Any of the fb Hawing ocenrs in respect of Countcapariy: 

<a) it is, or is deemed for the purposes of any applicable Jaw to be, tsnablc to pay its dcsbts 
as They ftU due or insolvent 

(b) it admits its iitr^ility to pny its debts as they fall due; 

(c) it suspeuds making payiuents on any of its debts or announces an inteutlcu to do so: 

(d) by reason of acmtil or snticjj^iM fiusDcial diflieulties. if begins negotiations with any 
creditor for the resc-hcduliug or restructuring of any of its indebtedness; 

(e) (he value of its a.sscts is Jess ihau i(s liabilities (laklug into account coatingent and 
prospective liabilities); or 

(i) a raoratoduni is declared is respect of any of its iudebiedoess. 

If a acratorium occurs la respect of Counterparty, tbs ending of Ihs moratorium will not 
retnedy isiy Event of Defauit caused by the nioratoi-ium. 
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J 5.5 iasoh'eHcy |)tx>ceeduigs 

(a) Except as pJ' 0 ^'iue^^ beJow, any of ihe foJJmving occurs in respect of Cou ateqxircy: 

or siniiisr RiTaj^on'cril with HTiy ofiis creditor; 

(ii) a nieetiug of its shnrcliOidcrs, directors or other officers is coiwojted for the 
purpose of cousjderJng any resolutloa for, to petition for or to flic documects 
with a court or any registrar fw, its winding-up, adminiscratatHi or dissolution 
or tuty such resolution is presed; 

(iti) any j>ersou prcseuls a petition, or Gres uouotiients with a court or any 
registrar, ibr its wisuiug-up, scSminisu-atlon, dissohiiion or reorgauisatioii (by 
way of TOluistary arrangement, scheme of crrangcuicnt or otherwise); 

(iv) art order for its windiiK-up, adinuustration or dissoitittoii is made; 

(v) any Jiquidalor, trustee in Irankruptcy, jiidldal custodian, conipulsorj' 
rnanager, receiver, administrative receiver, tubniitishatcH' or sunilar officer is 
appointed in respect of it or any of its assets; 

(vi) its ahareboiders, durcOiofs or ctckt officers request the appointment of. Of give 
notice of tlielr intejidoa to appoiict, a hcjuidatoj, liusiee iti bunkiuplcy, 
Jadiciaf oistodtan, c<sap?tls!>iy manager, receiver, adnanistrative ivceivei', 
adntmislraloi or sinuior office'; or 

{vli) any oHicr analogous step or procedure is taken in any jnrisdrcjlcin. 

(b) Paragraph (a) does not apply to a pelitiou for windiug-up presented by a creditor 
which is being contested in good taith and ndtlt due diligence and is discharged or 
struck out witbjji 30 calendar days. 

1C.6 Chaxigo ofConrrof 

fa) Counterparty’s llnlding Company ns at fJie date of this Agrecrnent ceases to hold, 
directly or iiKlir«dIy, at least the majority of the total share capital and/or the majen jt>' 
of die Voting rights aUiibulable to the share capiloi of Cou&terTnoty, unless DHKI' 
waives ius rights under Clause 1 1 .6 in writing pursoart to sitb-sectioii (b) below 

(b) Should a Change of Control happen, or should a Change of Control be In the process 
of hsijpening, Couaieipany wifi immediaidy Lnfonn ia writing. DBB'l' wilJ, 

within five (S) DiKincss Days from sticb a request, ufornt Ceunterptirly wliether or 
not it waives its rights uoder Clsuse 11.5. DBET will not unreasonHbly deijy the 
waiver, ohvoys provided that the Change of Control docs not effect the rsllitg and/or 
the financiM stand and/or ?!« aedit svofthincss of Coojsicrpatiy. 

10.7 Sffcetivcncss of Transaction Doeuiueot* 

(a) ft is or becomes unlawful for any party to psrfocin any of its obUgalions under tbc 
Transaction Documents. 

Cb) Any Troasootlou Document is not enedive io uc-cordattco with its temis or is alleged 
by cUiy party to it to be ineffective in accordance with its terms for aj iy reason. 
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(c) Counterpart}' repudiates a IVansHctton Documeut or evidences an intention to 
repudiate a 'r;aui;actk»i docnimeot 

11, TElUvaNATlON PUEISUANT TO AN SVENT OF DEFAULT 

(a) Wifbc'UE pi-ejudfce to any oilier remedy tbta aFartj'tnsy ha%'e under this Agreeroeat, 
at law, or othenvise, upon Hie occutrcucc of an Event of Default, DBET shall be 
iininediafely entitled to deagrute a date m wiling for tie early terniinatlon of any or 
all of the TYansactfons, bdng a dale «» sooner Ihun fie date of ihc notice (such date 
an K«riy Tcimiuntion Date), 

(b) On the Early Tettniiiafion Dale, each Transaction in respect of winch the Early 
TerrainatJon Date was desi^twl loewher with each Party's rights aitd obligations 
tiiereundcr will be lunomsiticaliy iemuoatsd, except tliat: 

(i) Clauses I, 2, 4, 5, 0,7.2 to 7.4, 8, 9, 10, 12, 13, 34, 55 and 37 shall suivive 
the terfoinBtlon find remain to lie in full effect and force sBer the E.nr3y 
TenniflattonDatc: and 

(Ji) any tenninatlon shall oof release a Party ftom finy liability which as of tie 
Karly Termination Etetc has alieady accruicd £o the other Party or widcfi 
thereafter accrue In respect of finy act or ojoisslou prior to such 
termination. 

*2 sy/jJVEIi OF tlMMUNlTY 

To the oitervt that CounferTwrt}* may «» any jitfisdiciioQ claim for itself or its assets imsnunlt)’ 
from suit, execution, attachment (wbelhor in aid of oKecirtion, before judgment or othenvise) 
or other legal process atid to the extent that in any such jurisdiction there may Iw artribnietl (o 
itself or its assets such immunity (vvlwdier or i»i clainwcfX it hereby inevocabiy a^tees not to 
ciaim and hereby irrevocably waives such uomunity to the foil cxicut pettnitted by tlic laws of 
such Juriadiciion. 

13. LANGUAGT-: 

The language of this Agreemeot acd the iranssctions envisaged by it is Cngllsb and all notices 
to bs given in c<»nnec!ion with this Agreement nuist be in English. AU deinimds, requests, 
statements, ccrfificatoa or other documents or veiannmiMilous to be provided ir. connection 
with this Agreement and the transactions envisaged by it must bo in Hngli.sh or Rccoa'pfujJcd 
by a certifred English transiftHoa; in this caso the English (ran.sIsHoii prevails un)es.s the 
dOCTitnenf or communicatron Isa stntirtory or other ofnciul document or comniunicatloK, 

14. SEVEHAUtLllY 

If a term of this Agrccraent is or become.?; Mlcgul. iuvallJ or uDcnforceLible bi any respcci 
undw- any jiifisdiutioa, ihat will not r.ffcet: 

(a) the legality, %'a1id:ty or cnforceabiiity in that juiisUtctloii of any other term of fWs 
Agreeiucnt; or 

(b> the legailty, validity oc enfo.''cesbility in other jurisdiotiors of that or any other term 
of this Agteemenf. 
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15. 'TKHMliNA'riOlN 

15.1 Subject to Cisifss 12, aod vvltliOui jaejudice to Ciause i6.2j DBET may termiriate this 
j^Lgreenicnl by giving &;!y&nccV[-nacc notice of at haist 50 caicadar viaj'S to Coiiutcrpart)'. 

L5.2 Without prejudice to any other rights or remedies that DBET may have under ibl’: Agreement, 
at Jaw or otbenvise, DBET ghall be entitled to tenainatc lids AgreemetU with immediate 
elfed, upon written notice, in case of breach by Counlerpaity of any of its obiigatiotis under 
iliis AgreBiueni. 

15.3 Following a termination notice undftr this Clause each Warrant Finance Tiansaction, together 
with each Party's rigtjts and obiigalions thetrmnder will bo automatically terminated, except 
that: 

(a) Clauses 1, 2. 4. 5, 6, IJ. to 7.4, S. ?. 10, 12, 13, J4. J5 and 17 shall Bur.ivc t.he 
tcrusination R?jd remain to be in fall effect and force- after the termination date to fhs 
extent that it is necessary to dose otd any existing Watrant Finance Tiansaction: and 

(b) any tennuialion shall no! release Countetpatty from any liability which as of the 
termination date has already accrued to DBET or wltich thcicafter may accnie in 
respect of any act or omission prior to suefa lemiinatioc. 

1 6. WHOLE AGREEMENT 

Tills Agreement and the Warrant Finance CoaQnnatiaas cofitstn. the whole ugrewacnt 
bsnvccn the parties. Excep* required by statute, no terms shall be iiuj^ied or incoiporated 
(whether by cu^oau, usage or olfcenxise) Inlo this Agreeincol. 


[REM.4INDER OP PAGE INTENTIONALLY LEFTBL.AMC} 
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AS Wl'l’NESb; this Agreement has been signed by tiie Parties (or their d’.viy autljorlsed 
re^jreseL'latives) on (iiedate staled at the begiiming of this Agreement. 


Signatcirie.s 
Signed by 

DB ENERGY TRABIKG IXC 


By^ 



By: 

Its: Brandon Diket 


yics President 


Signed by 

IVTETRO INTERNATIONAL 
TR-ADE SERVICES LLC 


By; 

lUi 


13 


CONFIDENTIAL 


GSPSICOMMODS00047446 



1024 


Annex 1 

DETAILS OF WARRANTS OWNED BY DBET AS OF TIIE EFFECTIVE DATE 
[fir he i/iserieifl 
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FW; Detroit All - off warrant storage deal *NEW DEAL # DET-1 500. 


Frwn: 

Gabrielta Vagnini <gvagninr@metroftz.com> 

To: 

"Barry Feldman {bfe!dman@redkitemgmt.com)" <bfeldman@redkitemgnit.com> 
Cc 

Michael Whelan <mwhe!an@metroftz.com> 

Date: 

Mon, 05 Nov 2012 20:16:44 +0000 


Dear Barry, 

1 hope this email finds you v/e!l. 

Please note, Metro's issued deal number (for the agreement indicated below) is- DET-1500. Apply this number to all 
documents pertaining to this confirmation. 

Thank you for your continued support. 

Deal#- DET-1500 
Customer- Red Kite 
Location-DETROIT 
Meta! Type- Aluminum 
Brand- n/a 

Quantity*- 150,000mt 
Warranting Date(s}; 

1. Metal is to be placed on warrant December 18, 2013 prompt date. 

a. Early warranting date needs to be requested to Metro and agreed upon in writing. 

b. Meta! warranted after Dec'13 prompt date is based on queue availability (indicated by Metro's 
Operation team). 

c. Cost for placing on warrant is for Metro's account. 

Rent, Off-Warrant Rent & EOT Indications**: 

1. Red Kite Pays LME rent & FOT upon cancelation. 

2. Red Kite pays full published LME rent from cancelation date, while in the queue and off warrant once the 
material ships out through December 2013. 

a. Note LME rent rates change April 1st yearly. The monthly billing will adjust to reflect accordingly. 

b. Note that shipping should not extend through the December 2013 month end date, unless indicated by 
Metro when shipping instructions are set in place. 

3. If the material is not placed onto warrant by the DEC 2013 prompt date, full LME rent and FOT would apply 
while the material remains off warrant. 

Freight Allowance Amount: 

1. S36/mt paid within 2 weeks of cancellation date. 

2. 5l60/mt paid to Red Kite after metal is placed on warrant Dec 18, 2013. 

a. Also paying to Red Kite (after warranting on the Dec prompt date) is the difference in the rent rate cost 
from April l*^ 2013 through December 18, 2013. 

i. The difference would be from the current published LME of $0.45/mt and the new LME rent 
rate as of April 1, 2013. 

Shipping Terms: 

1. Metro will truck the material to an off warrant Metro storage facility in Detroit. 
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2. Metro to incur shipping costs. 

Additional Terms That Apply: 

1. Red Kite cancels 150,000mt of aluminum in Detroit immediately. 

2. Red Kite fulfills the requirements to get into the queue with shipping instructions for maximum appointments 
asap. 

3. if RK ships the material out of Metro's warehouse, or sells in warehouse without the material being warrant by 
DEC 2013, full LME EOT plus an additional $30 would be payable to Metro. 

Shipping & Receiving contact- Tanya Rich trich@metroftz.com ^734) 721-3334 Ext.236 

All invoicing email only to- Gabriella Vagnini (group email) acctg@metroftz.com (734) 721-3334 Ext. 233 

AH invoicing address to (but not mail)****: 

Metro international Trade Services, LLC 
6850 Middlebelt Rd. 

Romulus, Ml 48174 
(*LME warrantable metal) 

(**lf there are no terms indicated for dates not specified above, then that current date of that months published LME 
rate is to apply.) 

{***Off-Warrant rates commence from date metal received in warehouse and expires once placed on warrant.) 

(*'**!n order for Metro to process payment request from Red Kite, the above address is required on the invoice, as well 
as the deal number and the warrants billing against (if applicable). 


On 11/4/12 7:09 AM, "Barry Feldman" <bf eldn'ian@ redkitemgmt.com > wrote: 

>Michaei, 

> 

>Sorry for delay in sending this, finally got our electric back 
>yesterdav afternoon, Yippie! 

> 

>We are in agreement with this. 1 think our ultimate goal was 200,000 
>mt, which you suggested. RK will endeavor to reach 150 to 200k, 

>however, this will be done in smaller tranches as the spreads and 

>market allow. Steve Upot is working on this and we will keep you informed of our progress. 
> 

>Regards, 

> 

>Barry 

> 

> — Original Message — 

>From: Michael Whelan rm ailtoimwhe i an^ r netrof tz.c orr -l 

>Sent: Thursday, November 01, 2012 3:42 PM 

>To: Barry Feldman; Steve Upot 

>Subject: Detroit Alt - off warrant storage deal 

> 

>Barry/5teve - 
> 

>lt was nice to chat with you both this morning. Thanks for approaching 
>me with an opportunity to store approximately 150,000 mt of aluminum 
>which you are holding LME warrants for currently. 

> 

>As discussed, here is what Metro could provide: 


> * RK cancels 150,000 mt of aluminum in Detroit immediately; 
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> * RK pays LME rent and FOT Upon cancelation and fulfills the 
>requirement to get into the queue with shipping instructions for 
>maximum appointments; 

> * RK pays full LME rent from cancelation date, while in theqeueu, 

>and off warrant once the material ships out, through DEC 2013; 

> * Metro would pay RK an initial freight allowance of $36 {LME FOT) 
>within 2 weeks of cancelation; 

> * Metro would truck the material to an off warrantstorage facility 
>in Detroit, costs for Metro'a account; 

> * Metro would provide RK with $160 per mt (plus whatever the 
>difference is in additional LME rent from April 1 2013 if there is a 
>rent increase from $.45) if there is a mutual agreement to place the 
>materia! onto warrant by the DEC 2013 prompt date, costs for placing 
>onto warrant for Metro's account; 

> * If the material is not placed onto warrant by the DEC 2013 prompt 
>date, full LME rent and FOT would apply while the material remains off 
>warrant: 

> • if RKships the material out, or sells in warehouse withoutthe 
>material being warrant by DEC 2013, full LME FOT plus an additional $30 
>wouid be payable to Metro; 

> 

>Ple3se let me know if you have any additional questions or concerns. 
>Once you respond with your agreement to the terms, I will have a Metro 
>deai number issued and sent to you for reference for this deal moving 
>forward. 

> 

>Thank5 and regards, 

> 

>Mtchael 
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Re: New Deal - Glencore Detroit 


Fiwn; 

Michael Whelan <mwheian@metroftz.com> 

To: 

rnatthew.!ucke@giencore.com, Gabriella VagninI <gvagnini@me tr aRz.ca3m>, sylvia.matone@gtencore-us.com 
D^: 

Fri, 05 Apr 2013 03:25:02 +0100 


Matt - Rob and I are working on the rent in Battimore. I will make sure it is user friendly. 


From: '' M5tthew.Lucke@gjencore-r:prn ‘‘ < Matthew.Lucl(elS)glencQre.com> 

Date: Thursday, April 4. 2013 9:21 PM 

To: Gabrieila Vagnini <gvagnini@metrDft;.CQm >, " Svlvia.Malone@gtencore-us.com " < Svivia.M3lone(gg!encorg-us.com > 
Cc: Michael Whelan < mvvhg.iart@metrofa.com> 

Subject: Re: New Deal - Glencore Detroit 

Thanks Gabriella 

Can you confirm that rent rate is 7 cents/day in Baitimwe and that we have until the end of the year to move the metal out? 

Matt 


From: Gabrieila Vagnini fevasnlnigiimetrofa.coml 
Sent: 04/04/2013 06:25 PM GMT 
To: Matthew Lucks; Sylvia Malone 
Cc: Michael Whelan <mwhe!ap-®metroftz.ccm > 
Subject: FW: New Deal - Glencore Detroit 


Dear Matt, 

Please note to apply Metro's deal/reference # DET*I524S to at! documents pertaining to the below agreement. 

Deal #:DET-1S24S 
Date Accepted: 2 April 2013 
Customer: Glencore 
Location: DETROIT 
MetaiType: Aluminum 
Brand: n/a 
Quantity*: 41,000mt 

ETA; May/June 2013 from Metro warehouse to another Metro warehouse. 

WarrantingDatejs): any material not available for warranting by June 19 2013 will be placed onto warranting by July 17 
2013. 

Rent Free Days**; From the shipment date through the warranting dates in June/Juty 2013. 

Rent amount after free period*** ; 

Freight Allowance Amount: 

Metro provides Glencore: 21,000 mt of units FOT Baltimore (no Alcan sows or any Ingots) on June 19 2013 plus 
$15 per mt- pending approval from the bank who owns the material. 

Metro provides Glencore: 20,000 mt of units FOT Mobile on June 19 2013 plus $20 per mt- pending approval 


Permanent Subcommittee on investigations 


EXHIBIT #26 


GSPS1COMI\/10DS00046687 


Confidential 





1030 


from the bank who owns the materiaf. 

Shipping Terms {Incoterms}: Trucking for Metro's account. 

Additional Terms That Apply: 

Qlencore provides FOT Detroit. 

Any metal not placed onto LME w'arrant bythe June/July 2013 warranting dates will be subject to full LME rent 
and FOT, 

as well as be subject to Metro's Detroit queue while it remains off warrant, until the material is placed onto 
LME warrant. 

Shipping & Receiving contact- Tanya Rich trichg&metroftz.com (734) 721-3334 Ext. 236 

All invoicing email only to- Gabriella Vagnini {group email) acctB^metroftz.cQm (734) 721-3334 Ext. 233 

All invoicing address to (but not mail)****; 

Metro international Trade Services, LLC 
6850 Middlebelt Rd. 

Romulus, Ml 48174 
‘LM£ warrantable metal 

‘*Rent Free Days commencing from datemstal isreceh/edln warehouse and expires as per the specified warranting date indicated above. Should 
the metal not be 

placed on warrant, then full prevailing LMF rent rate will opfdy (to commence from date rece/ved). 

‘'’"’If there is no amour)Z Indicated, then full published LME rate willopply. Any excess metal (NON-LME}will be subject to ratsscommencing from 
received date 

thru release date (SQ.lS/mt/day Rent & S7.5Q/mt inbound handling, $7.5C/mt outbound handling}. 

“■***The address listed above, dong with the deal number and list of warrants, are required an the invdce in order ra process a payment. 


From: Michael Whelan 

Sent: Tuesday, April 02, 2013 10:20 PM 

To: Gabriella Vagnini 

Cc: Chris Wibbelman; David GrupenhofF; David Warren; Doris Bravo; Leo Prichard; Tanya Rich; Brigid Callaghan; Maria 
Scott; Mark Askew; Curt Felch 
Subjec±: New Deal - Giencore Detroit 

HiGab- 

Please issue a new, confirmed deal number for Giencore in Detroit. The first 50,000 mtis already covered under DET- 
1524. This new deal number is for the 41,000 mt we are swapping units in Baltimore and Mobile for Detroit. 

We have had some discussion over the past few days on the structure so there should not be any surprises, but for good 
order, here are the terms: 

• Giencore provides FOT Detroit: 50,000 mt of units scheduled to ship outbound from Metro Detroit in May/June 2013 
and ships (trucking for Metro's account] to another Metro Detroit facility and remains off warrant until June IS 2013 
at which time the materia] will be placed back onto LME warrant as per the terms of DET-1524 ($198 permt). 

» Giencore provides FOT Detroit; 41,000 mt of units scheduled to ship outbound from Metro Detroit in May/June 2013 
and ships (trucking for Metro's account) to another Metro Detroit facility and remains off warrant untilJune 18 2013 
at which time the material wiii be placed back onto LME warrant- any material not available for warranting byJune 19 
2013 will be placed onto warranting by July 17 2013. 

• Metro provides off warrant storage for all of the material above from the shipment date through the warranting dates 
in June/Juiy 2013 free of charge. Any metai not placed onto LME warrant by the June/July warranting dates will be 
subject to full LME rent and FOT, as well as be subject to Metro's Detroit queue while it remains off warrant, until the 
material is placed onto LM £ warrant. 

• Metro provides Giencore: 21,000 mt of units FOT Baltimore (no Alcan sows or any ingots) on June 19 2013 plus $15 
per mt - pending approval from the bank who owns the material. 

• Metro provides Giencore: 20,000 mt of units FOT Mobile on June 19 2013 plus $20 per mt - pending approval from the 
bank who owns the material. 

Dave Warren - please remember that we need to hold back 21,000 mt of units in Baltimore that is not Alcan sows or any 
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ingots since Giencore cannot take that material. Once you have had a chance to look at the list of materia! you are going to 
hold back maybe you could share that with me and I will send Glencore the list so they know what they are getting. 

Doris/Tanya - all 91,000 mtfor Glencore scheduled to ship outbound in May/June will do so as scheduled but will go to other 
Metro locations in Detroit {we of course decide) and remain off warrant until June/July 2013 at which point the material will 
be rewarranted. We will need to provide Glencore with the locations so they can issue shipping instructions as such. Metro 
will provide the trucking and the cost if for our account. Please work with SytviB at Glencore on getting whatever you need. 

Gab/Doris -all material availabieforwarrantingin June will go oh for that date; the balance will go on for July. Glencore will 
issue warranting instructions as such. Obviously we want to push to have as much available for June as possible. 

Gab - the first 50,00D mt is to be warranted at $193 per mt as per DtT-lS24. The last 41, ODD mt can go under this new deal 
number. Glencore will invoice Metro in June when the tnaterial Is conveyed to them. 

Thanks ail. Please let me know if there are any questionsor comments. 

i appreciate everyone's hard work on this. 

Michael 


This message and any files transmitted with it are intended for the addressee only and may contain information that is confidential, 
privileged or otherwise protected from disclosure. The intended redpient may use the infomiation contained herein for the sole 
and limited purpose of effecting the transaction referenced above. Any urwuthorized use or disclosure by any recipient is strictly 
prohibited and may be uniavi'ful. If you are not the intended recipient, you should not read, print, copy, distribute, disclose or 
otherwise use this message for any purposes. Any unintended recipient should immediately inform us and electronically and 
permanently delete the message. Messages ar>d attachments are scanned for all viruses known. If this message contains password- 
protected attachments, the files have NOT been scanned for viruses by the mail domain. Always scan attachments before opening 
them. 

LEGAL DISCLAIMER. The contents of this electronic communication 
and any attached documents are strictly confidential and they may not 
be used or disclosed by someone who is not a named recipient. 

If you have received this electronic communication in error please notify 
the sender by replying to this electronic communication inserting the 
word "misdirected" as the subject and delete this communication from 
your system. 
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FW: New Deal # DET-1524 & DET-1525 


From; 

Gabrieila Vagnini <'‘first administrative grDup/cn=recipienfe/cn=gvagmni‘'> 

To: 

matthew.lucke@giencore.com, "Sylvia Maione (sylvta.maIone@glencore-us.com)" <sy'lvia.maione@glencore-us-com> 
Cc 

Michaei Whebn <rnwhelan@metroftz.com>, Tanya Rich <trch@metroftz.cori>, "Katie Kuhiman 
{Kkuhiman@metroflz-com)'' <kkuhlman@metrote.com>, Deris Bravo <dbravo@metroftz,com> 


Gabrieila Vagnini <gvagnini@metroftz.oom> 

Date: 

Mon, 25 Feb 2013 21:04:45 +0000 


Dear All, 

Please note, there has be a new agreement with Glencore to warrant metal. 

Once the warranting dates come near, we will advise the transfer of the off-warrant meta! (in the NON-LME deals or any 
others that may apply, we will advise accordingly) to be moved to deal numberfs) listed below. 

There will also be an adjustment to the NON-LME deal terms {S6/mt credit from Metro to issue when that meta! is 
transferred to warrant), 1 will place this information in a separate email to alleviate any confusion. 

(A) 

Deal/Reference #- DET-1524 
Customer- Glencore 
Location-DETROrr 
MetalType*- Aluminum 
Brand- n/a 
Quantity*- 50,DD0mt 

WarrantingDate-June 19, 2013 (prime date) 

Freight Allowance Amount- $198/mt 

All Invoicing email only to- Gabrieila Vagnini (group email) acct5@met.-oft2.com (734) 721-3334 Ext. 233 

All invoicing address to**- 

Metro International Trade Services, LLC 

5850 Middiebelt Rd, 

Romulus, Mi 48174 

*LM£ warrantable metal. The responsibility for provision of correct documeniotton/br LME warranting (certl^cates of analysis etcjresides with the 
customer (not Metro). 

“*The invoicing address listed above, along with the deal number and list of warrants, ore required (aiang with the basic billing infiirmotJon) on the 
Invoice In order to process a payment 

(B) 

Deal/Reference #- DFT-1525 
Customer- Glencore 
Location-DETROIT 
MetalType*- Aluminum 
Brand- n/a 

Quantity*- 25,000rnt - 75,000mt (at Glencore's option) 

WarrantingDate- November 20, 2013 (prime date) 
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Freight Aitowance Amount- $19S/mt 

All invoicing email only to- Gabn'eiia Vagnini (^oup email) acrtglg rpetfoft 2 .com (734) 721-3334 Ext. 233 

All invoicing address to”- 

Metro International Trade Services, LLC 

6850MiddlebeitRd. 

Romulus, M! 48174 

*LME warrantable metal. The responsibility far provision of correct documentation for LME warranting (certificates of analysis etcjresides with the 
customer (not Metro). 

‘"The invoicing address listed above, along with the deal numberand Bst of warrants, are required (along with the basic billing information) on the 
invoice in order to process a paymer\t 
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RE: Alcan 


Fran: 

Mari< Askew <7o=metro internationai trade services/ou=first administrative group/cn=recipients/cn=maskew“> 
To: 

Chris Wibbelman <cwibbelman@metrDft 2 .com> 

[^te: 

Fri. 17 Dec 2010 15:29:54 +0000 


Hi, Chris 

We still need to go back to Alcan regarding their query {in long-term) if we could do biz direct without any trader (they 
don't like margin they're taking) and arrange payment against B/Ls direct to them via bank which likes their(exce!lent) 
credit-rating, t said we'd discuss(with you) and revert 

All best 

Mark a 

Original Message — 

From: Mark Askew 

Sent: Saturday, December 04, 2010 2:04 PM 
To: Chris Wibbelman 
Subject: Montreal 

Hi Chris 

i left a message for you to call me but guess 1 need to cover with e-mail instead. 

Alcan should have another 5 kt in Dec and then min 10 kt per month in 2011 which they plan to sell a quarter at a 
time. Supllementary amounts of 5 k should also be available occasionally. 

They asked if we could do biz direct without any trader (they don't like margin they're taking) and arrange payment 
against B/Ls direct to them via bank which likes iheir(excellent) credit-rating, i said we'd discuss and revert. 

They also asked about rumours they'd heard on 100 k cancellation in Sep that we were blocking others. I said there 
had been many rumours (incl Noble, Trafi, G'core etc) and it would not be appropriate for me to comment on such 
private matters as who is cancelling metais etc 

1 remain concerned, as I have expressed from start, regarding " Q management" etc (esp in light of conversation 
Michael said he had with Paco on same a few weeks back). 

Also, it was mentioned by a reliable source confidentially last night that Quebec govt is selling half its share- holding 
in Aiouette to Marubeni(who will hold about a sixth of total going forward. I believe). I sensed Marubeni were holding 
back on info when i saw them. Also, severe staffing implications at SGF/Albecourt likely.... 

Ail best 

Mark a 


Sent from my BlackBerry Wireless Handheld 


Permanent Subcommittee on Investigations 
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Re: Stemcor 12 kt to Detroit 


From: 

Mark Askew <maskew@metroftz.com> 

To: 

Michael Whelan <mwhelan@metroftz.cx)m> 

Cc 

Leo Prichard <iprichard@metroflz.com>, Chris Wibbelman <cwibbeiman@metroftz.com> 


Sat, 25 Feb 2012 19:47:47 +0000 


Thanks. Michael 

I referred to my reserv-ations regarding what was called "queue management" in previous times as an sside-l certainly 
did not expect it to become the primary topic.... 

AH best 


Mark A 


From: Michael Whelan 

Sent: Saturday, February 25, 2012 02:29 PM 

To: Mark Askew 

Cc: Leo Prichard; Chris Wibbelman 
Subject: Re; Stemcor 12 ktto Detroit 

Let’s be clear, we are not participating in queue management. We have done an off warrant storage deal with a customer who was 
going to remove metal and place in an off warrant warehouse. We were able to provide an off warrant storage option and make a 
commercial deal that doesn't in any way violate the rules of the LME. 

Sent from iPhone 

On Feb 25, 2012, at 11:56 AM, "Mark Askew" <in 2 ske%v@meiTofi 2 .coin> wrote: 

Hi Chris 

On rejection. until I spoke to Leo, I was, perhaps mistakenly, operating in the belief that CWT had recently 
taken metai for rewarranting from Metro (eg in Asia-Pacific). 

In the same way that i have expressed concerns regarding aspects of queue management, I am loath to 
.start a war with CWT (even rho’ I have questioned ethics of certain of their people on separate issues in 
past). 

Ho'wever, if instructed, ! would of course proceed. 

May [ await your guidance Monday before proceeding further on this with Stemcor? 


Sincere apologies and ail best 


Permanent Subcoininittee on Investigations 
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Mark A 


From: Leo Prichard 

Sent: Friday, February 24, 2012 12:24 PM 
To: Chris Wibbelman; Mark Askew 
Cc: Michael Whelan 
Subject: RE: Stemcor 12 kt to Detroit 

i dors’! believe we have had asiy recent releases of melai from ouf warehouses by CWT. Il would be a good 
deal for us, we should just be aware that this may cause retaliation. 

Leo S, Prichard 

Metro interciationai Trade Sesvices 
Office: 1-310-233-2800 Extension 19 
Facsimile; 1-310-233-2811 
Email; iDrici-iafd@metfote.com 


From: Chris Wibbelman 

Sent: Friday, February 24, 2012 9:04 AM 

To: Mark Askew 

Cc: Michael Whelan; Leo Prichard 
Subject: Re: a:emcor 12 ktto Detroit 

Not for me. We are helping Jaron who already contracted with cwt. Leo, Michael, any other thoughts? 


From: Mark Askew < maskcw@metroft 2 .com > 

Date: Fri, 24 Feb 2012 08:58:24 -0800 

To; Christopher Wibbelman <cwib beiman^m 6 t.-oft 2 . c om> 

Subject: Stemcor 12 kt to Detroit 

Hi, Chris 

Sorry to disturb with call earlier about conversation with Jean-Luc.. i also spoke to Michael (to keep in 
loop), Curt {for suggested consignment address- to be "blind" he likes Stemcor c/o Wayrie Steel) and 
Tanya (she will provide address specifics). When I next chatted to Leo he said he'd want to see certs or 

brand plus grade , if possible, before cancellation which t can request of Stemcor However, he was also 

concerned about moving steel out of CWT because apparently we are co-operating with them and J Aron 
on some metal ex Pacorini in Asia? Is that a deal-stopper? 

Thanks and all best 

Mark a 


From: Chris Wibbelman 

Sent: Tuesday, February 21, 2012 5:19 AM 

To; Mark Askew 

Subject: Re: Incentive to keep 25kt in Nola... 

1 hoped to speak with you about that before pulling the trigger, but I am likely ok with it, Would be great 
to have a blind shipment. 


From: Mark Askew 
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Sent: Tuesday, February 21, 2012 01:48 AM 
To: Chris Wibbelman 

Subject; Re: Incentive to keep 25kt in Nola... 

Hi Chris 

Only just out of Pencles do. 

By the way, any thoughts on meta! ex CWT-Cnicago to Detroit? 

Chears/best 

Mark A 


From: Mark Askew 

Sent: Monday, February 20, 2012 04:26 PM 
To; Chris Wibbeiman 

Subject: Re: Incentive to keep 25kt in Noia... 

Thanks, Chris 
Be weii 


Mark A 


From: Chris Wibbeiman 

Sent: Monday, February 20, 2012 04:14 PM 

To: Mark Askew 

Subject: Re; Incentive to keep 25kt in Noia... 
Siaep Mark, Wiii catch up later 


From; Mark Askew 

Sent: Monday, February 20, 2012 04:11 PM 
To: Chris Wibbeiman 

Subject: Re: Incentive to keep 25kt in Nola.., 


Hi, Chris 


Just srrived-want to meet at say 1.30 pm? 

Otherwise, hoping to put my head down for an hour or two before meetings start as i am pretty tired after 
being on go for .53 hours door-to-door.... 


Aii best, as ever 


Mark A 


From; Mark Askew 

Sent; Monday, February 20, 2012 12:53 PM 
To; Chris Wibbeiman 
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Subject: Re: Incentive to keep 251<t in Ncrfa... 


Are yo'-J going tn Penoles dinner tonight? 
atb 


Mark A 


From: Chris Wibbeiman 

Sent: Monday, February 20, 2012 12:49 PM 

To: Mark Askew 

Subject: Re: Incentive to keep 25kt in Nola.,. 


Tuesday morning. Stisi on my caii 


From: Mark Askew 

Sent: Monday, February 20, 2012 12:38 PM 
To: Chris Wibbeiman 

Subject: Re: Incentive to keep 25kt in Note... 


Hi Chris 

When do you leave? 
All best 


Mark A 


From: Mark Askew 

Sent: Monday, February 20, 2012 12:10 PM 
To: Chris Wibbeiman 

Subject: Re: Incentive to keep 25kt in Note... 

As mentioned when we spoke Sat, flight was delayed cos of mechanical difficulties, 
Therafter passenger had stroke so we diverted 


in !ine for security but piease call 
Thanks and best 


Mark A 


From: Mark Askew 

Sent: Monday, February 20, 2012 12:01 PM 
To: Chris Wibbeiman 

Subject; Re: Incentive to keep 25kt in Note... 
About 1-1,30 pm agw albeit severeiy jet-iagged... 


Mark A 


From: Chris Wibbeiman 

Sent: Monday, February 20, 2012 11:57 AM 
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To; Mark Askew 

Subject; Re: Incentive to keep 25kt in Nofa... 

ETA? 


From: Mark Askew 

Sent: Monday, February 20, 2012 11:57 AM 
To: Chris Wibbeiman 

Subject: Re: Incentive to keep 25kt in Nola... 


Sait Lake City... 


Mark A 


From: Chris Wibbeiman 

Sent: Monday, February 20, 2012 11:49 AM 

To: Mark Askew 

Subject: Re: Incentive to keep 25kt in Nola... 


Whare are you? 


From: Mark Askew 

Sent: Monday, February 20, 2012 10:45 AM 
To: Chris Wibbeiman 
Cc; Michael Whelan; Leo Prichard 
Subject: Fw: Incentive to keep 25kt in Nola... 

Hi Chris 

See below-not good news. 

However, I also spoke to him again and re-explained potential damage this could do to ua and LME 
contract He said he would recheck with physical desk 

He also asked, to my surprise, if we could potentially look at metal previously v,rarranted in CWT for 
Detroit ? What do you think? 


All best 


Mark A 


From; Shahnawaz Islam fmaillo:Bhahnawa.t.isiam^>stemcor.com l 
Sent: Monday, February 20, 2012 09:31 AM 
To; Mark Askew 

Cc: leanLuc Fiorenzoni < ie3njuc.fiorenzoni@stemcor.cQm > 
Subject; RE: Incentive to keep 25kt in Nola... 


Hi Mark, 


Unfortunately w-e have not been advised by our physical desk of an incentive required to keep billets 
under warrant in Nola. 
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They are now looking to cancel 50 warrants of the inventory based on wfiere physical and LfvIE prices are 
today. You will see our request shortly. 


Best regards, 
Shahnawaz 


From; Mark Askew [ 

Sent: 20 February 2012 14:26 
To; JeanLuc Fiorenzoni 
Cc; Shahnawaz Islam 

Subject: Re: Incentive to keep 25kt in Nola... 


HiJL 


Any thoughts/feedback on this? 


‘Hianks and best 


From: Mark Askew 

Sent: Friday, February 10, 2012 09:55 AM 

To: ’ie.anlyc.riQreiTzonii^tsmcor.conV < 1ean!iic.fiorenzon{@stemcor-com > 

Cc : ;sb.a.aaawt^^i,siaa].@sSe.mi;Qr,5QiT)‘ 

Subject: Re: Incentive to keep 25kt in Nola... 

ThanksJL(3nd Shanawaz)-tfYing hard- Just arrived at a place called Crystal Springs overlooking ‘‘Robbers 
Pass'' near old Pilgrim's Rest Gold Fields 

Enjoy week-end! 


Mark A 


From: JeanLuc Fiorenzoni [ 

Sent: Friday, February 10, 2012 09:28 AM 
To: Mark Askew 

Cc: Shahnawaz Islam < shahnawa2.t5{am@stemcoi -com >: JeanLuc Fiorenzoni 


Subject; RE: Incentive to keep 25kt in Nola... 

Hi Mark, 


I will not have a reply until next week. 

Enjoy South Africa 
JL 


From: Mark Askew fmaiito: maskew@metfoftz.coml 
Sent: 10 February 2012 12:10 
To: JeanLuc Fiorenzoni 
Cc; Shahnawaz Islam 
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Subject: Re: Incentive to keep 25kt in Nola... 


HiJl 


Just wondered if you had any more thoughts/ideas on this? 
Be weH 
Mark A 


From: JeanLuc Fiorenzoni ro^aiito:iean'uc.fiorenzonl©-slemcor.Q3ml 
Sent: Wednesday, February 08, 2012 10:29 AM 
To: Mark Askew 

Cc: Shahnawaz Islam < shahnawaz.yam(a>stemcxy.g>m > : JeanUic Rorenzoni 
Subject: Incentive to keep 25W in Nola... 

Whilst the warrants have already been cancelled, we are considering your suggestion with the view, if 
positive, to come back to you with a number... bear with us 
JL 

— STEMCOR CONFroENTlALITY AND DISCLAIMER NOTICE This e-mail is intended 
only for the addressees named in it. The contents should not be disclosed to any other person nor 
copies taken, Any views or opinions presented are solely those of the sender and do not necessarily 
represent those of Stemcor unless otherwise specifically stated. Stemcor does not accept legal 
responsibility for the contents of this message nor responsibility for any change made to it after it 
was sent by the original sender. You are advised to carry out a virus check before opening any 
attachment as Stemcor docs not accept liability for any damage sustained as a result of any 
software viruses. You should be aware that Stemcor reserves the right to read incoming and 
outgoing emails, 

STEMCOR CONFIDENTIALITY AND DISCLAIMER NOTICE This e-mail is intended 
only for the addressees named in it. The contents should not be disclosed to any other person nor 
copies taken. Any views or opinions presented are solely those of the sender and do not necessarily 
represent those of Stemcor unless otherwise specifically stated. Stemcor does not accept legal 
responsibility for the contents of this message nor responsibility for any change made to it after it 
was sent by the original sender. You are advised to carry out a virus check before opening any 
attachment as Stemcor does not accept liability for any damage sustained as a result of any 
software viruses, You should be aware that Stemcor reserves the right to read incoming and 
outgoing emails. *=== 

== STEMCOR CONFIDENTIALITY AND DISCLAIMER NOTICE This e-mail is intended 
only for the addressees named in it. The contents should not be disclosed to any other person nor 
copies taken, Any views or opinions presented are solely those of the sender and do not necessarily 
represent those of Stemcor unless otherwise specifically stated. Stemcor does not accept legal 
responsibility for the contents of this message nor responsibility for any change made to it after it 
was sent by the original sender. You are advised to carry out a virus check before opening any 
attachment as Stemcor does not accept liability for any damage sustained as a result of any 
software viruses. You should be aware that Stemcor reserves the right to read incoming and 
outgoing emails. === 
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Resignation 


From: 

Michael Whelan <mwheian@metroftz.com> 

To: 

Chris Wibbelman <cwibbe!man@metroftz.com> 
Bcc: 

Michael Wheian <whe!an12@me.com> 


Fri, 14 Jun 2013 00:58:53 +0100 


Dear Chris - 

Toilowing our discussion today, please allow this email to serve as formal notice that I am offidailv resigning from my position at 
Metro Internationa! effective immediatefy. 

i am willing to discuss an exit strategy with you that makes sense for Metro and is acceptable to me - ! remain available to discuss at 
your convenience. 

i have some questions and concerns regarding the Chinese Wall Policy that is in place which regulates the interaction between 
Metro international, its customers, and J Aron. This mornir^g’s confrontation was extremely questionable. 

I appreciate the relationship that you and I have built over the last 20 years. We built Metro. 1 wish you the best. 

Very truly yours, 

Michael 


Permanent Subcommittee on Investigations 
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PSI Submission, Goldman Sachs - 10.2.14 
Exhibit A 


Metro International Trade Services 
(2011 - 2013) 



Location 

HBiSSSSHi 

Amount ($) 

ibsseh 

Long Beach 


112,000 


New Orleans 


600,000 

6/23/2011 

Chicago 

Triland 

25,000 

6/23/2011 

Mobile 

Triland 

50,000 

6/23/2011 

Mobile 

Triland 

55,000 

11/21/2012 


Standard Bank 

67,802 


Trieste 

Glencore 



Trieste 

Standard Bank 



Trieste 

Standard Bank 

97,805 

mtaesignam 

Trieste 

Standard Bank 


WmiiMiIHl 

Trieste 




Detroit 



■mimiw 

Detroit 




Trieste 

Glencore 



Trieste 




Busan 



3/11/2013 

Trieste 

Standard Bank 


3/11/2013 

Trieste 

Standard Bank 


3/11/2013 

Trieste 

Standard Bank 

149,291 

3/11/2013 

Trieste 

Standard Bank 

21,711 

3/11/2013 

Trieste 

Standard Bank 

148,854 

12/H/2013 

Trieste 

Standard Bank 

74,309 
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PS! Submission, Goldman Sachs - 10-3.14 
Exhibit A 


Metro international Trade Services 
2014 


invoice Date 

Location 

Customer 

Amount ($) 

6/19/2014 

Mobile 

BNP Paribas 

1,301,488 

7/9/2014 

Volters Rotterdam 

Noble 

1,701,384 

7/17/2014 

Mobile 

BNP Paribas 

1,308,169 

8/1/2014 

Toledo 

Triland 

130,050 

8/21/2014 

Mobile 

BNP Paribas 

1,308,393 

8/22/2014 

Toledo 

Triiand 

66,300 

9/17/2014 

Mobile 

BNP Paribas 

1,308,354 


PSf-GoidmanSachs-27-000004 
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Sean M. Berkowitz 

Direct Dial: (31 2) 777-7016 


LATHAMe^WATKINS^Lp 


November 10, 2014 


Via Electronic Mail 


Tyler Gellasch, Senior Counsel 

U.S. Senate Permanent Subcominittee on Investigations 

340 Dirksen Senate Office Building 

Washington, DC, 20510 


330 North Wabash Avenue 
Suite 2800 

Chicago, lliinots 60611 

Tel: +1.312.876.7700 Fax: +1.312.993.9767 

wvw.lw.com 

FIRM / AFFILIATE OFFICES 


Abu Dhabi 

Milan 

Barcelona 

Moscow 

Beijing 

Munich 

Boston 

New Jerse/ 

Brussels 

New Yorir 

Chicago 

Orange County 

Doha 

Paris 

Dubai 

Riyadh 

Dussaidort 

Rome 

Frankfurt 

San Diego 

Hamburg 

San Francisco 

Hong Kong 

Shar>ghal 

Houston 

Silicon Valley 

London 

Singapore 

Los Angeles 

Tokyo 

Madrid 

Washington, D.C. 


Dear Mr. Gellasch: 

We are writing in response to your request for The London Metal Exchange (LME) 
voluntarily to provide answers to three questions. In the spirit of our ongoing cooperation, we 
provide the following responses. 

Question 1: Does the LME consider it a violation of its load out rule for an owner of 
multiple warehouses to “load out” metal from one warehouse only to load it back in to 
another warehouse owned by the same company in the same geographic region? 

Without addressing any specific actual conduct, we can answer this question on a 
hypothetical basis. In short, while the LME would view such behavior as a contravention of the 
“spirit” of the relevant requirements, it may be difficult to argue that it constituted a 
contravention of the “letter” of those requirements. We explain this answer further below, and 
we also note that the LME has recently released two separate consultations, which propose rule 
changes specifically designed to address the behavior which you describe. 

By way of background to our answer, clause 4.2 of the current version of the Warehouse 
Agreement states that a “Warehouse is required to expedite delivery from warehouses at the 
minimum rates published from time to time by the Exchange.” The minimum rates are published 
by the LME in its Policy on Approval of Warehouses. Neither the Warehouse Agreement nor 
the Policy on Approval of Warehouses currently define the term “delivery from warehouses” or 
“delivery out.” When the Warehouse Agreement and the Policy on Approval of Warehouses 
were originally drafted, conduct such as that which you describe was not anticipated. 
Accordingly, the draftsman did not consider it necessary to further define what was meant by 
“delivery from warehouses.” In the LME’s view the words should arguably be given their 
ordinary meaning, implying that the metal should leave the premises of the warehouse company. 

However, in the scenario you describe, the material would be placed on a truck or other 
form of transport and would leave the premises shed) of the warehouse company, albeit to 


Permanent Subcommittee on Investigations 
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November 10, 2014 
Page 2 

LATHAM&WATKINS^^^ 

return to another shed owned by the same warehouse company at a later date. The LME would 
not have visibility as to what happens to metal once it is cancelled and delivered out of the 
warehouse. While on warrant, it has an identifier number and is tracked within LMEsword. The 
LME also has visibility of cancelled stock, as warehouse companies are required to report 
cancelled stock to the LME. Once it is delivered out of the warehouse, however, the LME has 
no further visibility over that metal. The metal has arguably left the premises of the warehouse 
company, albeit to return to other premises owned by the same warehouse company at a later 
date. Therefore, while the LME would view such behavior as inconsistent with the “spirit” of 
the relevant requirements, it may not violate the “letter” of those requirements because the 
relevant terms may be susceptible to more than one interpretation. 

It is important to note that the LME has now released two separate consultations on (a) 
proposed amendments to the LME*s rules surrounding its physical network (including the Policy 
on Approval of Warehouses), and (b) to the Warehouse Agreement. The two consultation 
notices and accompanying documents are attached to this letter as Exhibit A (bates stamped 
LME„PSI0002280 - LME_PS 10002394) and Exhibit B (bates stamped LME_PSI0002395 - 
LME_PSI0002458). Among other things, these two consultations propose rule changes 
specifically designed to address the behavior which you describe, in particular: 

The term "Load-out” is now defined as “a delivery of metal out of the premises of an 
Authorised Warehouse which meets the requirements of this policy (including for the avoidance 
of doubt paragraph C9).” See section H of the Policy (Ex. A at Appendix B). 

"To qualify as a load-out: 

(a) The load-out must be accompanied by a bill of lading or other document 
issued by a carrier to the Warehouse, no matter the form of transportation, listing and 
acknowledging receipt of goods for transport; and 

(b) The recipient on the document at (a) above cannot be an entity which is an 
Authorised Warehouse or an off-Warrant warehouse located in the same Delivery Point 
where the metal is loaded out, if such Authorised Warehouse or off-Warrant warehouse is 
owned or operated by the Warehouse loading out the metal, or is a company in the 
Warehouse’s Group. 

Any movement of metal which is not accompanied by a bill of lading or 
equivalent meeting the requirements of paragraphs (a) and (b) above shall not be counted 
towards a Warehouse’s load out requirements.” 

See section C paragraph 9 of the Policy (Ex. A at Appendix B). 

The LME intends to check bills of lading and other transport receipts to ensure that they 
comply with these requirements on routine audits, once the proposed rules are in place. 

The LME views these changes as important to ensure that behavior such as that which 
you describe will be encompassed by the letter of the LME requirements going forward. The 
timeline and process for implementing the changes proposed by the consultation notices are set 
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LATHAM&WATKINS^^- 

out in the consultation notices themselves. Broadly, it is anticipated that the changes would be in 
place by June next year. See paragraph 16 of the Notice (Ex. A). 

Questions 2 & 3: Does the LM£ consider what Metro did with the deals identified 
in response to the LME investigation to be consistent with the LME's load out rule? We 
understand that the LME conducted or is conducting an investigation into certain Metro 
practices, but the LME has heretofore declined to confirm it to the Subconunittee. 
Nevertheless, can you please provide the Subcommittee with an update on the status of any 
such investigation, including whether the LME has taken, or intends to take, action against 
Metro. 


As we advised you previously, as an instrumentality of the government of the United 
Kingdom and a market regulator, the LME maintains strict confidentiality of ongoing 
investigations into approved warehouses and therefore we are unable to provide further 
information in response to questions 2 and 3. The LME’s confidentiality obligations stem from 
multiple sources. 


Redacted By 

Permanent Subcommittee on Investigations 
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rs Group 


To: Martin Abbott (LME) 

Charles Li (HKE) Oct. 29, 2012 

Gentlemen, 

On behalf of the AUG, I want to thank you for taking a few minutes on October 17th to discuss our 
continued concerns with the LME warehouse rules. As promised at our meeting, below is a recap of the 
key issues that the Aluminum User Group presented together with our response to Mr. Li's question. 

1. Major flaws have become evident in the current LME settlement system. 

The LME's terminal market model, which provided convergence between the derivative and physical 
aluminum markets through physical delivery, is broken, A warrant system is working when a buyer can 
access the product backing up the warrant. This, however, is not the case today under the LME's 
warehousing model. Whilst warehouses can accept deliveries at a seemingly infinite rate, the minimum 
rate set for load out has become the maximum rate the warehouses apply for load out of metal. The 
warehouses also apply the minimum rate as a combined maximum rate for all warehouses at a single 
warehouse location. These restrictions lead to long queues for load out of metal that adversely affect 
business efficiency and lead times. 

We recognize that other factors such as macroeconomic conditions beyond the LME's control affect the 
situation; however, these should not detract from the fact that the issue needs resolution in order to 
have a properly functioning exchange. 

The consequences of the LME's warehousing problem are painful for the consumer community. 
Aluminum buyers can no longer rely upon LME warehouses as a supply source. Warehouses offer 
incentives that lure metal away from the physical market and underpin the recent increase in premia. 
Load-out restrictions enable the warehouses to project the minimum period that they will be able to 
retain the metal, and thus the rent they will earn. As a result physical market premia are at least double 
their normal levels despite the fact that overall aluminum stocks have never been higher. We estimate 
that because of this dynamic between warehouses and producers, total metal costs have increased by 
approximately $36 annually on the 27 million tonnes of annual primary aluminum production outside 
China. These issues also affect scrap, compounding the cost. 

The LME leadership talked a lot during our meeting about financing deals. The AUG does not question 
the right of individuals, funds or companies to own metal, however, we strongly protest rules that 
prevent us from taking timely delivery of metal ourselves from LME warehouses and the inordinately 
long queues that hurt the supply chain. In our view, the long queues also undermine the LME's position 
as a Recognized Investment Exchange since the owners of metal may only get access to the warrant but 
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not the underlying asset. 

2. Mr. Li's questions. 

We identify below the issues Mr. Li outlined according to three criteria during our meeting. He made 
similar comments in public earlier in the week. We also summarize our views as to how he should look 
at this issue: 

a. "Are you really not able to get metal?" 

Yes, considering the long queues and Increasing delays in getting metal from LME 
warehouses. For example, Novelis sourced warrants from Detroit In September 2011 
and had to wait until late February 2012 for the metal to arrive at the plant. Delays like 
this have a direct adverse impact on aluminum user business planning, efficiency and 
cost. 

b. "Is 90% of the price wrong?" (referring to the LME price) 

The absolute LME price is not In the scope of this discussion. As discussed at the 
meeting, the LME price is a hedgeable commodity and ail consumers have policies and 
methodologies in place to manage this. 

c. "Is 10% of the price wrong?" (referring to global premia) 

As a result of the warehouse incentives, global premia are at least twice their normal 
levels despite historically high stocks. These incentives provide an additional "customer” 
for the metal, who does not pay based on conventional market sources of supply and 
demand for metal but instead, pays based on the length of time they expect that metal 
to earn rent for the warehouse. 

3. Our proposals. 

The AUG presented the following ideas in our letter of October 3, 2012. These were broadly discussed 
along with other potential remedies during the meeting. 

a. Adjust daily minimum load out rates to match LME warehouse load-out demand "without 
limits” to mirror the LME warehouses' ability to receive metal "without limits". 

b. Apply load out requirements to individual warehouses, not simply warehouse locations, 

c. Require warehouses to have the proper equipment in order to meet load out requirements. 
Preclude warehouses from receiving additional metal until they reach the proper standards. 

d. Eliminate or reduce rent charges If a warehouse cannot deliver material in a timely manner; for 
example, there should be some penalty If a warehouse cannot load out on a warrant within 60 
or 90 days of presentation. 

e. If possible, eliminate potential conflicts of interest by prohibiting LME members from ownership 
of, or relationships with LME-reglstered warehouses. 

While we focused on warehouse behaviour, we also encouraged the LME to look at other areas 
including possible amendments to the warrant system. 
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4. Timing. 

The AUG is concerned that the situation is continuing to worsen. Metal supply lines are becoming more 
tenuous and premiums continue to increase. Therefore we seek a speedy resolution to this issue. We 
expect a response within two weeks of this addressing our concerns and include serious steps to 
alleviate this issue. 

In the meantime, we have begun contacting relevant UK, US and EU regulatory and government bodies. 
In parallel, other significant metal consuming companies may join our group. 

Thank you for taking time to meet us on October 17th. We would appreciate your help to eliminate 
these issues quickly. 

Sincerely, 

Mary Jane Saunders 
AUG 


cc: FSA 
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Confidential & For Internal Use Only 



Presentation to Firmwide Client and Business Standards 
Committee 

Metro International Trade Services 

August 03, 2011 


In acoordanca with LME rules and Goldman Sachs’ Conflict Management Procedures Between Metro and Other GS 
Businesses and Personnel, the information in this presentation is confidential and shall not be shared with anyone 
outside of this committee without prior approval from Legal and Compliance 
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Metro Business Snapshot 


Confidential & For Internal Use Only 


"Leading LME Warehouse Operator'* 


Operations in United States 


■ Metro is a global warehouse operator phrrtahly engaged in the storage of non- 
ferrous metals for customers of the London Metal Exchange (LME). 

■ Founded in 1991, the company is currently headquartered in Michigan, USA. 
and has 31 FTE and up to 500 contingent and IhW party employees. 

■ Since 2001. the company has grown from eight warehouses in three US cities 
to 108 warehouses in 21 cities. 

■ In February 2010, Goldman Sachs acquired 100% of Metro under the 
Wercharit Banking Exemption. 

■ As of end June 2011, Metro had inventories of about 2.5 m tons of metal in its 
warehouses. This represents a market share of 39% of global LME inventory. 


Evolution of Inventories (’0001) 



Chicago 



Operations in Europe 
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Confidential & For Internal Use Only 



LME Warehousing Players 


Key Warehouse Operators 

Commentary 


Company 






■ Tliere is a total of 30 registered LME 
warehouse operators, rrvDst of which are 
concentrated on a specific region or 
location 


Foonding Daki 
Ownaradip 


G«o^raph>c PreMnce 


Northftfn 

(J 

3 

3 

3 : 

• 

• 

O 

Soulhcrn 

3 

3 

3 
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3 

3 

O 

UK 

3 

• 

• 

3 

3 

3 

O 

USA 

• 

3 

3 

3 : 

3 

3 

3 


3 

3 

3 

3 ’ 

3 

3 
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■ Only a limited number of players are 
present in multiple locations and on a 
global scale 

■ Contrary to Metro the majority of global 
players have large-scale diversified 
operations outside of their LME business 

— Steinweg’s activities include port 
intrastructure investments and soft 
commodity storage 

— Henry Bath and PacorinI both operate 
logistic businesses 

■ LME warehouse sector has seen a wave 
of acquisitions by metal traders and/or 
investment banks over lha last IB months 

■ In addition a number of new entrants such > 
as Barclays / Metalloyd have announced 
intentions to build a warehousing business 


'R»pr«t«nis int numitr ol K»<9neu$»f apprvna iv of noMttrous mtua f*r m* IMS utm n/iriptr fK/uoat aiTangtmtnit w^iAnpenyopararors. 
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Metro Warehouse Operations 
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Metro Business Model 


Metro's Customer Franchise 



Assooatad RavenuAS / ICaant 

aighi Incentrvea 

♦ LME Rent 
- Rent oisesuni 

* Exit Charge 

• Oubound Costs 


Phase 1: 

■ Metro often pays “Freight Incentives’ to capture inbound flows. 
This is a standard competitive practice. 

■ Unlike competition Metro does not own or operate a logtstics 
network, 

Phase 2: 

■ Metro manages the storage of metal according to spedlic rules 
and regulations. 

■ Daily “LME Rent' charges become payable. In some instances 
Metro offers a ‘Rent Discount’ to the published rack rates. 

Phase 3: 

■ Metro prepares metal for outbound shipment, but is generally 
not Involved In outbound logistics. 

■ Prior to metal leaving the warehouse, the LME ‘Exit Charge* 
becomes payable. 


Tap Tar 

« InhounJ |m») Type 

1 UttoC'Shl TrUar 


S rs Cotnu'oanids Traoar 


iArsntO 

jrUo^n/Stmprt 





■ Warehousing is vital to the operations and functionality of tha 
LME as metal Is traded in form of a ‘Bearer Documents' or 
■Warrants’. 

■ Each Warrant lodged in the system represents designated 
parcels of metal stored within an approved LME warehousa. 

■ Warrants are frequently traded and Metro becomes aware of the 
identity of warrants holder only at cancellation or in case of rent 
discount deals. 

■ Metro's key customers are (i) Producers that place metal into the 
LME and (li) Traders, Brokers, and Financial Institutions that 
place metal into the LME, hold trading positions or cancel 
warrants. 

■ As a general rule, very few metal consumers lake metal directly 
from the LME as the exchange Itself represents a market of last 
resort 
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Background On Detroit Inventories 


Evolutior* of LME Alumirriuiri Stocks - Global v& Defrolt 


I 


E 

I 

3 



Commentary 


■ As a result of the economic downturn 
LME aiumihiurn inventories have 
increased from around 900kt at the 
beginning of 2008 to over 4,500lcl in 2011. 

■ Warehouse operators rnvested 
considerably to extend storage capacity to 
accommodate the inflow. 

■ Metro tor instance increased capacity by 
over 1 ,200kl in Detroit between 2008 and 
2010. 

■ Detroit represents the cheapest delivery 
point tor Canadian alymmium producers. 

■ As a result it has become the single 
largest storage location for alumnium and 
other metals (25% of LME aluminium 
stock and 19% of total LME stock). 

■ In opposite to other uS warehouse 
locations Detroit has been flowing out 
steadily over the past 12 monlhs. 

■ It can be assumed thst Bluminlum at other 
locations remains tied-up In financing 
deals, respectively cash & carry tradas. 

■ Detroit's high level of Inventories and long 
outbound queues were a Key driver 
behind the review of the LME load out 
rates. 

■ The number of cancelled warrants in 
Detroit currently amounts to 190kL 
leading to an oubound queue of around 
127 business days. 
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Metro Financial Summary 


_Fmanciaj^ummar^ 



rUSS. million) 


2009 i 

2010 

2011 Pra|. 

2012 Proi, 


Inventory 

Balance 

I Start 

1 End 

BSSkI i 

2,169kl i 

2.1 69M 

2.4 13M 

2,4131(1 

2.333kl 

2,333lct 

2.023kl 


Rent 

Revenues 


$220tn 

029m 

$334m 

$314m 

1 1 

Rent 

Discounts 


$31rrt 

S64m 

$62fn 

$49m 

1 

FOT & Other 
Revenues 


$22m 

(26m 

S34m 

S21m 


Total 

Revenues 


$2l1m 

(290m 

(336ni 

Freight 

Incentives 


(71m 

$6$m 

(6Sm 

OPEX/ 

G&A 

— 

S72m 

S69m 

$75m 


$2B&m 

i40m 


S69m 


S32m(a) S182m(a) ~$330m(ej 


f^HoTo -$100m(e) -$90m{e) 


investment Overview 


Acquisition Details 

■ GS through GCPi acquired Metro in 
Feb-2D1D for an eauity consideralicn of 
USS450m. 

Equity Dividends 

■ Sines acquisition Metro has paid two cash 
dividends - US$32m in Apr- 2010 and 
USSISOm in Apr.20l1, 

■ Cash dividends up to Apr 2011 imply an 
annualised return on investment of 36 

■ Next two dividends in Apr 2012 end Apr 
2013 are expected at or above the SISOm 
level each. 

■ 9y Apn'1'2013 the investment is expected 
to have returned more than the full 
invested capital and continue to pay out 
substantlel annuel dividends. 

Commodities' P&L 

■ By end 2011 the Investment isexpecled to 
have generated above $200m in 
commodities' P&L (as of June 2011 It had 
generated S167m|. 


'(a) actuals 
(e] expected 
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Metro Governance Structure 

Metro is owned under the Merchant Banking exemption (10 year holding period and no involvement in day-to-day management). Metro's 
board consists of 7 GS employees as well as Metro's CEO, and meets on a quarterly basis. The two sub-committees meet more frequently on 
an ad-hoc basis. 

Metro Board 

Division 

Role 

Greg Agran 

FICC / GCPI 

Board Director 

Victoria Altwood-Scott 

Compliance 

Board Director 

Ma>rwell Bulk 

OperaUons 

Board Director 

Jacques Gabillon 

FICC/GCP! 

Chairman of the Board 

Philip Holzer 

Securities /PIPG 

Board Director 

Robert Mandni 

FICC /GCPI 

Board Director 

Dermot McDonogh 

Rnance 

Board Director 

Chris Wlbbeiman 

CEO Metro 

Board Director 

Commercial Decision Board Sub-Committee 

Compliance Board Sub-Committee 

Greg Agran 

Victoria AtMrood-Scott 


Jacques Gabillon 
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II. Outbound Rule Overview & Discussion Points 
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Change Of Load Out Rates 
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Background 

■ Following a number of private complairns about long warehouse queues and load out rates in 2010 the LME commissioned an independent study 
of the warehousing system 

■ Focus of the study was the minimum outbound delivery rate for warehouse operators. The rate represents the minimum amount of metal any 
given warehouse operator must deliver on any given day (currently set at 1 .500 t/d) 

■ On July 14“^, 201 1 the LME board has accepted the proposal by the LME executives to implement a sliding scale from I.SOOL'd up to 3,000L/d 
according to the amount of metal held by a vrarehouse operator at any specific location. Changes are proposed to become effective in April 2012. 

■ LME has started an official consultation period for the policy amendments. Warehouse companies and their London agents are inviled to 
comment before September 30*, 2011 

Key Issues 

■ Ongoing media debate around adequate level of oulfiows with a few very vocal market participants and a number of misperceptions about key 
market factors (please see Annex A for an overview of the debate) 

■ A particular focus of the debate has been the aluminium inventory and Metro's Oe^it warehouse operations following criticism (mainly from 
certain particular traders) that long delays in accessng metal would impact consumers 

■ Practical issues with the implementation of a sliding scale that have nol been addressed by the LME in their current proposal 

■ Loss of gross profit over time through metal leaving warehouse al a faster rate is currently estiimated at around S40-60m under a conservative 
scenario 

I Metro is looking into additional operating costs and capex related to the change in load oul rates. However these appear to be marginal and could 
potentially be offset by higher revenues (through increase in rent tahfs) 

Response 

■ Metro Board together with Media Relations has actively engaged with media to educate journalists on the market and transmit Metro arguments 

■ Metro ie preparing a submission for Ihe LME consultation process addressing praclial issues with Ihe Implamantatlon of the new outbound regime 

■ In 2010, at the request of Metro's Board, GS Compliance supported by Internal Audit reviewed Metro's procedures with respect to outbound 
deirvehes 
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Other Discussion Points I/ll 
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Goldman Sachs’ Roles in the Base Metals Market 

■ Owner of Warehouse Operator (Metro) 

■ LME Trading Member (GSl) 

■ LME Shareholder 

■ LME Board Member 


Customer Complaint - Koch Industries 

■ Koch Industries has filed a complaint with the LME claiming that Metro's re-warranting charge on one specific occasion was top high 

■ Metro met with the LME executive team. Following the meeting Metro is in the process of setting the complaint in exchange for 
decreasing the charges retro-activety 


Customer Complaint - JP Morgan 

■ JP Morgan has filed a complaint that scheduling and outbound delivery of a large amount of cancelled metal in Asia were delayed and that 
Metro is not fulfilling the minimum outbound requirements. The LME is seeking additional information from JPM before investigating. 

■ At the request of Metro's Board GS Compliance supported by Internal Audit have investigated the Issue and It appears that Metro 
reasonably complied with scheduling and outbound protocols relating to the metal under dispute. 

■ The review also highlighted a few operational areas for further study that will be addressed in due course. In addition Metro’s Board will 
request GS Internal Audit to review Metio's compliance with outbound procedures globally In light of the Issue above and the forthcoming 
change In the outbound regime 
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Other Discussion Points ll/ll 
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Review of "Chinese Wall" Procedures by Third Party 

■ The LWE requires informalion barriers betwreen a warehouse company and a trading member, Goldman Sachs and Metro have developed 
policies and procedures to address Ihe conflict and ‘Chinese Wair requiiements. 

■ The LME now proposes a new requirement that warehouse companies under trader ownership engage s third parly to verify the 
effectiveness of the information barriers in place. 

■ Metro's Board is planning that in advance of the third party review GS interna! Audit would review the implementation of the procedures 
within GS 


Kew Health & Safety Regulations 

■ in order to ensure global safely standards for the LME and PWC staff visiflng warehouses 3$ well as warehouse staff in general, the LME 
has Introduced a Warehousing Operations l-iealth and Safety Policy 

■ Metro has always been cognizant of HSE standards and is following Ihe majority of standards under the new proposal already. The 
company Is in the process of reviewing its procedures and Metro’s Board is planning for GS Internal Audit to audit the implementation of 
the new policy. 
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Appendix A: Media Debate: Key Discussion Areas 
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Media Debate: Key Discussion Areas 


■ “Cancellations Driven by Traders": One of the big misperceptions in the debate has been created by the press stating that It is 
consumers, who are trying to withdraw aluminium from the warehouses. 

— With the aluminium market continuing to be in a large surplus and the LME constituting a market of last resort cancellations are 
unlikely based on genuine consumer demand. 

— Current cancellations (and also the media debate) are driven by traders seeking to extract metal for off-warrant cash & carry trades 


■ “Physical Premium Driven by Cash & Carry *: Another key criticism in the media debate has been the fact that long warehouse queues 
allegedly pushed up the physical premium in the US aluminium market. 

— Metro Detroit has been shipping out aluminium constantly at the required outbound rate since 2010 

— An analysis of aluminium inventories in the US shows that aside from Metro Detroit only very few locations are shipping out aluminium 
at all 

— We strongly believe that high physical premia in Europe (which does not have an equivalent situation to that occuring in Detroit} and 
the US are driven by market participants doing aluminium cash & cany transactions, both on-exchange and off-exchange. 

— In addition some market participants have an interest in maintaining elevated physical premia. This is not the case for warehouses. 


■ "Outbound Rate Is Physically Constrained" : Ullimately physical constraints limit the implemenlation of significently higher outbound 

rates 

— Considerable Investments were made to expand warehouse capacity during the economic crisis between 2006 and 2009. At the time 
market participants were worried about insufficient warehouse capacity. These investments were key to the functioning of the LME. 

— - Warehouses have either been bought or rented on long term basis with a view to meet LME requirement at time of approval. 

— Outbound deliveries are fundamentally different to inbound deltveries. Inbound metal can be stored at the next best location. Since 
every warrant represents a designated parcel, outbound dekvenes are much more complex. Metal has to be located and othsr metal 
displaced In order to prepare warrant for shipment 
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Terms and conditions applicable to all LME listed warehouse companies 
1 Conditions for and entitiements of listing 

1.1 Application 

To become a Warehouse, a warehouse company shall: 

1 . 1.1 execute the Agreement of which these terms and conditions form a part; 

1 . 1.2 duly complete the forms prescribed by the Exchange attached as Schedule A 
and B hereto and pay any initial listing fees prescribed by the Exchange; and 

1.1.3 comply with regulation 2.2 of the LMEsword Regulations. 

1.2 Capital 

1 . 2.1 Each Warehouse must be adequately capitalised at all times at leveis 
determined from time to time by the Exchange and notified to all Warehouses 
by way of periodical circulars. 

1 . 2.2 The Exchange shall assess whether a Warehouse's available capital is 

adequate by using the most recent audited accounts of the Warehouse and 
applying generally accepted accounting principles to determine the extent to 
which net assets exceed net liabilities. The Exchange shall, from time to time, 
publish the basis on which it determines capital adequacy for Warehouses. In 
assessing whether a Warehouse’s available capital is adequate, the Exchange 
shall, at its discretion, disregard what are, in its view, immaterial or temporary 
failures to meet the capital adequacy requirements. 

1.2.3 In the event that the Exchange is not satisfied with the financial status or the 
insurance arrangements of any Warehouse, it may require a performance bond 
issued by a bank or insurance company as it considers suitable for such sums 
and on such terms and conditions as it may determine. However, where the 
deficiencies in the financial status or the insurance arrangements of any 
Warehouse are, In the view of the Exchange, not likely materially to prejudice 
the Warehouse's ability to perform its obligations as an LME listed warehouse 
company and are capable of remedy, the Exchange may allow 7 Business 
Days for the Warehouse to rectify its financial status and/or insurance 
arrangements before requiring such a performance bond. 

1.3 London Agent 

1.3.1 Each Warehouse must appoint and maintain at all times an agent in or, in the 
opinion of the Exchange, sufficiently proximate to the City of London (a 
“London Agent”) to act on its behalf, to carry out certain of its obligations under 
this Agreement and the LMEsword Regulations, and, if the Warehouse is not 
Incorporated in England and Wales, also to act as its agent for service of 
process. 

1.3.2 A London Agent may be a person independent from the Warehouse or be a 
branch or affiliated company of the Warehouse. 

1.3.3 The Warehouse must obtain the prior approval of the Exchange to the 
appointment, or any change In the appointment, of its London Agent from time 
to time. 
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1.3.4 Each Warehouse shall be responsible for all of fhe acfs and omissions of its 
London Agent undertaken in its capacity as such. The Exchange and other 
persons shall be entitled to assume a Warehouse’s London Agent acts with the 
full authority of the Warehouse until such time as the Exchange has received 
written notice from the Warehouse that the London Agent has ceased to act as 
such. This term shall not affect the rights and obligations of the Warehouse and 
its London Agent inter se. 

1.4 LMEsword 

Each Warehouse must comply, and procure that its London Agent complies, with the 
LMEsword Regulations and Operating Procedures, which shall insofar as they relate to 
the Warehouse or its London Agent be deemed to be incorporated into this Agreement. 

1.5 Restrictions 

1.5.1 An authorised warehouse may be used by only one Warehouse and to the 
extent that it is used for the storage of any metals which are permitted to be the 
subject of a Contract, may not also be used to store such metals which are 
deliverable on any other exchanges. 

1.5.2 A Warehouse may not deal directly or indirectly in Contracts, and shall observe 
such other requirements contained in any Exchange notice relating to the 
separation of Warehouses from Members and fhe maintenance of 
oonfidenfialify in respect of price sensitive and customer confidential 
information. 

1.6 Description Of Warehouse 

Each Warehouse may, following its approval by the Exchange as a listed Warehouse, 
describe itself as an “LME listed warehouse company” and its authorised warehouse as 
“LME listed warehouses", for as long as it retains its listed status as provided for herein. 

1.7 Availability Of Rules 

Warehouses shall be sent a copy of fhe Rules and LMEsword Regulations and 
Operating Procedures as amended from time to time. Warehouses shall ensure that 
their London Agent obtains and keeps up to date their own copies of such documents 
direct from the Exchange and is also provided with a copy of this Agreement. Where the 
Warehouse operates in more than one location it shall ensure that each location is kept 
up to date with changes to the Rules, the LMEsword Regulations and Operating 
Procedures and this Agreement. 

2 Issue of Warrants 

2.1 Metal delivery 

2 . 1.1 When receiving metal for placing on Warranf, a Warehouse need not undertake 
an assay of the metal itself but must carefully undertake a visual inspection of 
the metal and all supporting documentation and, if the metal or the supporting 
documentation is in any way patently sub-standard or anomalous the 
Warehouse must not issue a Warrant until any such shortcoming has been 
remedied. Without limitation to the foregoing, mefal will be deemed fo be 
pafenfly sub-sfandard if: 
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2 .1.1.1 there is broken or visibly corroded strapping wrhich could make the 
bundle ot metal unsafe to handle; 

2 . 1 . 1.2 there is visible contamination of metal; 

2.1 .1.3 there is inconsistent branding of metal (for instance, wrhere all of the 
metal or some of the metal is patently not an LME brand or where 
different LME brands have been visibly mixed within a bundle); and 

2.1.1 .4 the supporting documentation and paperwork does not accord with the 
Rules. 

For the avoidance of doubt, a Warehouse is not required to break bundles or 
inspect metal ingots hidden from view within bundles, unless there are visible 
signs indicating or suggesting a defect in quality within a bundle or the 
Warehouse is in any way aware that there is a defect within a bundle not 
apparent from a visual inspection. 

2 . 1.2 All metal delivered for placing on Warrant must be weighed by Warehouse 
personnel on equipment which is regularly tested for accuracy in accordance 
with Clause 7.4.3, 

2.1.3 Subject to Clause 2.1.1, no Warrant may be issued if the metal or supporting 
documentation does not conform to the relevant Special Contract Rules for 
Metals. 

2.1.4 A Warrant may only be issued by the Warehouse or its London Agent when the 
metal in question is stored in an authorised warehouse of the Warehouse. 

2.2 Form of Warrant 

2 . 2.1 From the date prescribed by the Exchange, all Warrants must be issued in 
accordance with the LMEsword Regulations. 

2 . 2.2 Each Warehouse shall ensure that the form ot the Warrant is such that the 
requirements set out in the Special Contract Rules for Metals, this Clause 2.2 
and Clause 2.3 are satisfied. 

2.2.3 Each Warrant must have a clearly identifiable space for endorsements to allow 
for transfers of ownership to a named transferee and also have a clearly 
identifiable space for endorsement of rents paid to be marked on the Warrant, 

2.2.4 Each Warrant must show the applicable rent rate and the date of 
commencement of the obligation to pay rent which must be the same as the 
date of issue of the Warrant. 

2.2.5 Each Warrant must include a term stating that responsibility for insuring the 
metal subject to the Warrant is that of the holder of the Warrant. 

2.2.6 Each Warrant should be numbered consecutively wherever practicable. 

2.2.7 No Warrant may be issued by a Warehouse until the printed format which the 
Warehouse proposes to adopt has been delivered to and approved by the 
Exchange. Any proposed change to such format must similarly be approved by 
the Exchange prior to its use. 
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2 . 2.8 Each Warrant must be signed by an authorised signatory of the Warehouse or 
its London Agent. 

2.2.9 Each Warrant shall state that the Warehouse’s standard terms of business are 
available on request or are printed on the reverse side of the Warrant, 

2.3 Legal status of Warrants 

2.3.1 Each Warrant must be transferable by delivery or by delivery and endorsement 
by the transferor and without requiring registration, attornment or notice to the 
Warehouse. A transferee of a Warrant shall be treated by the Warehouse as 
having the benefit of the contract of storage of the metal to which the Warrant 
relates and shall be bound by the Warehouse's standard terms of business 
insofar as they do not conflict with the Rules, the LMEsword Regulations or the 
Operating Procedures. 

2.3.2 Each Warrant must be a document of title (or local equivalent concept) 
established in accordance with the law of the country in which the Warehouse 
is situated, or in accordance with such other law recognised as applicable to 
the Warrant by such law. 

2.3.3 It must be a term of issue of each Warrant that the metal which it represents 
shall only be delivered up to the holder by the Warehouse on the Warrant being 
presented to the Warehouse or its London Agent or, in the event of a Warrant 
being lost, stolen, damaged or destroyed, against the provision of an indemnity 
substantially in the form prescribed by the Exchange from time to time and 
attached as the Appendix to Schedule A. 

2.3.4 Subject only to Clause 2.3.5, a Warrant must be unlimited as to duration and 
remain valid until presented tor cancellation to the Warehouse or its London 
Agent or otherwise cancelled in accordance with this Agreement and the 
LMEsword Regulations. 

2.3.5 A Warehouse may have a right of retention in respect of metal under Warrant 
for unpaid rent in respect of the metal and other charges owed by the current 
holder of the Warrant but not otherwise and, in particular, without limitation, no 
person may have any right ot retention in respect of charges owed by any other 
person. 

2.3.6 Nothing in Clause 2.3.5 shall require the Warehouse to oppose any legally 
enforceable court order in respect of metal which is binding on the Warehouse 
and which prevents it trom delivering stored metal to the Warrant holder, 
provided that the Warehouse immediately notifies the Exchange of the 
existence ot such a court order as soon as it becomes aware of the same. 

2.4 Warehouse’s liability to Warrant holders 

The Warehouse is required to give undertakings to each Warrant holder trom time to 

time in respect of the metal under relevant Warrant that: 

2.4.1 the Warehouse has complied with ail applicable regulations (including, without 
limitation, Clause 2.1 ot this Agreement) in receiving that metal and placing it 
on Warrant; 
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2.4.2 the Warehouse wifi comply with the requirements of this Agreement concerning 
the storage of metal; and 

2.4.3 the Warehouse is not aware of any latent defects in the metal. 

It is a requirement of this Agreement that the undertakings referred to in Clauses 2.4.1 to 

2.4.3 above are incorporated without delay into the Warehouse’s written contract of 
storage with each Warrant holder. Pending such incorporation, the relevant undertakings 
shall be deemed to be incorporated into each such contract of storage immediately upon 
such contract arising. 

3 Replacement of Warrants 

3.1 Entitlement to replace 

A Warehouse shall issue a replacement Warrant in accordance with this Agreement and 
the LMEsword Regulations and Operating Procedures in the following circumstances; 

3.1.1 where a Warrant has been lost, stolen, destroyed, or damaged, on completion 
of its normal procedures and against delivery to it of an indemnity in the form 
prescribed by the Exchange from time to time and attached as the Appendix to 
Schedule A; 

3.1.2 where any details on a Warrant which are capable of amendment in 
accordance with the LMEsword Regulations and Operating Procedures 
(“Amendable Details”) require amendment, following the amendment of the 
electronic details of the Warrant in LMEsword in accordance with the 
LMEsword Regulations and against delivery to it of the original Warrant; and 

3.1.3 where the space on a Warrant for endorsement of rent paid up and/or for 
transfers is full and against delivery to it of the original Warrant. 

3.2 Entitlement to move metal 

A Warehouse may move metal under Warrant between its own authorised warehouses 
within the same listed location at its own risk and expense subject to complying with 
Clause 3.3. 

3.3 Notification of the Exchange 

3.3.1 On the day that a Warehouse or its London Agent is notified or becomes aware 
that (a) a Warrant has been lost, stolen, destroyed or damaged; or (b) the 
Amendable Details on a Warrant require amendment; or (c) a Warrant requires 
cancellation in accordance with Clause 4.3, it shall forthwith notify the 
Exchange by fax (or by such other means as the Exchange may prescribe from 
time to time) containing full details thereof, including the following: 

3.3.1.1 the date and details of loss or damage to or other matter affecting the 
metal or Warrant; 

3.3.1.2 the Warrant number(s); 

3.3.1. 3 date of the Warrant; 

3.3.1.4 brand and shape of metal; and 

3.3.1.5 the quantity of metal (if any) missing, damaged, or otherwise affected. 
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3.3.2 The Warehouse shall in addition take all such other steps, such as (without 
limitation) notifying police authorities and insurers, as is necessary to protect 
the holder of the Warrant in question (if applicable). 

3.3.3 Where a Warrant that requires replacement or cancellation is not lodged with 
the Depository, the Warehouse shall take all reasonable steps to identify the 
holder of the Warrant and notify it of the event and require that the Warrant be 
delivered up for replacemenf. 

3.4 Liability for replacement Warrants 

3.4.1 Where a Warrant is being replaced due to a change to its Amendable Details, 
the Warehouse shall indemnify fhe person surrendering the Warrant In respect 
of any reasonable loss or damage they may suffer as a result of the Warehouse 
not properly cancelling and retaining the original Warrant in accordance with 
this Agreement. 

3.4.2 The Warehouse shall be responsible for the cost of replacing Warrants other 
than in the case of Warranfs which have been lost, stolen, destroyed or 
damaged where such costs shall be the responsibility of the holder. 

3.4.3 The Warehouse shall take all reasonable steps to ensure that no duplicate 
Warrants issued by it are in circulation and, in particular, shall make a 
notification to the Exchange pursuant to Clause 3.3.1 above. 

4 Cancellation of Warrants 

4.1 Process on replacement 

4.1.1 Where a Warrant is delivered to a Warehouse for replacement, the original 
Warrant must first be made properly null and void by being stamped "cancelled 
and replaced”. 

4.1.2 If the original of the Warrant has been lost, stolen or destroyed, a copy of the 
original must be duly marked and retained in lieu of the original. 

4.2 Process on cancellation and metal take-up 

Where a Warrant is delivered to a Warehouse for cancellation and metal take-up, the 
original must be made properly null and void by being stamped “cancelled”. The 
Warehouse is required to expedite delivery from warehouses at the minimum rates 
published from time to time by the Exchange in accordance with Clause 9.11.1. For the 
avoidance of doubt, any change to the minimum rates would constitute a material 
increase in the obligations ot a Warehouse which would require consultation and 
notification In accordance with Clause 9.11.4. The Warehouse shall prioritise all requests 
for cancellation strictly in the order in which they are received unless the Warrant 
holders seeking cancellation agree otherwise. The Warehouse shall use all reasonable 
endeavours to allocate to each Warrant holder seeking cancellation the delivery time 
that he has requested, unless that requested delivery time has already been allocated to 
another Warrant holder, in which case the Warehouse shall offer one or more alternative 
delivery times close to the time originally requested and shall allocate the delivery time 
which is acceptable to the Warrant holder. The Warehouse must prepare and maintain 
such documentation as is sufficient to evidence compliance with the aforesaid 
requirement (e.g. a schedule detailing (at least) the dates and times of receipt of 
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cancellation requests and the allocated dates and times of delivery) and shall provide a 
copy of the same to the Exchange if so requested. The Warehouse will, at all times, be 
responsible for ensuring that deliveries of metal are effected in accordance with the 
above requirements except where the person taking delivery of metal provides its own 
transport and fails, due to no fault of the Warehouse, to keep to the agreed delivery 
schedule, in which case the Warehouse and that person shall agree between them an 
alternative time for delivery. 

4.3 Warrants requiring cancellation 

Where a Warehouse or its London Agent is notified or becomes aware that any details 
on a Warrant which are not Amendable Details are incorrect, it shall; 

4.3.1 notify the Exchange thereof in accordance with Clause 3.3; 

4.3.2 take all reasonable steps to identify the holder of the Warrant and notify it of the 
event and require the Warrant to be delivered up for cancellation; and 

4.3.3 on its being delivered to the Warehouse or London Agent, cancel the Warrant in 
accordance with the LMEsword Regulations and Operating Procedures and 
issue a new Warrant in respect of the relevant metal. 

4.4 Storage 

All cancelled Warrants (and a copy of the original in the event that it has been lost, 
stolen or destroyed) must be securely retained and be made available for inspection by 
the Exchange for five years or (if later) until any replacement Warrant is surrendered for 
cancellation and metal take-up. 

5 Rent and FOT charges 

5.1 Calculation 

5.1.1 Calculations of rent due on Warrants must be on round tonnages and not actual 
weights. 

5.1.2 Rent on metal under Warrant must accrue on a daily basis and rent accrued 
must be payable annually as at 31 March each year, or at such other times and 
for such other periods as the Exchange may prescribe, or upon cancellation of 
a Warrant whichever is the sooner. 

5.1.3 Rent must be quoted in the Major Currency of the Contract to which the 
Warrant relates is traded. 

5.1.4 Each Warehouse must fix its rent rates and FOT charges annually in respect of 
each 1 2 month period commencing 1 April by notification to the Exchange not 
later than 1 December in the preceding year. At any time within 10 Business 
Days of receiving such notification, the Exchange may, at its discretion, require 
the Warehouse to provide within 10 Business Days, a comprehensive, written 
explanation of the economic circumstances which, in the view of the 
Warehouse, necessitate the change in its rent rates and/or FOT charges. The 
Exchange shall publish the Warehouse's rent rates and FOT charges by 31 
December provided that no change in rent rates or FOT charges shall become 
effective until the following 1 April. 
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5.2 Payment 

Rent must be paid for metat under Warrant in stock at 31 March (or such other dates as 

the Exchange may prescribe) in each year by direct settlement between holders of 

Warrants and Warehouses. 

5.3 LMEsword 

Warehouses' other obligations in relation to rent shall be as set out in the LMEsword 

Regulations and the Operating Procedures, 

6 Records 

6.1 Storage records for metal under Warrant 

6 . 1.1 Warehouses must have clearly organised systems for recording storage of 
metal under Warrant for use in their office and in each authorised warehouse. 

6 . 1.2 Storage records must have a separate entry record for each lot and each such 
record must be numbered consecutively. 

6.1.3 Storage records in respect of metal under Warrant must clearly identify the fact 
that the metal is under Warrant, include the Warrant number and note the 
authorised warehouse in which the metal is stored. 

6.1.4 Metal under Warrant must be identifiable in an authorised warehouse by means 
of a label, or other marking method, as to lot or Warrant number. 

6.2 Warrant records 

6 . 2.1 Each Warehouse must maintain a Warrant register which shows the dates of 
issue and cancellation of each Warrant, any corresponding lot numbers and the 
details of the metal as shown on the Warrant. Each entry on the Warrant 
register must be initialled by an authorised person or, in the case of a register 
maintained on a computer, have noted next to each entry the initials or other 
identity of an authorised person. 

6 . 2.2 To the extent that any Warehouse has pre-printed warrants in blank, these must 
be kept secure. The Warehouse must ensure that it, or its London Agent, 
maintains a written record of the number of unused blank Warrants at any given 
time and will provide a copy of that record to the Exchange on request. 

6.2.3 A copy of each Warrant issued by or for a Warehouse must be kept secure. 

6.3 Stock records 

6.3.1 The stock of metal under Warrant of each Warehouse must be reported to the 
Exchange by the due completion of the form prescribed by the Exchange which 
must be faxed to the Exchange by 1200 hours London time each Business Day 
or delivered by such other means as the Exchange may prescribe and/or 
pursuant to LMEsword as the Exchange may from time to time prescribe in the 
LMEsword Regulations and Operating Procedures. 

6.3.2 Until such time as stocks of metal are reported pursuant to LMEsword alone, 
metal taken off Warrant, but which is still on the Warehouse’s premises, must 
be combined on the stock return with those stocks actually on Warrant rounded 
to the nearest complete Warrant lot and also separately identified on the return, 


LME_PSI0001813 



1186 


or shown in such other manner as prescribed by the Exchange by notice. If no 
stocks are held, a nil return must be submitted on each Business Day. 

6.3.3 The Exchange may publish such information concerning stocks and queues at 
Warehouses as is considered necessary by the Exchange, acting reasonably, 
for the purposes of market transparency or other regulatory purposes. Aside 
from this, information concerning stocks and queues at Warehouses shall be 
treated as confidential by the Exchange save that the Exchange may make 
such disclosure as is required by law or regulation or that is requested by any 
regulatory authority or to another regulator with whom the Exchange has 
entered into a memorandum of understanding relating to the sharing of 
information for regulatory purposes on a confidential basis. In addition, the 
Exchange may publish such information together with that of other Warehouses 
without identifying the Warehouse by name and also make reference to such 
information, identifying the Warehouse, in any notice of a decision given under 
the Disciplinary Procedures in the event of a breach of this Agreement. 
Warehouses are prohibited from revealing their stock of metal under Warrant to 
any person except that this prohibition shall not apply to: 

6.3.3.1 information supplied to a Warehouse's London Agent; 

B.3.3.2 information disclosed pursuant to any legal or regulatory requirement; 

6.3.3.3 information disclosed to a Warehouse's professional advisers and to its 
usual bankers; 

6.3.3.4 historical information on aggregate stocks held by a Warehouse without 
differentiation between stocks held under LME Warrants and other 
stocks which is required to be disclosed to the shareholders of the 
Warehouse; 

6.3.3.5 historical information on aggregate stocks held by a Warehouse without 
differentiation between stocks held under LME Warrants and other 
stocks which is required to be disclosed to a parent company of the 
Warehouse for the purpose of that parent company preparing its 
budgets and financial forecasts for the group; or 

G.3.3.6 information which has already been published by the LME pursuant to 
clause 6.3.3. 

6.4 Duty and Tax Records 

6.4.1 Each Warehouse must maintain records on the duty and tax status of each lot 
of metal. 

6.4.2 The Warehouse shall make the records specified in Clause 6.4.1, or 
information derived from such records, available on request and at no cost to 
Warrant holders and the Exchange, 

7 Continuing Obiigations 
7.1 Insurance 

7.1.1 Each Warehouse must maintain insurance in respect of all the types of risks 
marked with an asterisk in paragraph 9 of Schedule A at least at the levels from 
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time to time prescribed by the Exchange. Such insurance must be maintained 
at aii times until the Warehouse is no longer listed. 

7.1.2 The Warehouse shall procure that the Exchange receives annually at renewal 
and/or at such other time as requested by the Exchange a certificate (or such 
other document as the Exchange may from time to time prescribe) evidencing 
that all the risks marked with an asterisk in paragraph 9 of Schedule A are 
protected and citing the maximum limit of cover per occurrence and the policy 
number. Any changes affecting the insurance cover are to be automatically 
notified to the Exchange by the insurance company. The Warehouse must 
ensure that its policy shows the Exchange as a notifiable party for amendments 
and renewal confirmations. 

7.2 Security 

7.2.1 The Warehouse must at least maintain the level of security measures referred 
to in its response(s) to Schedule B, Section (C) (as the same may be amended 
in writing between the Warehouse and the Exchange from time to time) at all its 
authorised warehouses and must keep them clean, dry (except outside storage 
areas as permitted by the LME), free from contaminants and in good repair. 
Without prejudice to the requirements of Clause 7.3, in the event of any 
material change in the details relating to its authorised warehouses as set out 
in its response(s) to Schedule B, Section (C), or in the event that the 
Warehouse otherwise fails to comply with this Clause 7.2.1, the Warehouse 
must notify the Exchange of such change or failure within 5 Business Days of 
becoming aware of the same. In the event of any material change in the details 
relating to the Warehouse's authorised warehouses which could in the 
Exchange's reasonable view result in a degradation in the level of security as 
set out in the Warehouse's' response(s) to Schedule B, Section (C), or in the 
event that the Warehouse otherwise fails to comply with this Clause 7.2.1, the 
Exchange may, at its sole discretion, direct that any metal stored under Warrant 
in the authorised warehouse in question be relocated to another authorised 
warehouse, whether or not with the same Warehouse. 

7.2.2 Any costs arising from such relocation, including, but not limited to. costs 
relating to re-inspection and re-approval, shall be met by the Warehouse. 

7.2.3 The power of the Exchange under this Clause is without prejudice to its other 
powers under this Agreement, including the powers set out under the 
Disciplinary Procedures. 

7.3 Monitoring and supply of information 

7.3.1 Each Warehouse must notify the Exchange of any facts, events or changes 
which are material to their listing as Warehouses within 5 Business Days of 
becoming aware of the fact, event or change in question. This shall include, 
without limitation: 

7 . 3 . 1.1 any changes that materially affect the information given by the 
Warehouse in connection with its application for listing as a Warehouse, 
or such other material information as it may have given to the Exchange 
in writing from time to time; 
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7.3.1.2 any changes affecting the Warehouse's ability to comply with its 
obligations hereunder or under the LMEsword Regulations. 

7.3.2 A Warehouse shall not make any changes, and shall not allow any changes 
which are within its power to prevent being made to be made, to any of its 
authorised warehouses where such changes would Involve a material change 
to any of the details provided in the answers given in Schedule B, without 
obtaining the Exchange’s prior written approval in accordance with procedures 
published by the Exchange from time to time. In the event that the Warehouse 
becomes aware of such a change which is beyond its power to prevent, it must 
nonetheless notify the Exchange of such change immediately. The Exchange 
may, if it deems that the change materially affects the ability of the authorised 
warehouse(s) to operate, exercise its powers under this Agreement, including 
without limitation, those contained in Clause 9.2. 

7.3.3 Each Warehouse shall provide to the Exchange on request such information 
from their storage records, Warrant records and/or stock records relating to the 
types of metals deliverable on the Exchange, as the Exchange may reasonably 
request from time to time in connection with any enquiries being made or to be 
made by the Exchange in accordance with the Rules. All such information so 
supplied shall be treated as confidential by the Exchange and shall be 
restricted to those authorised staff and officers within the Exchange responsible 
for conducting such enquiries in accordance with the Rules, the Exchange’s 
professional advisors and other regulators with whom the Exchange has 
entered into memoranda of understanding relating to the sharing of information 
for regulatory purposes on a confidential basis or other person to whom the 
Exchange is required to disclose it by law or regulation. The Exchange shall not 
be entitled to have access to legally privileged documents. A list of those 
persons within the Exchange who are authorised to obtain information from 
Warehouses in accordance with this Clause 7.3.3 will be circulated to all 
Warehouses and will be updated from time to time. 

7.3.4 Each Warehouse shall permit Exchange staff to conduct routine and other 
inspections of their premises used for the storage of LME metal, including 
access to each relevant authorised warehouse and their offices supporting the 
operating of such warehouses. Warehouses shall use reasonable endeavours 
to procure similar access to the offices ot their London Agents supporting those 
operations. Each Warehouse shall co-operate with the Exchange in the 
conduct of such inspections and give all reasonable assistance to the 
Exchange. 

7.3.5 The Exchange shall give reasonable notice of its intention to make inspections, 
except that no such notice will be required to be given where the Exchange 
deems it necessary or desirable in its absolute discretion for an immediate 
inspection to be undertaken by the Exchange or its appointed representatives. 

7.3.6 Each Warehouse shall provide the Exchange with details of its officers and 
employees authorised to act as its authorised signatories for the purposes of 
this Agreement and keep such details up to date at all times, notifying the LME 
of any changes thereto promptly. 
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7.4 Periodical inspections 

7.4.1 From time to time, and at ieast every 12 months, each Warehouse must carry 
out a visuai inspection of all metal under Warrant in their authorised 
warehouses and of ail supporting documentation. Each Warehouse shaii make 
a notification to the Exchange without deiay foliowing the end of each calendar 
year, such notification to contain a record of all such inspections which have 
been carried out throughout the previous year. 

7.4.2 Full records of such Inspections must be kept, showing at least: 

7.4.2.1 the details of all issued Warrants at the time of the inspection; 

7.4.2.2 the date of the inspection; and 

7.4.2.3 the name and job title of the person undertaking the inspection, who 
must also acknowledge that he has carried out the inspection and be of 
suitable seniority. 

Without prejudice to the annual notification requirement in Clause 7.4.1, copies 
of such records will be made available to the Exchange at any time on request. 

7.4.3 All weighing equipment used for weighing metal under Warrant must be 
checked for accuracy at least quarterly by an accredited and responsible 
institution which is not affiliated to the Warehouse and any material 
inaccuracies detected by such institution must be rectified by the Warehouse 
immediately. Written evidence of such inspections must be retained and made 
available to the Exchange on request. 

7.5 Compliance with law 

7.5.1 Each Warehouse shall at all times comply with all applicable law, including 
(without limitation) local port conditions, local and national customs, local anti- 
corruption laws, taxation and other rules and regulations (where the aforesaid 
are not in conflict with the requirements of either this Agreement or of the 
LMEsword Regulations or of the Operating Procedures). 

7.5.2 The Warehouse shall immediately notify the Exchange when it becomes aware 
that such law, customs or regulations conflict, or are likely to conflict, with the 
requirements ot this Agreement, the LMEsword Regulations or the Operating 
Procedures. In the event of any such conflict, the Exchange shall, without 
prejudice to its rights under this Agreement, assess whether, in its reasonable 
opinion, such conflict is reconcilable and shall determine in its absolute 
discretion what action (if any) to take. Where the Exchange is of the view that 
failure immediately to resolve the conflict will not materially prejudice the 
Warehouse’s ability to comply with the requirements of this Agreement, the 
LMEsword Regulations or the Operating Procedures, it shall consult with the 
Warehouse as to the remedial action to be taken. In the event of a conflict 
between this Agreement and the LMEsword Regulations or Operating 
Procedures or any notice issued by the Exchange, the terms of this Agreement 
shall prevail, 

7.5.3 The Warehouse will not, and nor will any of its officers, employees, 
shareholders, representatives or agents, directly or indirectly, either in private 
business dealings or in dealings with the public sector, offer, give or agree to 
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offer or give (either itself or in agreement with others) any payment, gift or other 
advantage with respect to any matters which are the subject of this Agreement 
which (i) would violate any anti-corruption laws or regulations applicable to the 
Warehouse, (ii) is intended to, or does, influence or reward a person and acting 
in breach of an expectation of good faith, upholding or trust, or which it would 
otherwise be improper for fhe recipient to accept, or (iii) is made to a Public 
Official with the intention of influencing them and obtaining or retaining an 
exchange with conduct of terms ("Corrupt Act"). 

7.5.4 The Warehouse represents and warrants that it has not, and so far as it is 
aware its directors and officers have not: 

(i) engaged in, admitted to, or been found by a court in any jurisdiction to 
have engaged in any Corrupt Act; or 

(ii) been investigated by a regulatory or law enforcement agency in any 
jurisdiction as a suspect in connection with an investigation into the 
commission of any Corrupt Act. 

7.5.5 The Warehouse further agrees and undertakes; 

(i) to properly and accurately record in its books and records all 
transactions which relate in any way to this Agreement; and 

(ii) to provide any such information as the Exchange may reasonably 
require by notice in writing in order to monitor the Warehouse's 
compliance with its obligations under Clauses 7.5.1 and 7.5.3 and 
7.5.4; and 

(iii) to notify the Exchange immediately if, at any time, it becomes aware 
that any of the representations set out at under Clause 7.5.4 are no 
longer correct. 

7.6 Principles of Conduct 

The Warehouse shall adhere to the Principles of Conduct set out at Clause 11 . 

8 Enforcement and Discipline 

The terms of the Exchange's handbook on enforcement and disciplinary procedures applicable 
to Warehouses, as amended by the Exchange from time to time and issued to Warehouses (the 
“Disciplinary Procedures") shall be deemed to be incorporated into this Agreement as if set out 
in full herein. 

9 General 

9.1 Fees 

9.1.1 Each Warehouse shall pay the Exchange the fees and levies prescribed by the 
Exchange from time to time. The Exchange shall provide all Warehouses with 
reasonable notice of changes in its prescribed fees and levies. 

9.1.2 Each Warehouse shall be responsible for the cost of inspections undertaken by 
the Exchange in accordance with the terms of this Agreement except where the 
inspection is specific fo a single Warehouse and is initiated by the Exchange in 
which case the Exchange shall be responsible for the cost thereof (but without 
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prejudice to the power of the Exchange to recover any such costs from a 
Warehouse pursuant to a sanction imposed under the Disciplinary Procedures). 

9.1.3 Each Warehouse shall pay the fees prescribed by the LMEsword Regulations 
and Operating Procedures. 

9.1.4 The Exchange shall consult with Warehouses if any proposed changes in its 
prescribed fees and levies or in the fees prescribed by the LMEsword 
Regulations and Operating Procedures would result in a material increase in 
such fees and/or levies. For these purposes, a “material increase” shall be any 
increase in the previously prescribed fee or levy of more than the greater of (a) 
10 per cent or (b) the percentage figure equal to the aggregate of (i) the 
percentage increase in the retail prices index (“RPI") as published by the Office 
for National Statistics calculated by comparing the level of RPI (all items) for the 
month in which the previously prescribed fee or levy was fixed and comparing it 
to the level of RPI (all items) for the month in which the Exchange gives notice 
of its proposed increase and (ii) 5 per cent. 

9.2 Withdrawal of right to store particular metal 

Without prejudice to the other powers of the Exchange, the Directors may require a 

Warehouse to cease to store a metal of a particular type by giving the Warehouse 90 

days’ prior notice, or such shorter period as the Directors may consider in their sole 

discretion justified in the circumstances. 

9.3 Liquidity 

9.3.1 The proper functioning of the market through the liquidity and elasticity of 
stocks of metal under Warrant should not be artificially or otherwise constrained 
by Warehouses giving exceptional inducements or imposing unreasonable 
charges for depositing or withdrawing metals, nor by Warehouses delaying 
unreasonably the receipt or despatch of metal, save where unavoidable due to 
force majeure. 

9.3.2 The Exchange reserves the right to investigate all charges levied including, for 
example, those for loading and unloading metal for Warrant purposes. In the 
event that a Warehouse tails to meet minimum loading standards and 
requirements from time to time laid down by the Exchange without justification, 
except in the case of force majeure, the Disciplinary Procedures shall apply. 

9.3.3 Each Warehouse shall provide to the Exchange on request such information 
from their records as the Exchange may reasonably request from time to time 
in connection with any investigation being made or to be made by the 
Exchange under this clause 9.3. All such information so supplied shall be 
treated as confidential by the Exchange and shall be restricted to those 
authorised staff and officers within the Exchange responsible for conducting 
such investigations, the Exchange’s professional advisors and other regulators 
with whom the Exchange has entered into memoranda of understanding 
relating to the sharing of information for regulatory purposes on a confidential 
basis or other person to whom the Exchange is required to disclose it by law or 
regulation. The Exchange shall not be entitled to have access to legally 
privileged documents. A list of those persons within the Exchange who are 
authorised to obtain information from Warehouses in accordance with this 
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Clause 9.3.3 will be circulated to all Warehouses and will be updated from time 
to time. 

9.3.4 The Exchange shall have the power to compel Warehouses to provide any 
information in accordance with Clause 9.3.3, including, without limitation, 
details of all inducements paid to attract the load-in of metal, and details of the 
provenance of loaded-in metai, including information about metal which may 
have been held previously in that Warehouse, or in another facility operated by 
the same Warehouse or member of the Warehouse’s group. On the basis of 
such information, the Exchange may, at its discretion, impose additional load- 
out requirements on a Warehouse which the Exchange considers to have 
intentionally created or caused, or attempted to create or cause, a queue by the 
use of inducements or any other method. 

9.4 Termination 

9.4.1 Without prejudice to the provisions of Clause 8, this Agreement may be 
terminated, and the Warehouse delisted on a permanent basis, with or without 
notice, if: 

9.4.1 .1 the Warehouse commits a serious breach of this Agreement, the 
LMEsword Regulations or the Operating Procedures; 

9.4.1 .2 the Warehouse fails or ceases to satisfy the requirements of Clause 1 .2 
(capital) and/or becomes or is, in the opinion of the Exchange, likely to 
become insolvent; 

9.4.1.3 the Warehouse breaches Clause 7.5 (compliance with law); 

9.4.1.4 the Warehouse materially tails 1o meet any of its obligations to the 
holder tor the time being of a Warrant and such obligations are not 
being disputed in good faith; 

9.4.1.5 the Warehouse fails to pay a sum of £10,000 or more when it becomes 
due, or a lesser sum within 7 Business Days of it becoming due, to the 
Exchange under Clause 9.1 or in respect of a fine imposed on it under 
the Disciplinary Procedures; or 

9.4.1. 6 a Force Majeure occurs. 

Any such termination and delisting will be effective upon by the Directors 
notifying the Warehouse accordingly. Without prejudice to Clause 9.4. 1.5, and 
except in the case of a Force Majeure under Clause 9,4,1 .6, the Exchange may 
at its discretion grant 1o the Warehouse 7 Business Days within which to 
remedy a default under this Clause 9.4.1 . 

9.4.2 The Exchange may by notice served on a Warehouse by no later than 1 
October in any year delist the Warehouse with effect from the following 1 
January where the Exchange reasonably believes that the Warehouse is no 
longer engaged in LME warehousing business. 

9.4.3 Without prejudice to any other of the Exchange’s powers, a Warehouse, or the 
Exchange, may terminate this Agreement and delist the Warehouse in question 
by the service of six months’ prior notice (or such other period as they may 
agree or as provided under Clause 9.11) on the other. On the expiry of such 
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notice, this Agreement shall be terminated and the Warehouse delisted. Subject 
thereto and the other powers of the Exchange hereunder, this Agreement shall 
be for an indefinite term. 

9.4.4 On and following termination of this Agreement and the delisting of a 
Warehouse, the Warehouse shall not be entitled to any rebate of fees paid to 
the Exchange but shall remain liable for all pre-existing liabilities to the 
Exchange. In addition, the Warehouse shall remain subject to the obligations 
imposed by this Agreement as if it were a Warehouse until a period of five 
years after delisting has elapsed but shall not be entitled to any of the benefits 
conferred hereunder, including the right to describe itself as an LME listed 
warehouse company, and may not issue any further Warrants. 

9.4.5 On delisting, a Warehouse must, at its own expense, relocate all metal under 
Warrant to another Warehouse's authorised warehouse(s) and arrange for the 
cancellation of all of its issued and current Warrants. The Exchange's prior 
approval must be obtained before any relocafion arrangements are finalised 
and in giving such approval {which may not be unreasonably withheld or 
delayed) the Exchange shall have all due regard to the reasonable instructions 
of the holders of the Warrants in question, to the extent known to it. 


9.5 Notices 

9.5.1 All notices and other communications shall be in writing and in the English 
language. 

9.5.2 Subject to Clause 9.5.5, all notices and other communications required to be 
served under this Agreement shall be served by fax or by electronic messaging 
(i.e. e-mail). Service will be deemed effective: 

9.5.2.1 in the case of notices sent by fax, on the date and time that 
transmission is received by an employee of the recipient in legible form 
or, if that date is not a Business Day or, if the fax is sent after normal 
working hours, the next following Business Day the burden of proving 
receipt to be met by a transmission report generated by the sender's 
facsimile machine; and 

9.5.2.2 in the case of notices sent by electronic messaging, on the date and at 
the time that the sender receives a valid “read receipt”. 

9.5.3 All notices and other communication required to be served on the Warehouse 
shall be deemed to be validly served thereon if served on the Warehouse's 
London Agent, A copy of each such notice and communication shall also be 
sent to the registered office of the Warehouse but failure to send such a copy 
shall not affect valid service if the notice or other communication has been 
served on the Warehouse's London Agent. 

9.5.4 In the event of difficulty in using fax or electronic messaging to send notices 
under this Agreement, notices and other communications may be served in 
person or by courier, with such service deemed effective on the date of receipt, 
unless that date is not a Business Day in which case the notice shall be 
deemed given and effective on the first following day that is a Business Day. 
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9.5.5 Notices and other communications shall only be validly served by a Warehouse 
if they are signed by an authorised signatory notified to the Exchange in 
accordance with Clause 7.3.6. For the avoidance of doubt, the effect of this 
Clause 9.5.5 is that, unless the Exchange otherwise prescribes, notices and 
other communications to be served by a Warehouse may not be served by 
electronic messaging, 

9.5.6 The Exchange shall not be liable for any actions taken or omitted to be taken in 
good faith on the basis of any notice or other communication however served 
which purports to have been given by or on behalf of a Warehouse. The 
Exchange shall not be under any duty to verify the genuineness of any 
signature nor the authority of the person which purports to sign a notice or 
other communication on behalf of a Warehouse. 

9.5.7 Each party shall respond promptly to the communications of the other party, 
where such communications require a response. 


9.6 Release 

Any liability to the Exchange under this Agreement may in whole or in part be released, 
compounded or compromised or time or indulgence given by the Exchange in its 
absolute discretion as regards any Warehouse under such liability without in any way 
prejudicing or affecting its rights against any other or others of the Warehouses under 
the same or a like liability, whether joint and several or otherwise provided that a 
Warehouse's liability shall not be increased by such action, nor shall its right to claim 
compensation or contribution from any person be thereby reduced, 

9.7 Waiver 

No failure of the Exchange to exercise, and no delay by it in exercising, any right, power 
or remedy in connection with this Agreement (each a “Right”) will operate as a waiver 
thereof, nor will any single or partial exercise of any Right preclude any other or further 
exercise of such Right or the exercise of any other Right. The Rights provided in this 
Agreement are cumulative and not exclusive of any ofher Rights (whether provided by 
law or othenrvise). Any express waiver of any breach of this Agreement shall not be 
deemed to be a waiver of any subsequent breach. 

9.B Invalidity 

If any provision in this Agreement shall be held to be illegal, invalid or unenforceable, in 
whole or in part, under any enactment or rule of law, such provision or part shall to that 
extent be deemed not to form part of this Agreement but the legality, validity and 
enforceability of the remainder of this Agreement shall not be affected. 

9.9 Governing law and submission to the jurisdiction arbitration 

9.9.1 This Agreement shall be governed by and construed in accordance with 
English law. 

9.9.2 Any dispute arising out of or in connection with this Agreement, including any 
question regarding its existence, validity or termination, shall be referred to and 
finally resolved by arbitration under the Rules of fhe London Court of 
International Arbitration, which rules are deemed to be incorporated by 
reference into this Clause. The LCIA Court shall appoint a sole arbitrator. The 
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place of arbitration shall be London. The language to be used in the arbitral 
proceedings shall be English. 

9.9.3 If the Warehouse is not incorporated in England and Wales, it hereby appoints 
its London Agent as its agent for service of process. 

9.10 Exclusion of Liability 

Neither the Exchange nor any of its Directors nor other officers of members of ifs 
Warehousing Committee shall have any liability for any damage, loss, expense or 
liability of any nature which a Warehouse may suffer or incur in respect of any act or 
omissions in relation to the provision of warehouse services fo Members or ifs acfivities 
or status as a listed Warehouse except to the extent of losses or expenses aftribufable 
to its fraud, negligence or wilful default. The terms of this Clause 9.10 shall take 
precedence over Regulation 11.8.1 insofar as fhat Regulation relates to Warehouses 
and the Exchange. 

9.11 Notices and Amendments 

9.11.1 The Exchange may issue notices from time to time concerning any matter 
relevant to the performance by a Warehouse of its obligations under this 
Agreement. 

9.11.2 Each Warehouse shall comply with the terms of any such notice. 

9.11.3 The Exchange may amend this Agreement from time to time. Unless it is 
considered to be an emergency and essential for the proper operation of the 
market, any such change shall, subject to Clause 9.11.4 below, only take effect 
after each Warehouse has been given 30 days' prior written notice of any 
proposed change. 

9.11.4 In the event that any such proposed change, or any proposed change to the 
LMEsword Regulations or Operating Procedures, or any proposed notice under 
Clause 9.11.1, would have the effect of materially increasing the obligations of 
any Warehouse, it shall only take effect after the Warehouse has been given 90 
days prior written notice thereof. The Exchange undertakes to consult with the 
affected Warehouses in relation to the proposed change, where practicable for 
a reasonable period and in reasonable fime prior fo the start of that 90 day 
period, and shall have reasonable regard to representations received. In the 
event that the Warehouse does not wish to be bound by any such proposed 
change which has the effect of materially increasing the obligations of fhe 
Warehouse, it may serve notice of ferminafion of fhis Agreement at any time 
prior to the expiry of such notice period, in which event such change shall not at 
any time take effect with respect to the Warehouse in question and the 
Warehouse shall be delisted with effect from the date 90 days after the day the 
notice of termination is served. 

9.11.5 Clauses 9,11.3 and 9.11.4 shall not apply to the Disciplinary Procedures 

9.12 No Assignment 

A Warehouse may not assign the benefit of this Agreement to any other person without 
the prior written consent of the Exchange. 
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9.13 Information Barriers 

Each Related Warehouse shall maintain effective information barriers between if and the 
relevant Trading Company as specified by the Exchange from time-to-time. The Related 
Warehouse shall engage a firm of professional accountants in public practice, the choice 
to be agreed with the Exchange, to assure that the information barriers it has in place 
meet the criteria specified by the Exchange, under such assurance standard(s) and in 
such manner as the Exchange may specify from time to time. 

10 Interpretation 
10.1 Definitions 

In this Agreement, the following words and expressions shall, unless the context 
otherwise requires, bear the following meanings: 

"Associated Party" has the meaning given in Clause 7,5.3; 

“Amendable Details” has the meaning given in Clause 3.1 ,2; 

“authorised warehouse" means a warehouse operated by a Warehouse and which has 
been approved by the Exchange for the purpose of this Agreement; 

“Business Day" has the meaning given in the Rules; 

“Contract” has the meaning given in the Rules; 

"Corrupt Act" has the meaning given in Clause 7.5.3; 

“Depository” means the person appointed by the Exchange from time to time to act as 
such for the purposes of LMEsword; 

“Directors” means the directors of the Exchange from time to time; 

“Disciplinary Procedures" has the meaning given in Clause 8; 

“the Exchange" means The London Metal Exchange; 

“Force Majeure” means an event which is beyond the reasonable control of the 
Warehouse and which is, in the opinion of the Exchange, likely to render the Warehouse 
unable to pedorm its obligations under this Agreement either permanently or for more 
than 30 days or such other period of time that would, in the Exchange's view, have such 
a serious effect on the Warehouse that in business terms it would be tantamount to a 
permanent cessation, including, without limitation, any act of war, terrorism, insurreotion, 
revolution, act of God or the imposition of legal, regulatory or tax restrictions in any 
relevant location; 

“LME" means The London Metal Exchange; 

“London Agent” has the meaning given in Clause 1 ,3.1 ; 

“Major Currency” has the meaning given in the Rules; 

“Member” means a member of the Exchange; 

“Operating Procedures” means the manual issued by the Exchange pursuant to the 
LMEsword Regulations setting out detailed procedures and information relating to the 
operation of LMEsword; 
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“person" includes an individual, partnership, unincorporated association and body 
corporate; 

"Public Official" has the meaning given in Clause 7.5.5; 

“Related Warehouse” means a Warehouse which is associated with a Trading Company. 
For the purpose of this definition, a Warehouse is associated with a Trading Company 
where the Warehouse is a subsidiary or holding company of a Trading Company, or a 
subsidiary or holding company of one of a Trading Company's subsidiaries or holding 
companies or otherwise has a Close Connection with a Trading Company. The terms 
“holding company” and “subsidiary” have the meanings given to them in section f 159 of 
the Companies Act 2006. A Warehouse shall have a “Close Connection” with a Trading 
Company if any person or company either directly or indirectly holds or otherwise 
effectively controls 20% or more of the shares or voting rights in both the Warehouse 
and the Trading Company; 

“Rules” means the rules and regulations issued by the Exchange (and incorporating the 
LWIEsword Regulations) governing the London Metal Exchange administered by the 
Exchange as the same may be amended in accordance with Article 58 of the Articles of 
Association of the Exchange and a reference to a Rule shall be construed accordingly; 

“Secretary" means any person appointed to perform the duties of Secretary of the 
Exchange; 

“Special Contract Rules for Metals" means Part 6 of the Rules as the same may be 
amended from time to time; 

“LMEsword” means the system for, inter alia, the electronic transfer of title to Warrants 
governed and constituted by the LMEsword Regulations; 

“LMEsword Regulations” means the regulations governing the operation of LMEsword 
issued by the Exchange as amended from time to time in accordance with the terms 
thereof; 

“this Agreement" means the agreement between each Warehouse and the Exchange 
incorporating these terms and conditions as amended from time to time in accordance 
herewith and incorporating the Disciplinary Procedures in accordance with Clause 8 
hereof; 

“Trading Company” shall mean any Member or non-Member company that enters into 
Contracts or trades metal that is deliverable against a Contract; 

'Warehouse" means a warehouse company which is party to this Agreement, accepted 
as such by the Exchange and listed in Appendix III of the Rules; 

'Warrant” means a warehouse warrant issued by a Warehouse in accordance with this 
Agreement in respect of metal for the time being dealt in on the Exchange. 

10.2 Interpretation 

10 . 2.1 Where this Agreement refers to a document or thing being "prescribed”, that 
shail mean prescribed by the Exchange from time to time in a notice issued by 
it to Warehouses. 

10 . 2.2 Words importing the singular shall, where the context permits, include the plural 
and vice versa. Words importing gender shall include each gender. 
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10.2.3 Where this Agreement refers to an act being undertaken by the Exchange, that 
act may be performed by the Exchange acting through the Directors of the 
Exchange or any duly authorised Committee of the Directors of the Exchange 
or duly authorised individual. 

11 Principles of conduct 

A Warehouse shall: 

11.1 Conduct its business with due skill, care and diligence, observing high standards of 
conduct and safety, complying with the warehouse agreement, the LMEsword 
regulations, these principles, the common standards of working practice for 
warehouse companies, other requirements for warehouse companies set by the 
Exchange and relevant legislation. 

11.2 At all times observe high standards of integrity and shall not enter into any 
arrangement or agreement that prohibits the provision of any information that the 
LME requests in its role as a Recognised Investment Exchange. 

11.3 Maintain financial resources at or above the minimum level set by the LME to ensure 
continuity in the provision of services for owners of metal on LME warrant, and shall 
have in place a performance bond (if required by the Exchange) in the manner and of 
the amount prescribed by the Exchange. 

11.4 Manage conflicts of interest fairly, both between itself and holders of metal on LME 
warrant and between holders of metal on LME warrant, ensuring fair and equitable 
treatment to all holders of metal on LME warrant at all times. 

11.5 Ensure that all metal held on LME warrants is stored continuously in good delivery 
oondition and that it Is identified and stored so as to facilitate easy access and delivery 
without undue delay. 

11.6 Deal with those placing metal on LME warrant, those holding LME warrants and those 
taking metal off LME warrant on a fair and equitable basis, 

11.7 Organise and control its affairs in a responsible manner, keep proper records, have 
well-defined procedures for handling metal stored on LME warrant and for delivering It 
out expeditiously, and ensure that its employees or agents are suitable, adequately 
trained and properly supervised. 

11.8 Pay due regard to the information needs of LME warrant holders by having 
transparency of: normal hours of work, all delivery in and delivery out charges, rent 
and rent payment dates, and total average daily delivery out volume rates by metal 
and mode of transport. 

11.9 Arrange adequate protection for metal held on LME warrant by insuring it against 
unexplained losses and losses caused by error, negligence, or fraudulent actions of its 
servants or agents or its personnel. 

11.10 Deal with the LME in an open and co-operative manner, keeping it informed promptly 
of anything concerning the suitability of its warehouses or its continued suitability as a 
warehouse company, or about metal stored with it or that it knows will be placed on or 
taken off LME warrant, that the LME, as a Recognised Investment Exchange, which 
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has responsibility for ensuring that its markets are proper and orderly and not subject 
to abuse, might reasonably expect to be disclosed to it. 
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Conflict Management Procedures Between 
Metro and Other GS Businesses and Personnel 


Policy Issued To: Global Commodities Sales and Trading, Global Commodities 
Principal Investments, Metro Board Members, Metro Management and Staff 

Date of Issue; Friday 19®' February 2010 

The Goldman Sachs Group Inc. and its affiliates (‘GS’) own and manage many 
different types of business in many different capacities. From time to time GS may 
own, operate or manage businesses which give rise to potential conflicts of interest 
and as such the firm needs to have appropriate procedures to ensure the conflict is 
managed and that confidential information that the firm receives is safeguarded from 
misuse, misappropriation, or improper dissemination. 

One of the instances which potentially gives rise to such a conflict is the ownership 
of MITSI Holdings LLC (“Metro"), a global warehouse operator primarily engaged in 
the storage of non-ferrous metals and steel for customers of the London Metal 
Exchange ("LME") and the Goldman Commodity Sales and Trading business. 

It is imperative from a regulatory, business principle and commercial perspective that 
Metro owned / acquired information is not shared inappropriately and therefore it is 
imperative that the below procedures are complied with. 

The Commodities Compliance team and other Federation groups will conduct 
regular monitoring of all information sharing and interactions. 


A. Background Information 


Metro is owned by the Goldman Commodity Principal Investments Group (“GCPI") 
which is a sub division of the Goldman Sachs Commodities business. For the 
purpose of their dealings with the management of this company the London GCPI 
team ("GCPIL”) are permanently wall crossed on this entity. Refer Appendix 1 for 
details of relevant reporting structures. 

This structure is designed to help ensure that Confidential and sensitive information 
that GS receives as a result of its ownership of Metro does not come into the 
possession of those personnel engaged in trading activities on the London Metals 
Exchange (‘LME’). Strict adherence by personnel in the handling of confidential and 
sensitive information and in the operation of the information barriers as set out in this 
procedure is therefore critical. 


B. Metro Management Communications 


This policy sets out below the information “touch points” between Metro and 
other areas of GS and what can and cannot be shared between those groups. 


Permanent Subcommittee on Investigations 

EXHIBIT #38a 
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If there is any doubt as to what information can and cannot be shared or 
discussed please contact Commodities Compliance in the first instance i.e. 

before any information is shared. 

Metro’s “Senior employee” (as described in Appendix 2, section 6) will be 
responsible for the implementation and operation of confidentiality procedures at 
Metro and for ensuring their effectiveness. The Senior employee will work with 
Commodities Compliance to achieve this. The name of the nominated Senior 
Employee at Metro (please refer to Appendix 1), and an alternate contact in their 
absence, should be formally communicated to the GS appointed board members 
at board meetings. Any change by Metro as to who they designate as their 
Senior employee should be clearly communicated to all GS appointed board 
members on a timely basis. 

C. GCPIL Access to Metro Information and Data 

GCPIL is the area that will have access to the most sensitive Metro data and as 
such are permanently wall crossed on this data and the Metro entity. The data 
that GCPIL will receive from Metro is restricted to the extent set out by this 
policy. 

As good practice, when Metro are sending materially confidential documents to 
GCPIL they should use a password protection protocol. 

1. Data Available 

It is intended that GCPIL have regular discussions with the Metro 
management team. 

GCPIL will receive, from Metro, on a monthly basis: 

- Deal Book (Pipeline). Information detailing how much metal is contracted' to 
come into Metro. Details of the metal balance^ i.e. how much of that metal 
has yet to be delivered into Metro. Details of Warranted metal'^ i.e. amount of 
metal that is already on warrant and finally details of Not Issued metal* i.e. 
amount of metal in warehouse awaiting warranting. 

Company financials. Backward looking details of income statement, balance 
sheet and cash flows, 

- Financing Deals. Details of all outstanding financial deals such as 
discounted rent agreements. GCPIL to receive on a specific basis i.e. 
amounts and tenor of deals. 


' Although described and considered “contracted” from a company perspective, these 
contracts are very fluid and clients are entitled and do put more or less metal on warrant. 
Therefore these numbers are used as a guide only and are subject to change on a regular 
basis. 

^ Again this number is subject to change given fluidity / informality of agreements to bring 
metal into warehouse and should be used as a guide only - it is not a reliable data point. 

^ Amount of metal on warrant is disclosed to the market on a T+1 basis by location i.e, not by 
specific warehouse as received by GCPIL, however the market does have a T+1 knowledge 
of the amount of metal on warrant across the market on a location basis. 

* This is the most sensitive information and for that reason will not be passed on outside of 
GCPIL and Compliance. 
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Rent Shares. Metro’s outstanding rent share deals at month end i.e. deferred 
payment deals. For each deal the metal, quantity and freight incentive can 
be shared. 

Funding. GCPIL will receive an estimate of cash flow needs for the 
forthcoming month, cash balance, cost and revenue estimates, freight 
incentives and other capital needs. 

All information received from Metro will be on an anonymous basis i. e. client / 
metal owner names will not be disclosed by Metro to GCPIL. 

In the event GS require disclosure of a client name (in exceptional 
circumstances only). Compliance approval will need to first be obtained and 
an appropriate method and route of disclosure will be agreed upon. 


2. Data Retention and Storage 


GCPIL will be subject to the firm’s general procedures on wall crossings 
when dealing with the aforementioned Metro data. Best practice includes: 

- All data should be stored on GCPILs segregated Metro shared drive which 
cannot be accessed by anyone outside of GCPIL. 

- All confidential market sensitive data (as received under this section of the 
policy must be password protected when being sent outside of GCPIL. 

- All hard copy information must be stored in the locked Metro cabinet 

- All conversations with Metro where this data (market sensitive as described 
above) is being discussed, including live discussions or telephone 
conversations must take place away from the trading floor 

- All redundant paperwork to be discarded in the confidential waste bins 

GCPIL will be responsible for fulfilling the firm’s record keeping obligations by 
storing all information received from Metro and all Metro management 
information packs on the GCPIL confidential drive, 

3. Data Usage 

GCPIL will be provided with the above data in order to work with GS Treasury 
on financing Metro and in order to prepare analysis and information packs for 
the Board of Directors. 

GCPIL are permitted to share this data with GS Controllers. 


D. Board Members Access to Metro Information and Data 

All Metro Board members are permanently wall crossed on Metro. The Board 
Information Pack received by the Board should not be passed on to anyone 
else, without first consulting with The GS Commodities Compliance Department 
(“Commodities Compliance”). 

Despite being wall crossed the Board will only be entitled to receive certain 
pieces of information in a pre-agreed format NB. this will not be the same 
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access to information as GCPIL, The structure of information supplied to the 
Board is intended to ensure that no forward looking price sensitive non-public 
information is disclosed. 

On a monthly basis GCPIL will prepare a monthly board information pack to be 
distributed to the Board of Directors ("Board”), 

1. Board Information Pack 

The board information pack will be prepared by the GCPI team on a monthly 
basis and submitted to the Board. This pack will be prepared using month 
end data (i.e. a snapshot of Metro company information on the last business 
day of the month) and will be supplied to the Board no earlier than 3 business 
days after the date of the snapshot. The board information pack must be 
simultaneously sent to the Commodities Compliance at the time of 
submission to the Board. 

The board information pack will contain: 

Deal book. Board permitted to receive forward looking projections outlined 
on a S basis without dates of metal in and out, details of metal type or client 
names. If GCPIL believes that providing this information, even on an 
aggregated basis, is likely to provide information that is market sensitive, 
Commodities Compliance should be consulted prior to information being 
provided. 

- Financing Deals, Current deals i.e. quantity can be disclosed without the 
forward looking dates of metal on and off of warrant. 

- Metal balances 

- Management summary report - a summary of the companies previous 
months activities 

- Management financials. Unaudited income statements, balance sheet and 
cash flow. 

In the event the board needs access to confidential, market sensitive 
information outside of what is approved under this policy i.e. the board 
information pack then Commodities Compliance will need to approve receipt 
of the information. Under these circumstances approval will only be granted 
if the following criteria are met: 

a specific market or company event has arisen which requires the company 
to react or prepare itself 

It is a one off request for the information i.e. a snap shot of information will be 
provided and information will not be provided on an ongoing basis 
Information is shared on a need to know basis only and is not broadly 
disseminated to all. The list of recipients to be approved by commodities 
compliance. It may be that information is shared with only some Board 
members and not all. 

- The information is lagged, anonymous and aggregated as far as possible and 
the format pre-approved by commodities compliance. 

Board members are not permitted to disclose any information to anyone 
outside of the Board. 
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The board information pack is permitted to be distributed, with commodities 
compliance approval, to: 

GS Management Committee members 

GS federation personnel, as approved by Commodities compliance 

Note this should be conducted in line with firm’s wall crossing procedures on 
conduct and data (Please also refer to the Goldman Sachs Group, Inc. (and 
its affiliates) Policies Regarding the Safeguarding of Confidential Information: 
The Chinese Wall and Other Information Barriers. 

2. Data Retention and Storage 


All Metro information received by the Board from GCPIL must be stored only 
on designated personal drives and must not be stored in any drive which can 
be accessed by any other team members or any other persons. 

Board members are wall crossed on Metro and therefore are subject to the 
firm’s wall crossing procedures on conduct and data (Please also refer to the 
Goldman Sachs Group, Inc. (and its affiliates) Policies Regarding the 
Safeguarding of Confidential Information: The Chinese Wall and Other 
Information Barriers. 


3. Other Communications and Information Sharing 


Board meetings will be conducted such that individuals can satisfy their 
responsibilities as a Board Member, which will include discussions between 
Metro’s management team and the Board. All parties should only discuss 
data and information in line with descriptions above and should not be 
discussing any market sensitive information. 


£. Metro Communication with GS Commodities Sales and Trading 
and Other GS Non-Exempt Personnel^ (“Sales and Trading’’) 

It is very important that the appropriate Chinese Walls are maintained between 
Goldman Sachs commodities sales and trading and the Metro business. Much 
of Metro’s business information is confidential and sensitive to either the 
underlying metal market or Metro's clients. Metals Sales and Trading are not 
entitled to receive any of this information. 

Metro may only discuss with Sales and Trading non-confidential information 
which it would routinely share with other third party clients. 

The types of discussions which are permitted between sales and trading and 
Metro are: 

- discussions around warranting of metal on behalf of sales and trading 

- logistical Information about the current environment 


Exempt personnel include GS Federation personnel who have been pre-approved by 
Commodities Compliance to receive information from Metro and who have been wall 
crossed. 
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- logistical advice about moving or storing metal 

It is strictly prohibited for Metro staff to disclose to sales and trading any 
information about pending metal deposits or withdrawals or to give any 
specific information relating to storage terms, client deals or financing 
transactions. It is also prohibited for Metro staff to share any information 
which is reported to or published by the LME ahead of publication to the 
market (Refer to Appendix 2, section 2 for the LME’s definition of 
“Confidential Information”) 


F. Separation of Personnel 

1. Metro Management 


All Metro management and staff are situated in office locations that are 
physically separate from those of GS management and staff i.e. The Metro 
team are not based in GS offices. All Metro staff are and will continue to be 
treated as visitors if they visit GS offices i.e. they will not be issued with 
employee security passes and will be escorted once on GS premises. None of 
the management of Metro’s day to day activities including the arranging of 
financing deals, arranging of contracts for metal, movement of metal on and off 
warrant, should be conducted from GS premises. 

If GS and Metro want to share an office location, then this should be referred to 
Commodities Compliance for consideration of the appropriate controls that 
would need to exist (Refer to Appendix 2, section 5C). This would require 
Commodities Compliance pre-approval. 

2. GS Personnel 


A similar restriction applies to GS personnel who should be located in office 
locations that are physically separate from those of Metro management and 
staff. Should GS employees need to visit Metro's offices they should be 
accompanied by Metro management when visiting. Any exception to this rule 
must be approved by Commodities Compliance. Metro should also include in 
their visitor log the time and date of any GS personnel that have visited their 
offices. This information should be made available to Commodities Compliance 
on request, within a reasonable timeframe. 

Within GS offices it is similarly important that there is appropriate segregation 
between the GS appointed Metro Board members and those persons trading on 
behalf of GS as a member of the LME. The desk and office location of these 
staff should be discussed with and agreed with Commodities Compliance. 


3. Board meetings 

Board meetings will be an occasion when there will be attendance at the same 
location by both GS Appointed Board members and Metro management. Any 
board meetings that are held on GS premises should be held at a location that is 
physically remote from any trading floors. The board minutes should record 
details of the address location of the meeting and the attendees and invitees of 
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the meeting. This information should be made available to Commodities 
Compliance on request. 

G. Inadvertent Receipt or Disclosure of Confidential or Nonpublic 
Information 

In line with GS policy, if a GS employee inadvertently becomes aware of 
information they suspect may be non-public information about Metro, then they 
must restrict their activities relating to the information they have received and 
must contact the Control Room and/or Commodities Compliance. 

In the event an individual is inadvertently or erroneously tainted i.e. is 
given information which under the terms of this procedure they are 
prohibited from receiving, it is the responsibility of the individual who 
gave the information and the individual who received the information to 
inform a member of Commodities Compliance IMMEDIATELY. 

H. Personal Account Dealing 

All Metro Board members, GCPI members and Metro staff and management are 
prohibited from executing any personal account trades in base metals contracts, 
physical base metals, contracts or derivatives with a base metal underlyer or any 
other base metals related investments. 


I. Disciplinary Sanctions 

In line with the LME Notice 98/213 issued on 13'" October 1998 regarding the 
‘Relationship between members and warehouse companies' a breach of the 
procedures that they set out by either a member or related warehouse company 
will be regarded as an act of misconduct and will result in disciplinary action and 
the imposition of a severe penalty. 

Therefore all relevant personnel who receive this procedure and are involved 
with this business should also familiarize themselves with the details of the 
Notice which is included in Appendix 2 of this document and is also available at 
the following website link 

httD://www.lme.co.uk/downloads/notices/98 362 ASSO.odf . 

The firm takes any misuse, misappropriation, or improper dissemination of 
confidential information seriously. Misuse and misappropriation of confidential 
information can violate contractual obligations, laws, rules, or regulations in 
various jurisdictions in which the firm does business and give rise to both civil 
liabilities and criminal penalties for the firm and for individual employees. 
Furthermore, even the suggestion of misuse or misappropriation of confidential 
information can lead to serious reputational harm for the firm. For employees, 
violations of these policies may lead to disciplinary action, including dismissal, 
and may need to be reported to regulatory or legal authorities and/or future 
employers. 


February 2010 


Page 7 


CONFIDENTIAL 


FRB-PSI-602463 



1207 


Conflict Management Procedures Between Metro and Other GS Business and Personnel 


J. Complaints and Dispute Resolutions 

Should a dispute or compiaint arise then this should be escalated to 
Commodities Compliance and handled in accordance with the normal complaint 
and dispute procedures. Details of the dispute or complaint should not be 
discussed with any other parties until it has been reviewed by Commodities 
Compliance. 


K. Gifts and Entertainment 

Any request to provide gifts or entertainment by either GS or Metro should be 
approved and provided in accordance with the firm’s gifts and entertainments 
policy. No gifts should be made between GS and Metro. All Entertainment 
requests between GS and Metro will need to be pre approved by Commodities 
Compliance. In all cases regard must be given toany potential conflicts that could 
be seen to arise as a result of GS and Metro's relationship and / or the nature of 
the gift or entertainment.. 
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Appendix 1 - GS Individuals Responsible Under the Terms of 

this Policy 


London GCPI team (“GCPIL”) 

Francesco Ciardi 
Jacques Gabillon 
Ingmar Grebien 
Chen-ryung Leo 

Commodities Business Reporting Structure 

The London GCPI team reports into Greg Agran and ultimately Isabelle Ealet, 
Greg Agran has no responsibility for the Metals sales and trading business and 
is not able to manage or influence risk management of that business. Isabelle 
Ealet is ultimately responsible for both the GCPI business and the Metals sales 
and trading business, Isabelle is a member of the Goldman Sachs Management 
Committee and is one of the employees at the firm who is considered to be a 
‘Supra Wall' individual i.e. is a person who by virtue of their function and level of 
seniority may have ongoing access to information from departments that are 
separated by a Chinese Wail and/or informational barrier. 

Metals sales and trading is a part of the Commodities Division and is managed 
by Steve Branton-Speak (Trading) and Leslie Biddle (Sales) who report directly 
into Isabelle Ealet. 


Metro Board Members 


Greg Agran 
Victoria Attwood Scott 
Max Bulk 
Jacques Gabillon 
Philip Holzer 
Bob Mancini 
Dermot McDonogh 
Ken Murphy 


GCPI 

Compliance 

Operations 

GCPI 

Securities Division 
GCPI 

Controllers 

Archon 


Stephen Branton-Speak 

Stephen Branton-Speak is an LME Board Member. In the same way that 
Stephen removes himself from any decisions or discussions regarding Goldman 
Sachs International he will also remove himself from any discussions or 
decisions regarding Warehouses and / or specifically Metro. The LME are 
aware of Stephen’s relationship with Goldman Sachs International and Goldman 
Sachs International’s relationship with Metro. 
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Metro Senior Employee 

Chris Wibbleman is the nominated Senior Employee at Metro responsible for the 
implementation and operation of confidentiality procedures. Chris will work with 
Commodities Compliance to fulfil his obligations in this role. 


GS Commodities Compliance Contacts: 


Victoria Attwood Scott 

Global 

+ 44 207 552 2401 

Seung Earm 

Oliver Haynes 

London 

London 

+ 44 207 552 4270 
+ 44 207 TBC 

Yael Levy 

David Herrmann 

New York 
New York 

+ 212 357 2332 
+ 212 902 0187 

Gail Koh 

Singapore 

+ 65 6889 2399 

Naoko Ehara 

Tokyo 

+ 81 3 6437 1793 
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APPENDIX 2 - LME Notice 98/213 issued on 13''' October 1998 

———From Executive Director: Regulation and Compliance 

To: ALL MEMBERS, WAREHOUSE COMPANIES AND THEIR 

LONDON AGENTS 

Ref: 98/362, A:350, R:020, W:071 

Date: 13 October 1998 

Subject: RULE ADDITION - RELATIONSHIP BETWEEN MEMBERS 
AND WAREHOUSE COMPANIES: CONFIRMATION OF 
NOTICE 98/213, A:207, W:033 
Introduction 

Notice 98/213, A:207, W:033 set out proposals by the Board of Directors to 
introduce rules to require “Chinese walls” between a member of the Exchange 
and a related warehouse company. The proposed provisions were designed 
to prevent the misuse of confidential and price sensitive information and to 
ensure that members and warehouse companies could compete with each 
other on equal terms. The proposals were subject to consultation. 
Consultation 

Of the responses to the consultation, all but one were supportive of the 
Board’s proposals. The one non-supportive respondent believed that 
members of the Exchange should not be allowed to own warehouses. Any 
rule which attempted to prevent members owning warehouses would, 
however, be in conflict with UK competition law and with the way potential 
conflicts of interest are addressed elsewhere in the UK’s financial regulatory 
structure. 

Several respondents suggested, in order to prevent warehouse abuses with 
any party, that the proposals should be widened to include all commercial 
agreements/relationships between members and warehouse companies 
which fall short of ownership. The Board’s attention has been drawn to 
various comments and reports alleging payment of exceptional inducements, 
demand for a variety of substantial charges in addition to EOT charges and 
impediments to speedy physical re-delivery out of warehouses. The 
Exchange is looking into these matters and is reviewing, as a matter of 
urgency, its contractual arrangements with warehouse companies to ensure 
that LME approved warehouse companies and their placing metal on warrant 
adhere to the spirit as well as the letter of the LME rules. The Board will give 
consideration to making changes to warehousing rules where considered 
appropriate in the light of this review. The specific issues relating to common 
ownership of members and warehouse companies need to be addressed 
separately through the introduction of “Chinese walls” procedures. 

On the details of the Board’s proposals, amendments have been introduced 
in 

two areas in the light of the consultation. Under section 2 of the proposals - 
Definitions - it has been made clear that 'confidential information’ includes 
any information which a warehouse company acquires through its 
warehousing activities in respect of specific LME brands, ahead of general 
publication by the LME. This clarification Is incorporated by a new 2iv of the 
new rule addition set out below. Second, Ci of the proposals has been 
amplified to require that where the personnel of the related warehouse 
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company and the member occupy the same premises, security access 
systems must be installed to prevent unauthorised access by the related 
company’s personnel. 

Rule Addition 

The Board of Directors has approved the rule changes and guidance as set 
out below. The new procedures come into effect immediately. 

1 Background 

The review by the Financial Services Authority (formerly the Securities and 
Investments Board) of the LME and the metals markets raised aspects of the 
relationship between warehouse companies and members which are 
potentially open to anti-competitive and distorting behaviour. 

Concern centred around the independence of members and warehouse 
companies from one another, the flow of information between them and the 
existence of systemic advantages which could restrict the ability of both 
members and warehouse companies to compete with each other on equal 
terms. The main areas of concern are:- 

1 the possibility that a member might gain access to price and/or 
commercially sensitive information from a warehouse company; 

ii the possibility that a member could pass commercially sensitive 
information gained from having access to one warehouse 
company to another warehouse company; 

iii the ability of a member to advantage one warehouse company 
by offering warrants from a competing warehouse company to 
customers at a discount; and 

iv the effect of long term storage deals restricting the amount of 
LME stocks in circulation. 

These issues are of most concern and give rise to serious potential conflicts 
of interest where a member and a warehouse company are both part of the 
same group. 

In the light of both UK competition law and the dependence, throughout the 
UK's regulatory structure, on “Chinese walls” to handle conflicts of interest, it 
is 

not open to the LME to prevent the common or related ownership of LME 
members and warehouse companies. This Notice, therefore, proposes 
provisions and procedures to establish and enforce strict “Chinese walls” 
between a member and a related warehouse company. These provisions are 
designed to prevent the misuse of confidential and price sensitive information. 

2 Definitions 

For the purposes of this Notice: 

“Confidential Information” means, in respect of a warehouse company’s 
business, any of the following, ahead of general publication by the LME: 

i stock figures for LME deliverable metal; 

ii all information relating to proposed or actual shipments of LME 
deliverable metal to be made or received by that warehouse 
company (including, in respect of shipments to be made by that 
warehouse company, any information of a commercially 
sensitive nature given to that warehouse company by the 
shipper, his agent or the recipient of that shipment, such as the 
identity of the customer, customs information, etc); 

iii all information related to the issuance, holding and cancellation 
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of LME warrants by that warehouse company; and 

iv any other information in relation to specific LME brands which a 

warehouse company acquires through its warehousing activities. 

“Related warehouse company” means a warehouse company which is a 
subsidiary or holding company of a member, or a subsidiary or holding 
company of one of a member’s subsidiaries or holding companies. The terms 
“holding company” and “subsidiary” have the meanings given to them in 
section 736 of the Companies Act 1985. 

3 Members’ and Warehouse Companies’ Obligations 

Under the terms of the Conditions and Obligatory Procedural Notes for 
warehouse companies, a warehouse company is prohibited from revealing 
Confidential Information to other entities. This prohibition is an important part 
of the Exchange’s rules and practices designed to ensure the orderliness of 
its market. 

A member which encouraged or facilitated a warehouse company to breach 
these prohibitions would itself be in breach of its obligation to observe high 
standards of integrity and fair dealing and high standards of market conduct 
under Regulation 9.6 of Part 2 of the LME’s Rules and Regulations. 

Equally, a member which took advantage in its trading of Confidential 
Information would be in breach of Regulation 9.6. 

4 Members and Related Warehouse Companies 

The risk that Confidential Information may pass between a warehouse 
company and a member is increased if they are both companies in the same 
group. A member must not unfairly take advantage of its group relationship 
with a related warehouse company by utilising Confidential Information in a 
way which would jeopardise the proper functioning of the metals market, or 
breach any of the Financial Services Authority’s Statements of Principle, with 
which all members must comply, along with the LME’s own Rules and 
Regulations. 

It is essential that personnel engaged in trading activities do not come into 
possession of any Confidential Information. The LME considers that 
members will only be able to satisfy this requirement if appropriate 
procedures 

exist within both the member and the related warehouse company. Within the 
member itself, this will require that all personnel engaged in trading activities 
are made aware of the confidentiality procedures adopted by the related 
warehouse company to comply with the requirements set out in 5 below, and 
advised that if they inadvertently come into possession of any Confidential 
Information they must not trade on the basis of the information. Strict 
procedures as set out below must be put in place within the member itself to 
ensure these provisions are complied with. 

5 Procedures to be followed 

In order to ensure that Confidential Information is properly protected where a 
member has a related warehouse company, the Exchange will expect the 
member and the related warehouse company to put in place procedures 
which satisfy the following requirements: 

A “Need to Know” Principle 

Access to Confidential Information must be given only to those 
personnel whose responsibilities could not be carried out without such 
access. The LME expects related warehouse companies to organise 
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their affairs in such a way that this number is kept to a minimum. This 
should be the case both for personnel within the related warehouse 
company and within the related member. Normally, for the related 
member, and even then only in exceptional circumstances, such 
information will be confined to common directors. 

B Physical Separation 

i All Confidential Information must be kept in a secure location to 
which only authorised personnel have access. Access to 
unauthorised personnel must be effectively restricted (i.e. by 
locked door, security card, signing in and out procedure etc.). 

ii All Confidential Information held within a computer system must 
be accessible only by authorised personnel and be protected by 
a password. Passwords should be changed at regular intervals. 

C Separation of Personnel 

i Related warehouse company personnel should be physically 
separated from the personnel of the member. Where they 
occupy the same premises, security access systems must be 
installed to prevent unauthorised access. 

ii it is obviously essential that personnel with access to 
Confidential Information do not also carry out any functions for 
the member, although the LME acknowledges that for strategic 
reasons it may be necessary for an employee of the member or 
related warehouse company to be a director of both that related 
warehouse company and a member. In these circumstances 
strict procedures must be put in place regarding board meetings 
etc, to ensure that no Confidential Information is disclosed by 
that director to other personnel of that member. 

Hi Both the member and the related warehouse company must 
maintain a contemporary record of personnel sitting on each 
side of the “Chinese wall”. 

D Employee Awareness 

i It is essential that related warehouse companies ensure that 
relevant personnel are familiar with the procedures adopted to 
comply with this Notice and abide by them. It must be 
impressed upon relevant personnel that their obligations apply 
both during and outside of office hours. Employees must be 
trained in the procedures adopted and reminded of their 
obligations on a periodic basis. 

ii Each employee who has access to Confidential Information 
should also be given a set of written procedures to follow. 

iii Relevant employees should sign acknowledgements that they 
understand and will adhere to the confidentiality procedures. 

iv Internal sanctions should be established for breach of the 
confidentiality procedures and strictly enforced. Depending on 
the nature of the breach, sanctions may range from written 
warnings to dismissal. 

6 Senior Employee 

Related warehouse companies will be expected to appoint a senior employee 
who will be responsible for ensuring that the confidentiality procedures 
adopted are effective and are followed. Members’ own compliance officers 
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wiil be responsible for ensuring that members adopt and follow fully compliant 
procedures. Ultimately however, the LME will look to directors of the member 
to put in place procedures designed to ensure compliance with the terms of 
this Notice. 

7 Duty to Inform LME 

A member which comes into possession of any Confidential Information, 
whether through an employee or any other related party such as a Non- 
Executive Director or consultant, and whether from a related warehouse 
company or otherwise (or which is otherwise aware of a breach of these 
procedures) must immediately inform the LME of that fact. 

8 Discounted LME Warrants 

A member with a related warehouse company which is operating a listed 
warehouse in a particular location may not sell or offer to sell LME warrants 
issued in respect of other listed warehouses in the same LME approved 
Location or within a 250 mile radius of the related warehouse company at a 
discount to the related warehouse company’s LME warrants, unless it can 
demonstrate that it would have offered the same discount even if it did not 
have a related warehouse company. Subject to the above proviso, a member 
must not otherwise offer any incentive to customers to exchange or substitute 
LME warrants issued by a related warehouse company for LME warrants 
issued by any other warehouse company’s listed warehouse in the same 
Location or within a 250 mile radius of the related warehouse company. Any 
member or warehouse company which is aware of any such sale or offer 
must 

immediately inform the LME of that fact. 

9 Access to Warehouses 

Personnel of a member with responsibilities for a related warehouse company 
may not inspect metal held on LME Warrant by that member at another 
warehouse. 

10 LME Inspections 

The LME intends to make periodic and thorough inspections of members’ and 
related warehouse companies’ procedures to ensure compliance with the 
provisions of this Notice. These inspections may be conducted by third party 
professionals appointed by the LME. The cost of these inspection visits and 
any subsequent action taken will be paid for by the relevant member. 

11 Disciplinary Sanctions 

Breach of these procedures by a member or a related warehouse company 
will be regarded as an act of misconduct and will result in disciplinary action 
and the imposition of a severe penalty. 

12 Review Procedures 

The new procedures will be strictly monitored and will be reviewed after one 
year to ensure that the new system is delivering fair and transparent trading 
relations and preventing the misuse of confidential and price sensitive 
information. 

A WHITING 

cc Board of Directors 
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Effective Date: March 26, 2014 
Revision History , page 14 

For: Global Commodities Sales and Trading, Global Commodities Principal 
Investments, Metro Board Members, Metro Management and Staff 


*5 

I This Policy should be read in conjunction v/ith the London Metai Exchange t''LME”) 
Notice reference 11/334vii: A326 : W173 dated 17 Noyemberx201i; (the ' Exchange 
Notice”), the wording of which is reproduced in. AppendiXT2v :and''Goidman Sachs’ 
Policy regarding Safeguarding Confidential Information^The Chinese Wall and Other 
information: Barriers. TermsA.not defined in dhiSKPoifcy .(mciuding .the term 
"Confidential Infoimation") shall have the meaningvglN^n to them in the Exchange 
Notice. 


The Goldman Sachs Group inc. and its affiliates ("GS" or the "Firm") own and 
manage many different types of business in many different capacities. From time to 
time GS may own, operate or manage businesses which give rise to potential 
conflicts of interest and as such the Firm needs to have appropriate procedures to 
ensure the conflict is managed and that confidential information that the firm 
receives is safeguarded from misuse, misappropriation, or improper dissemination. 

One of the instances which potentially gives rise to such a conflict is the Firm's 
ownership of MITSl Holdings LLC (“Metro”), a global warehouse operator primarily 
engaged in the storage of non-ferrous metals and steel for customers of the London 
Metal Exchange ("LME”), given that the Firm has a commodities saies and trading 
business ("Commodities Saies and Trading"). 

It is essentia! from a regulatory, business principle and commercial perspective that 
Confidential Information relating to Metro and its business is not shared 
inappropriately and therefore it is imperative that the below procedures are complied 
with. 

Divisional Compliance and other Federation groups will conduct regular monitoring 
of information sharing and interactions. 


A. Background Information 

Metro is owned by the Global Commodity Principal investments Group (“GCPl”), 
which is a sub-division of the Commodities Business, in accordance with LME 
guidance and for the purpose of GCPi's dealings with the management of Metro, 
certain authorized individuals within the GCPi team (the "GCPIL individuals") are 
considered to be on the Metro side of the Chinese wali/information barrier that 
exists between Metro and the rest of the Firm (the "Information Barrier"). They 
will not however have free or unrestricted access to all Metro confidential 
information but instead will comply with the provisions of this policy. Refer to 
Appendix 1 for details of relevant reporting structures and a list of the GCPiL 
individuals. 
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This structure is designed to help ensure that Confrdentlai Information which GS 
receives as a result of its ownership of Metro is not shared with those individuals 
engaged in sales and trading activities on the LME or in the sale and trading of 
related products. Strict adherence by all personnel to the rules and requirements 
applicable to the handling of Confidential Information and the operation of the 
information Barrier as set out in this Policy is therefore critica!. These 
procedures apply to employees of both GS and Metro at all times, both during 
and outside of office hours. 


"need to know" principle 

Overarching all of the procedures and r^i^ulraments set out below is the "need to 
know’ principle: Confidenbalvinformation vmay /only be shared . those 
individuals who could not carry oubtheir responsibilities . without access to such 
Confidentiai I nformation, and only lo-.^e e^ent'.fequired tb ' enable thern to . carry 
but those responsibilities; - Youvshould notask.for or make an.efrort to obtain 
Confidential Informatiori, information. . You' are 

responsible for, considering shared, In' what’form 

and with what ievef of dbtalt;;befoteibteng-:,any.'Conii^^ information; 
Confidential information should. others .simply' !::^cause- this 

Policy allows it to be shared. •: 

For further .guidance on the, ''needstmlcnp^; principle .and- "need .to- know” 
policies, see relevant sections pf.Goidfndri'Sachs'-Poiicy regardlng.'Safeguardihg 
Confidential , Information; The Chiriese/Vyail and.dther' lnformatidn,.Bafriers; 
and/or the Metro employee handbook-T-; 


Definitions 

"Designated Individuals" are individuals who work for GS who have some degree of 
responsibility over Metro including GCPi, Metro Board Members and relevant Senior 
Management within the Securities Division. Note this definition is different to the 
definition set out by the LME in the LME Notice (as per discussions with the 
exchange). These individuals should comply with the LME rules in relation to 
designated individuals. 

“GCPIL" or “GCPIL individuals” A subset of GCPI (includes the London and 
Singapore teams only). Names provided in Appendix 1 . 

"Metro Employee" means all staff (including full time consultants) wtio work for the 
Metro entity. It does not include GCPI (including GCPIL) personnel and / or the 
Metro Board. 


B. Metro Management Communications 

This Policy sets out below the information “touch points” between Metro and 
other areas of GS and explains what information can and cannot be shared 
between them. If you are in any doubt as to what information can and cannot be 
shared or discussed please contact Divisional Compliance or Legal in the first 
instance, before any information is shared. 

Metro’s senior employee (as described in paragraph 21 of the Exchange Notice) 
(the "Senior Employee”) is responsible for the implementation and operation of 
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confidentiality procedures at Metro. The Senior Employee will work with the 
Metro board of directors (the "Metro Board"), the Control Sub Working group of 
the Board and Divisional Compliance to achieve this. The name of the Senior 
Employee (see Appendix ^) . and an alternate contact in their absence, should be 
formally communicated to the Metro Board Members at Metro Board meetings. 
In the event that Metro appoints a different individual from the person named in 
Appendix 1 to be Senior Employee, this should be clearly communicated to all 
Metro Board Members as soon as possible and In any event no later than the 
first Metro Board meeting following such appointment. 

Divisional Compliance is responsible for the implementation and operation of 
confidentiality procedures at GS and for ensuring the effectiveness of such 
procedures. 


C. GCPIL Access to Metro Information and Data 

The GCPIL Individuals are likely to have access to the most sensitive Metro data 
and, as noted above, are considered to be on the Metro side of the Information 
Barrier for the purposes of this policy. The restrictions and requirements of this 
Policy apply both to the extent of the Information and data that the GCPIL 
Individuals may receive from Metro and to the way In which such information and 
data should be handled. 

In order to preserve confidentiality and to ensure that Confidential Information 
cannot be accessed by unauthorized individuals, ail Confidential Information 
relating to Metro that is sent to GCPIL Individuals must be appropriately 
password protected. 

1. Data Available 

The GCPIL Individuals will receive a monthly data package from Metro (the 
"Metro Data"). The data will be correct as at the last business day of the 
month and will be sent to GCPIL no earlier than 3 business days from that 
date. The package will include the following information: 

- Inventory Balances: Inventory levels broken down by location and metal 
type including details on Inflows, outflows, on-warrant inventory, off- 
warrant inventory and cancelled warrants 

Deal book (pipeline): Details of agreed and expected inbound deals 
including details such as freight incentives, tonnage, outstanding balance, 
warranted and unissued material. It should be noted that these numbers 
are used as a guide only, since they represent a snapshot at a specific 
point in time and are subject to change on a regular basis. 

- Company financials; backward looking income statement, balance 
sheets and cash flow statements. 

~ Financing deals/ Commitment Summary: Financing deals i.e. 
Discounted rent agreements on a deal by deal basis including amounts, 
discounts, tenor etc. Commitment summary also includes freight 
incentive commitments for a specific month 

- Funding Requirements: Detailed cash flow forecast and funding 
requirement estimate. 
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In addition GCPIL Individuals will be able to receive specific data on an ad 
hoc basis (not ongoing or systematic) In order to answer or prepare for any 
queries from the board of directors, the board's sub groups and or individual 
board directors. For this data the 3 business day rule should apply. 

All information given to the GCPIL Individuals by Metro should be provided 
on an anonymised basis, i.e. client or metal owner names must not be 
disclosed. 

Any exceptions to C.1. must be pre-approved by Divisional Compliance and 
an appropriate route of disclosure must be agreed upon. 

2. Data Retention and Storage 

GCPIL are subject to the Firm’s general procedures on handling confidential 
information when dealing vwth the Metro Data, and as such must comply with 
the following requirements: 

- Ail electronic Metro Data and any other Confidential Information received 
electronically by any GCPIL Individual must only be stored on the GCPIL 
individuals’ segregated secure Metro shared drive, which cannot be 
accessed by anyone other than the GCPIL Individuals. 

- Ail hard copy Metro Data and any other hard copy Confidential 
information received by any GCPIL Individual must only be stored in a 
locked cabinet to which only the GCPIL Individuals have access. 

- All Metro Data and any other Confidential Information received in 
accordance with this section of the Pcrficy must be password protected 
when being sent by email to any individual who is not a GCPIL Individual 
but who is allowed to receive the information under the provisions of this 
policy. 

- Ail conversations between GCPIL Individuals and Metro during which 
Confidential Information viill or may be discussed, including live 
discussions or telephone conversations, must take place away from and 
out of earshot of the trading floor. 

- Ail redundant paperwork must be discarded in secure confidential waste 
bins. 

The GCPIL Individuals are responsible for fulfilling the Firm's record keeping 
obligations by ensuring that all Metro Data and other Confidential Information 
received from Metro is stored on the GCPIL Individuals' segregated secure 
Metro shared drive or (In the case of hard copy documents) in a locked 
cabinet to which only the GCPIL Individuals have access. 

3. Data Usage 

The GCPIL Individuals are provided with Metro Data in order to support the 
supervisory role of the Metro Board and its directors. 

The GCPIL individuals are permitted to share Metro Data with GS Divisional 
Compliance and GS Controllers. In certain circumstances and with approval 


March 26. 2014 


CONFIDENTIAL 


4 


GSPSiCOMMODS00004062 



1219 


Information Barrier Policy: Metro and Other GS Businesses and Personnel 


of Divisional Compliance. Metro Data may be shared with GS Tax, GS Legal 
or GS internal Audit to ensure oversight over financial reporting and / or 
discussion of legal and tax matters. 


4. Other Communications and Information Sharing 

GCPIL individuals are restricted to sharing Metro information in the manner 
described in this policy only. Formally the GCPI reporting line is into Heads of 
Commodities Trading Globally. If any circumstance arises which requires the 
disclosure of Metro confidential information to a business supervisor for the 
purpose of escalation or decision making then this should be pre-approved by 
Divisional Compliance and the GCPIL reporting line should be redirected and 
therefore information shared vwth Securities Division Head directly and not with 
Commodities Trading management. 


D. Metro Board Members' Access to Metro Data and other 
Confidential Information 

Any information packs provided to members of the Metro Board (the "Board 
Information Pack") must not be passed on to anyone else without first obtaining 
the approval of Divisional Compliance. A list of current Metro Board Members is 
provided in Appendix 1 . 

As part of their supervisory mandate Metro Board Members are only entitled to 
receive certain specific types of information in a pre-agreed format. The pre- 
agreed format limits the disclosure of forward looking information to a minimum 
and ensures that no market sensitive non public information is disclosed. Board 
Members, in their capacity as Board Members, do not have access to the same 
information as GCPIL Individuals. 

1. Board Information Packs 

Board information Packs are prepared in advance of board meetings by 
GCPIL Individuals for submission to the Metro Board. The packs are 
prepared using month-end data as detailed under C.I.and ad-hoc data 
addressing specific agenda items. For all data the 3 days business days rule 
applies. Before Board Information Packs are sent to the Metro Board 
Members, they must be reviewed and approved by Divisional Compliance. If 
the Board Information Packs contain any data or issues which GCPIL feels 
would give rise to a conflict for any Board Member, Divisional Compliance 
should opine on exclusion of the Board Member from discussion. 

Board Information Packs contain in general the following information: 

Inventory Levels; Historical and current on-warrant and off-warrant 
inventory levels broken down by location and metal type. 

- Deal book; Aggregated forward looking projections on a $ basis without 
details of metal movements, locations or freight incentives. If GCPIL 
Individuals have any concerns about the market sensitivity of the data 
provided (even on an aggregated basis) they should consult Divisional 
Compliance. 

- Financing deals: Aggregated quantity of current and historical financing 
deals without details of dates or discounts 
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- Company Financials: Actual and projected income statements, balance 
sheets and cash flow statements 

- Other data: Analysis and data addressing other agenda items. Other 
data should be discussed on a case by case basis with Divisional 
Compliance 

The Metro Board may only be provided with market or price sensitive 
information that is not contained within the Board Information Pack if the 
provision of such information has first been approved by Divisional 
Compliance. Such approval may only be given in the following 
circumstances: 

- a specific market or company event has arisen which requires Metro to 
react or to prepare itself; 

- it is a one off request for the information (i.e. a snapshot of information 
will be provided and information will not be provided on an ongoing 
basis); 

- the information Is shared on a need-to-know basis only and is not broadly 
disseminated to ail, in which case the list of recipients must first be 
approved by Di\flslonal Compliance - it may be that, in the event of any 
conflict of interest involving one or more Metro Board Members, certain 
information is shared with only some, rather than all, Metro Board 
Members; if the GCPIL Individuals are concerned that there is or may be 
such a conflict, they should consult with Divisional Compliance who will 
consider the issue and advise as to the appropriate course of action; and 

- the information is appropriately time-lagged, anonymised and aggregated 
as far as possible, and the content and format have been pre-approved 
by Divisional Compliance. 

Metro Board Members are not permitted to disclose any information they 
receive in accordance with the procedures and requirements set out above to 
anyone who is not a member of the Metro Board, However, the Board 
Information Pack may be distributed to the following individuals, but only if 
and to the extent that such distribution has first been approved by Divisional 
Compliance: 

- GS Management Committee members; and 

- GS federation personnel. 

Any such distribution should be conducted in line with the Firm’s Policies 
Regarding the Safeguarding of Confidential Information: The Chinese Wall 
and Other Information Barriers. 

Board Members should recuse themselves from any Board meeting or part of 
a Board meeting or issue if they feel they are in any way conflicted. 
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2 . Board Interim Updates 

GCPiL Individuals will provide Board Members with Interim Board updates. 

These may contain the same data as discussed above. 

3. Data Retention and Storage 

Ail Metro-related information received by the Metro Board from GCPIL must 
be stored only on designated, secure personal drives and must not be stored 
on any drive which can be accessed by any other team members or any 
other persons. All hard copy documents must be kept in locked cabinets to 
which only authorised staff have access. 

4. Other Communications and information Sharing 

Metro Board meetings will be conducted in such a way as to enable Metro 
Board Members to meet their responsibilities, and will include discussions 
between Metro’s management team and the Metro Board. However, 
management presentations and discussions between Metro's management 
team and the Metro Board must be limited and structured in such a way as to 
ensure that no market or price sensitive non-public information is disclosed to 
Metro Board Members. 


5. Sub Working Groups of the Board 


There are two sub working groups of the Board, the Commercial working 
group and the Control working group. These sub working groups will meet 
on an ad hoc basis when necessary to discuss and approve commercial 
decisions, in the case of the Commercial working group and control issues, in 
the case of the Control working group. Procedures under this policy apply 
equally to these sub working group. 

Among others the Commercial working group approves large {above a set 
threshold) expenditures and deals. As part of this process the working group 
might receive (anonymous) deal information on a more granular and timely 
basis than contemplated under C and D. Such information should only be 
disclosed in relation to the deal being discussed at the working group and 
disclosure should be strictly limited to GCPIL and the Commercial Working 
Group Members. Once a deal has been approved there is no certainty as to 
whether it will occur. Information about whether a deal has or has not 
occurred should not be communicated to GCPIL individuals or Working 
Group Members unless required for the purpose of further sub working group 
discussions. Any such information sharing must be disclosed to Commodities 
Compliance. 

The Control Working group retrospectively reviews incidents and issues of a 
control nature and wilt also work with the Senior Employee at Metro on the 
adherence to these information barrier procedures. 

All Metro Board meetings and Sub Working group meetings must be 
conducted away from the GS trading floor. 
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E. Designated Individuals 

There are a small number of individuals within the Firm who have 
management or control responsibility both for Metro and for GS's metals 
sales and trading business ("Designated Individuals"). In addition there are a 
small number of individuals who have control oversight over Metro and v\tio 
work with, to some degree, the GS metals sales and trading business. For 
the purpose of this policy and per discussions with the LME, these individuals 
will also be considered Designated Individuals. Designated Individuals may 
receive Confidential Information relating to Metro on a need-to-know basis. 
This information may only be shared In compliance of the terms of this policy. 
The level of information Designated Individuals are permitted to receive 
differs according to the individual and it should not be assumed that 
Designated Individuals have any specific rights to have access to Metro data. 
A record of Designated Individuals is maintained in Appendix 1 . and will be 
updated on a regular basis. Designated Individuals are required to confirm in 
writing on an annual basis that they have complied with the requirements of 
paragraph 1 1 of the Exchange Notice by signing a declaration in the form set 
out in Appendix 3. 

F. Metro Communication with Commodities Sales and Trading and 
Other GS Non-Exempt Personnel^ (together the "Business") 

It is very important that the Information Barrier is maintained between Metro 
and the Business. Much of Metro’s business information is confidential and 
sensitive to either the underlying metal market or Metro's clients, individuals 
within the Business are not entitled to receive any of this information. 

Metro may only discuss with individuals within the Business non-confidential 
information which it would routinely share with other third party clients. 
Permitted types of discussion include; 

~ discussions around warranting of metal on behalf of Commodities Sales and 
Trading: 

- logistical information about the current environment; and 

- logistical advice about moving or storing metal. 


it is strictly prohibited for Metro staff to disclose any information about 
pending metal deposits or wittidrawals or to give any specific 
information relating to storage terms, client deals or financing 
transactions to individuals within tiie Business, it is also prohibited for 
Metro staff to share any information which is reported to or published 
by the LME ahead of publication to the market. 


' Exempt personnel include GS Federation personnel who have been pre-approved by 
Divisional Compliance to receive information from Meti’O, GCPIL Individuals or the Metro 
Board 
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G. Allowing Other GS Personnel Access to Confidential 
Information 

!t is not envisaged that other GS pereonne! will require, or be given, access to 
Confidential Information relating to Metro. In the event that an exception to 
this rule is sought a written request must be sent to Divisional Compliance. 
Divisional Compliance will then evaluate the request by applying the ‘need-to- 
know' standard and with consideration of the risks associated with sharing 
the information, and will decide whether or not to allow the individual or 
individuals in question to be given access to the Confidential Information, 
Confidential Information may only be shared In this way after written approval 
has been obtained from Divisional Compliance, in the event that such 
approval is obtained, the Confidential Information will be provided on a very 
limited, exceptional basis [as specified by Divisional Compliance]. Adequate 
training must be given to the indivldual(s) receiving the Confidential 
Information, and appropriate information barriers and procedures must be put 
in place. Appropriate records must also be kept setting out the nature of the 
Confidential information, the Individual(s) to whom it has been provided and 
the measures taken to ensure that the Confidential Information is protected 
{training, information barriers and procedures). 

Commodities Compliance will have access to Metro Confidential Information 
to exercise supervision of the Infomation Barrier and controls as described in 
this policy, 

H. Separation of Personnel 

1 . Metro Management 

All Metro management and staff (excluding Metro Board Members, who are 
subject to the controls set out in Section D above) ("Metro Operational Staff') 
are and must continue to be situated in office locations that are physically 
separate from those of GS management, Commodities Sales and Trading 
and the Business more generally, i.e. Metro Operational Staff must not be 
located within OS's offices. Metro Operational Staff must be treated as 
external visitors if they visit GS's offices - they may not be issued with 
employee security passes and must not come onto the GS trading floors. All 
meetings with Metro employees should be conducted in a conference room 
away from the trading floor. None of the management of Metro’s day-to-day 
activities, including arranging financing deals, arranging contracts for metal 
and moving metal on and off warrant, should be conducted from GS 
premises. 

GS staff and Metro Operational Staff may not share an office location. Any 
proposed exception to this rule must be referred to Divisional Compliance, 
who will review the proposal and consider what additional controls will need 
to be put in place to ensure that Confidential Information Is protected. 


2. GS Personnel 

A similar restriction applies to GS personnel, who must be located in 
premises that are physically separate from those of Metro Operational Staff. 
Should any GS employees need to visit Metro's offices, they must be 
accompanied by Metro management at all times during their visit. Any 
exception to this rule must be approved by DMsional Compliance. 
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The date of the visit and the arrival and departure times of any GS personnel 
who visit Metro’s offices must be Included In Metro's visitor log, and this 
information should be made available to Divisional Compliance on request, 
within a reasonable timeframe. 

Within OS's offices it Is equally important to ensure that there is appropriate 
segregation arrangements between GCPIL Individuals, the GS appointed 
Metro Board Members and Commodities Sales and Trading staff, and in 
particular those individuals \who are involved in trading on the LME. The desk 
and office locations, dedicated printers, telephone set up changes. Metro 
related IT servers and distribution lists of GCPIL Individuals, Metro Board 
Members who are have interaction with the Globa! Commodities business 
and Commodities Sales and Trading staff should be discussed and agreed 
with Divisional Compliance ahead of any changes. 

The Metro Confidentiality Room Cthe Confi Room”) should be used by GCPIL 
individuals, Metro Board Members and Divisional Compliance to conduct 
meetings and phone calls which require the discussion of confidential 
information and when preparing the Board Infomiation pack. In addition the 
room contains a locked cabinet for storage of sensitive Metro information and 
Metro confidential information. The Confi Room is controlled by key card 
access. 

3. Metro Board meetings 

Metro Board meetings will necessarily involve GS appointed Metro Board 
Members and Metro management being together in the same location at the 
same time, in order to minimise the risks involved, any Metro Board 
meetings that are held on GS premises should be held in a location that is 
physically remote from any trading floors. The minutes of such meetings 
should record details of the address and specific location of the meeting, as 
well as all attendees and invitees. This information should be made available 
to Divisional Compliance on request. Where appropriate, certain Designated 
Individuals and or Board Members should leave Metro Board meetings for 
the duration of discussions involving Confidential Information. 


/, Inadvertent Receipt or Disclosure of Confidential or Non-Public 
Information 

In the event that an individual is inadvertently or erroneously given 
information which they are prohibited h’om receiving under the provisions 
of this Policy, It is the responsibility of both the individual who provided 
the Information and the individual who received the information to inform 
a member of Divisional Compliance IMMEDIATELY. An Individual must not 
trade based on information received in contravention of this policy or the GS 
Market Abuse policies, 

J. Duty to Notify the LME 

Any breaches of the requirements of the Exchange Notice which lead to GS 
coming into possession of Confidential Information via an employee or any other 
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party, whether or not such Confidential Information originates from Metro, must 
be notified to the LME as soon as reasonably practicable. 


K. Technology Controls 

Ail technology controls around Confidential Information within GS and Metro 
should be compliant with password best practices (i.e. passwords should be of 
an appropriate length and format complexity, should be changed on a regular 
basis, and must not be shared under any circumstances). 

All changes to technology and systems that impact or potentially impact Metro 
Confidential Information should be tested ahead of rollout to ensure that security 
is not compromised and security measures remain in place. 


L. Discounted LME Warrants 

As GS is both an LME trading member and the owner of a Related Warehouse 
Company (i.e. Metro), both Metro and GS are subject to the following provisions 
of the Exchange Notice; 

26. A Member with a Related Warehouse Company which operates a listed 
warehouse in a particular Location may not sell or offer to sell LME 
warrants issued in respect of other Warehouse Companies operating in 
the same location or within 250 mile radius of the Related Warehouse 
Company at a discount to the Related Warehouse Company’s LME 
warrants, unless it can demonstrate that it would have offered the same 
discount even if it did not have a Related Warehouse Company. 

All trades by Commodities Sales and Trading which involve the sale of 
LME Warrants at Metro or within a 250 mile radius at a discount must 
therefore be approved by the Head of Metals Trading and Divisional 
Compliance in writing piior to execution. 

27. Subject to the proviso in Paragraph 26. a Member must not otherwise 
offer any incentive to customers to exchange or substitute LME warrants 
issued by a Related Warehouse Company for LME warrants issued by 
any other Warehouse Company's listed warehouse in the same location 
or within a 250 mile radius of the Related Warehouse Company. Any 
member or Warehouse Company which is aware of any such sale or offer 
must immediately inform the LME of that fact. 

Therefore in the event an individual at Metro or at GS becomes aware of 
such a situation It must be escalated immediately to Divisional 
Compliance. 


M. /Access to Warehouses 

GS employees with responsibilities for Metro may not inspect GS's metal held on 
LME warrant at another Warehouse Company (other than Metro). 

Ail other GS employees must obtain pre-approval from Divisional Compliance 
before visiting any Warehouse Company (including Metro) to inspect GS's metal 
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held on LME warrant. FoHovtrfng a \flsit to any Warehouse, GS employees must 
confirm to Divisional Compliance that they dki not receive any confidential 
information during their \nsit or escalate any potential receipt of confidential 
information immediately. 


N. Personal Account Dealing 

Ali Metro Board Members, GCPI Individuals and Metro staff and management 
are prohibited from executing any personal account trades In base metals 
contracts, physical base metals, contracts or derivatives with a base metal 
underlyer or any other base metals related investments. 


O. Disciplinary Sanctions 

Pursuant to the Exchange Notice, a breach of the procedures set out therein by 
either a Member or a Related Warehouse Company may be regarded as an act 
of misconduct and may result in disciplinary action and the imposition of a severe 
financial penalty. 

All relevant personnel will therefore be provided with a copy of this Policy, and 
must familiarize themselves with both the terms of this Policy and the details of 
the Exchange Notice (see Appendix 2 - it is also available via the following 
website link: http://www.lme.com/notices/12540.asp . Such personnel must also 
sign a written acknowledgement confirming their understanding of and 
adherence to this Policy and the Exchange Notice in the form set out in Appendix 
3. 

GS takes any misuse, misappropriation, or improper dissemination of confidential 
information very seriously. Misuse and misappropriation of confidential 
information may violate contractual obligations, as well as the lav^s, rules and/or 
regulations of various jurisdictions in which the Firm does business. It may also 
give rise to both civil liabilities and criminal penalties for the Firm and for 
individual employees. In addition, even just the suggestion of misuse or 
misappropriation of confidential information can lead to serious reputational 
damage to the Firm. Violations of this Policy and/or the Exchange Notice by 
employees may lead to disciplinary action, including dismissal, and any such 
violations may also need to be reported to regulatory or legal authorities and/or 
future employers. GS reserves the right to take steps to vet any Related 
Warehouse Company personnel for their fitness and propriety to hold 
Confidential Information in accordance with [procedures requirecf\. 


P. Complaints and Dispute Resolutions 

Customer complaints should be escalated to Divisional Compliance and Legal 
and handled in accordance with normal complaint and dispute procedures. 
Details of the dispute or complaint should not be discussed with any other parties 
until the dispute or complaint has been reviewed by Divisional Compliance and 
Legal. 
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Q. Gifts and Entertainment 

Designated Individuals do not require approval to provide or receive gifts or 
entertainment to or from Metro providing the offer is in accordance with GS's 
Gifts and Entertainment PoHcy. If an offer falls outside of GS’s Gifts and 
Entertainment Policy, Designated lndi\flduals must obtain pre-approval from 
Divisional Compliance. 

All other GS employees must obtain PMD pre-approval to provide or receive any 
gifts or entertainment to or from Metro and any offer must be provided in 
accordance with GS's Gifts and Entertainment Policy. If an offer falls outside of 
GS’s Gifts and Entertainment Policy, pre-approval from Divisional Compliance 
must be obtained. 

In ail cases regard must be given to any potential conflicts of interest that could 
be seen to arise as a result of GS and Metro's relationship and/or the nature of 
the gift or entertainment. 


R. Third Party Assurance of Infonnation Barriers 

Pursuant to the Exchange Notice, Metro Is required to engage a Practitioner to 
provide regular assurance that the information barriers it has in place are 
compliant with the requirements set out in the Exchange Notice. Such 
assurance must be given in accordance vwth the International Standards on 
Assurance Engagement 3000: Assurance Engagements other than Audits or 
Reviews of Historical Information issued by the Internationa! Auditing & 
Assurance Standards Board, or such other standards as are notified by the 
Exchange for time-to-time. The review must be carried out and the assurance 
given on an annual basis by Metro’s auditors or any other person who meets the 
requirements set out in the Exchange Notice, as agreed between Metro and the 
LME. The report should comply with the requirements of the Exchange Notice 
and must be provided to both Metro and the LME. Metro is not permitted to 
share the report with other parties other than; 

(a) as required by the Exchange Notice; 

(b) confidentially with its own professional advisors and affiliates (except 
any Trading Company, i.e. GS); 

(c) as required by law or regulatory authority: or 

(d) as directed by a court or other regulatory body of competent 
jurisdiction. 

Ail requests to disclose this report to a third party other must be reviewed and 
approved by Divisional Compliance and Legal before the report is disclosed to 
the third party. 

The report can be shared with all Metro Board Members in their capacity as a 
Metro Board Member. Metro Board Members may only receive and use the 
report for the purpose of fulfilling their role on the Metro Board. The report 
cannot be shared with GS in any other capacity. 

Any remedial actions arising from the report should be addressed in accordance 
with the Exchange Notice. 
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S. Serious breaches of these procedures may be regarded as an 
act of misconduct and may result in disciplinary action. 


Revision History 

• 26 March 2014 {current; replaced FSAwith FCA) 

• 23 July 2012 

• 1 9 February 2010 (original; Convict Management Procedures Between Metro 
and Other GS Businesses and Personnel) 
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Appendix 1 - GS Individuals Responsible Under 

THE T ERMS OF THIS POLICY 
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APPENDIX 2 - LME NOTICE 11/334 : A326 : W173 
ISSUED ON 17 November 2011 



London Metai 
Exchange for Inf,.. 
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Appendix 3 - Annual Certification 
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Conflict Management Procedures Between 
Metro AND Other GS Businesses and Personnel 
Certification 


], 

(print name) 

confirm that I (a) have read, (b) understand and (c) will comply with the terms of the 
Information Barrier Policy: Metro and Other GS Businesses and Personnel (the 
"Policy"), and that I will notify any inadvertent disclosures of confidential 
information to which the Policy applies or breaches of the Policy of which I become 
aware to Divisional Compliance immediately. 

If I have any questions or concerns I will refer these directly to Divisional 
Compliance. 


(signature) 


(date) 


*******For Designated Individuals ONLY******* 

I confinn that I have complied with the terms of Paragraph 1 1 of LME Exchange 
Notice 11/334 :A329:W173. 


(signature) 


(date) 

Please circle your position below: 

Board Member Metals Sales /Trading Designated Individual 

GCPI Metro 

[Add other positions that may be held by relevant individuals, e.g. GS Controller, 
persons who GCPI Individuals report into named in Appendix I, etc.} 
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chadbourne 

Chadboume & PaHce LLP 
1200 New Hampshire Averiue, NW 
Washington, DC 20034 
telephone; (202) 974-5600 

Abbe David loweli 
direct tel (202)974-5605 
adloweli@chadbourne.com 


September 17, 2014 


By E-mai! 

Mr. Tyler Gellasch 

Permanent Subcommittee on Investigations 
Homeland Security & Governmental Affairs Committee 
United States Senate 
1 99 Russell Senate Office Building 
1st & Constitution, N.E. 

Washington, D.C. 20510 

Re: Follow-Up Requests 

Dear Mr. Gellasch: 

I write on behalf of The Goldman Sachs Group, Inc. (“Goldman Sachs” or the “Firm”) 
in connection with the efforts of the Permanent Subcommittee on Investigations (the 
“Subcommittee”) to better understand the nature and scope of activities of U.S. banks in physical 
commodities.* Goldman Sachs responds to the last remaining requests set forth in your email 
dated August 22, 2014, which we reproduce below for your convenience. 

Request No. 4: Please provide the average freight incentive per tonne of aluminum offered 
by Metro for each month during the period beginning February 1, 2010 through June 
2014. For each calendar year from 2010 through 2013, please provide the total amount of 
incentives paid by Metro for aluminum and indicate what portion, if any, was paid to 
Goldman. 


* The Goldman Sachs Group, Inc. is the Firm’s publicly-held parent company. Information 
relevant to the Subcommittee’s requests involves the activities of affiliates controlled by the 
Firm operating both inside and outside the United States. 


New York ; Washington, DC 


Los Angeles 


Permanent Subcommittee on Investigations 

EXHIBIT #39 
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1234 


PS! Submission, Goldman Sachs - 9.17.14 
Exhibit A 


Year 

Total Annual , 

Freight Allowance 

Paid by Metro 

' Annual Freight Allowance , 
■irpaldhyMetrotoJ. Aron* | 

2010 

$ 

36,886,081.53 

s 

4,833,782.97 

2011 

$ 

78,705,509.76 

$ 

42,837,549.73 

2012 

S 

102,810,074.24 

s 

21,239,974.82 

2013 

s 

128,841,024.47 

$ 

19,115,351.31 


* The spread that J. Aron earned on the trade constituted a very small portion ~ 
approximately 2 % ~ of the actual freight allowance that J. Aron received from 
Metro. 
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Exhibit A 


Month/Year 

' Average Mon^frelght 
Allowance Paid by Metro 
■ $/MT 

Feb-10 

S 

60.08 

Mar-10 

S 

83.06 

Apr-10 

s 

85.0S 

May-10 

s 

93.51 

Jun-10 

s 

102.95 

Jul-10 


Aug-10 

$ 

60.00 1 

Sep-10 

S 

Oct-10 

s 

60.00 i 

Nov- 10 


Dec-10 

s 

60.00 

Jan-ll 

s 

87.72 

Feb-11 

s 

84.63 

Mar-11 

s 

102.26 

Apr-li 

s 

117.44 

May-11 

s 

120.23 

Jun-11 

s 

98.54 

Ju!-ll 

s 

117.56 

Aug- 11 

s 

135.41 

Sep-11 

$ 

128.46 

OcMl 

s 

104.82 

Nov-11 

s 

119.05 

Dec-11 

$ 

80.14 

Jan-12 


Feb-12 

$ 

122.57 

Mar-12 

$ 

83.65 

Apr-12 

s 

112.49 

May-12 

s 

115.15 

Jun.l2 

$ 

109.11 

Jul-12 

s 

105.25 

Aug-12 

s 

149.82 

Sep-12 

$ 

122.67 

Oct-12 

$ 

186.89 

Nov-12 

$ 

144.78 

Dec-12 

$ 

172.18 

Jan-13 

$ 

150.48 

feb-13 

s 

160.42 

Mar-13 

$ 

183.88 

Apr-13 

$ 

109.59 

May-13 

s 

97.49 

Jun-13 

s 

163.84 

Jul-13 

s 

183.79 

Aug-13 

$ 

181.92 

Sep-13 

s 

195.16 

Oct-13 

s 

181.35 

Nov-13 

s 

174.55 

Dec-13 

s 

163.02 

Jan-14 

s 

146.46 

Feb-14 

s 

153.87 

Mar-14 

$ 

155.32 

Apr-14 

s 

Mav-14 

$ 

Jun-14 

s 
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130 D New Hampshire Avenue NW, Washington, DC 20036 

tel (203) 974-s6oa fex (202) 974-5602 

CHADBOURNE 

& PARKE LLP 


Abbe David LoweO 
directtel (202) 974 *S 6°5 
adlowellS’chaci bourne.com 


August 15, 2014 


By E-mail 
Mr. Joe Bryan 

Permanent Subcommittee on Investigations 

Homeland Security & Governmental Affairs Committee 

United States Senate 

199 Russell Senate Office Building 

1st & Constitution, N.E. 

Washington, D.C. 20510 

Re: Follow-Up Requests 

Dear Mr. Bryan: 

I write on behalf of The Goldman Sachs Group, Inc. (“Goldman Sachs” or the “Firm”) 
in connection with the efforts of the Permanent Subcommittee on Investigations (the 
“Subcommittee”) to better understand the nature and scope of activities of U.S. banks in physical 
commodities.' Goldman Sachs responds to all the remaining requests contained in your emails 
dated July 22, 2014 and July 29, 2014, which we reproduce below for your convenience. 

Request No. 6: Describe Goldman Sachs's business relationship with Alcoa and provide 
the value as of the end of 2013 of Goldman Sachs's holdings in Alcoa debt and stock, 
respectively. 

Asof December 31, 2013, Goldman Sachs' position in Alcoa’s equity was 1,707,1 13 
physical shares representing approximately 0.1596% of common stock outstanding and a market 
value of $18,146,610. These shares were held by Goldman Sachs in its capacity as a prime 


The Goldman Sachs Group, Inc. is the Firm’s publicly-held parent company. Information 
relevant to the Subcommittee’s requests involves the activities of affiliates controlled by the 
Firm operating both inside and outside the United States. 


NewYwl; Washington LosAngdes MexIcsCity ^oPauto London Moscow Warsaw K)rlv Istanbul Dubai Gtijing 


Permanent Subcommittee on Investigations 
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INTERNAL FR 


JuneSO, 2014 


RSGCID 





Board of Governors of the Federal Reserve System 


Consolidated Holding Company Report of 
'yiiF. Equity Investments in Nonflnanciai Companies— FR Y-12 


Report at the close of business as of the last calendar day of the reporting period. 


This report is required by iaw: Section 5{c) of the Bank Holding 
Company Act (12 U.S.C. § 1844(c)) and Section 10 of the Home 
Owners Loan Act (12 U.S.C. § 1467a(b)). 

The Consoiidaied Holding Company Report of Equity Investments 
in Nonfinancisi Companies is to be prepared in accordance with 


the instructions provided by the Federai Reserve System. The 
Federal Reserve may not conduct or spon-sor and an organization 
(or a person) is not required to respond to, a coiiecticn of info.'rna- 
tiOR unless it displays a curre.ntty valid 0MB control number. 


NOTE: T he Consolidated Holding Company Report of Equity Invest- 
rnents in Noriiiirancia! Companies must be signed and attested by 
an Executive Officer of the reporting holding conpany. 

I, the undersigned Executive Officer of the named holding com- 
pany, attest that tiie Consolidated Holding Comparer Report of 
Equity Investments in Nonfmandal Companies for this report 
dale has been prepared in confoimance with the instructions 
issued by tire Federal Reserve System and is true and correct to 
the best of my knowledge and belief, 

S ergio Lupetin 

Piiny;<J Name of Executive Officer at Holding Company (BHEl C490) 

Managing Dire cto r 

T'itte o) Executive Officer of Holding Company (BHEf 0491) 


Signature of Executive Officer ol Holding Company 

08/ 04/2014 

Datti'of Signature (MM/DDATYY) (BHE! Jl'^) 


Date of Report; June 30 . 2014 

Month / Day I Year (SHE! 3S99) 


MORGAN STANLEY 

Legsl Name of Holding Company {TEXT 9010) 

1585 BROADWAY 

(Mailing Address of Holding Company) Street rP.O, Box (TEXT 9110) 

NEW YO RK NY_ J 0_q36 

City (TEXT 9130) State (TEXT 9200) Zp Code (TEXT 97.20) 


For Federal Reserve Bank Use Only 

RSSDID 

C.l, S.F 


Person to whom questions about this report should be directed: 


Name/TiBe (TEXT 3901) 


Area Cede / Phofie Number (TEXT 8902) 


Area Code I FAX Number (TEXT 9116) 


E-maS Address (TEXT 40SS) 


iig inJnrmiUion coBtsSion. Commenls regarding this tiurew esSmaSe w any omer as?>aa of ffiis intormation collection. 
! 0 ;- 0 oCO), V.aiihingico. DC 2D503. 


I’crituipviit Subfi'inmittt' t’ on Inn-stigitticins 

EXHIBIT #43 


FRB-PSi-800009 , 

PSi-FRB-1?-OOOOi; 
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INTERNAL FR 

• ^ ^ .NLE' 


JuneSO 2014 RISD'L :,C1"50 

F-r , 

i __ 


Schedule A: Type of Investments 

(if Ro activity or if the following section does not apply, please enter zero "O".) 



{Column A) 
Acquisition Cost 

(Column 3) 

Net Unreafeed 
Holding Gains 
Not Recognized 
as Income 

(Column C) 
Carrying 

Value 

(Column Dl 
Publicly 
Quoted Value 

Dollar Amounts in Millions 

BHEI 

Bi! 

Mi! 

BHE! 

Bil 

Mil 

SHE! 

bi' 

Mil 

BME'j PI ; ,\’il 

1, Direct investments in public entries 

C083 


9fi1 

C089 


0 

C090 


SFil 

C09li ' 

2, Direct investments in nonpublic entities 

C083 

4 

217 

C034 


0 

C095 

2 

B1c 

I 


COS7 

5 

847 

cnsR 


0 

rm9 

g. 

378 

■ i 

4. Total portfolio (sum of items 1, 2, and3) 

C101 

11 

025 

Cl 02 


0 

C103 

10 


■ 


1, Totai portfolio., 


[ Number of Companies I 

BHEl! 1-10 ! 

11-25: 

25-100! 

100+ 

ciooi i 


100 1 




(Goiufnn A) 
Acquisition 

Cost 

(Column B) 

Ne! Unrealized 
Holding Gains 
Not Recognized 

3S Income 

(Column C) 
i Canying 

Value 

Ddlar Amounts in Millions 

BHEI I Bil I Mii 

BHEl! Bil 1 Mil 

iBHEl] iiFT Mi! 

Financial holding companies only 




2., Investments held under Merchant Banking (6LBA) author!^ 

Cioil 5 1 156 

ciosl 1 0 

icioel 4 1471 


Dollar Amounts in Miiiions jBHElj Bii f Mil 


Only for holding companies filing FR Y-9C 
3. Piii-tax itripact on net income from items 1. 2. and 3 above {1349 3 




Off-Balance-Sheel 



Amoun! 


Dollar Amounts in Millions 

BHEl] Bil 1 Mil 

For ail holding companies 

4. Investments managed for others 


C71^ 5381 M2 


Doitar Amounts in Millions BHEt I 8ii Mil 


Income Amoiin} 


Only for holding companies filing FR Y-9C 

5, Pre-tax impact of management fee income (from item M4 above) .. 


J443 1 1 794 


M.4. 


M.5, 


FRB-PSI-800010 

PSi-FRB-12-00001 


CONFIDENTIAL 
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INTERNAL FR • ^ June30,2O14 ^ RSSDiD- 21S2366 

iViOK Gm N SlANLEt r>. 

J une 30 , 2 01^1 

As-ol Date 

Schedule B: Type of Security 


DoHar Anrounts in Millions 

{Column A.) 
Acquisition 

Cost 

(Coiumn B) 
Csiiying 

Value 

SHE! 

Bi! 

Mil 

SHEl 

Bil 

Mil 


C107 

1 

676 

C10S 

1 

«3 


C109 


152 

C110 


esi 


cin 

q 

197 

CI12 

8 

510 ' 

4. Total portfolio {sum of items 1, 2. and 3) 

C113 

n 

025 

C114 

10 

031 i 


Memoranda 
1 Unused equity commifments 



Off-3alancs-S5eet 


Amouii! 

Dollar Amounts in Mnlions 

BHEli Bit i Mil 


C115I ) 386 


2. Does the holding company hoid any warrants or shnilar instruments received in connection with equity 
investment activity? {Enter”!" for yes; enter ”0” for no.) 


Schedule C: Type of Entity within the Banking Organization 



(Column A) 
Acquisition 

Cost 

{Column 8) 

Net Unrealized 
Holding Gains Not 
Recognized as 
incofTte 

(Coiumn C) 
Carrying 

Value 

Dollar Amounts in Millions 

BHEI 

Bil 

Mil 

BHEI 

Bli 

Mil 

BHEi 

Bil 

Mil 

1, Depository ins^tutions: 




C117 


0 

C718 


0 

C118 


0 




0 

C719 


"o^ 

Cl 22 


0 


Cl 26 


0 

C720 


0 

C127 


0 

2, Parent holding and other nonbank subsidiaries; 




C136 


0 

C721 


0 

C137 


0 


C722 


0 

C723 


0 

C724 


0 


C131 


541 

C725 


0 

C-I32 


435 


C726 


543 

C727 


0 

C728 


946 


C1A5 

9 

941 

C729 


0 

C146 

8 

650 


C150 

11 

025 

C730 


0 

C1i51 

10 

031 






C155 

8 

022 

C749 


0 

Cl 56 

. i_ 

769 

2. Foreicn investments 

C157 

3 

003 

C750 


0 

C156 

2 

262 


CONFiDENTiAL 


FRB-PSI-800011 C'.V20i3 

PSl-FRB-1 2-00001 4 
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2. includes Morgan Stanley Leveraged Co-Investment Partnerj 
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^mCB¥EB 

By Docket Room at ^ T-S* 2014' 

*v / 

liMTED STATES OF AMERICA 
BEFORE THE DEP^VRTMENT OF ENERGY 
OFFICE OF FOSSIL ENERGY 

) 

) FE Docket No. 14-63-CNG 

) 


APPLICATION OF 

WENTWORTH GAS MARKETING LLC 
FOR LONG-TERM AUTHORIZATION TO 
EXPORT COMPRESSED NATURAL CAS 

Pur.suant to Section 3 of the Natural Gas Act (“NGA”)' and Part 590 of the Department 
of Energy’s (“DOE”) regulations," Wenhvorth Gas Marketing LLC (“Wentworth Gas”) hereby 
submits this application with the DOE, Office of Fossil Energy (“DOE/FE”) for long-term 
authorization for Wentworth Gas to export up to approximately 60 billion cubic feet (“Bcf ’) per 
annum (60 trillion Btu/year) (equivalent to approximately 5.0 Bcf per month (5.0 trillion 
Btu/raonth) or 0.166 Bcf per day (0,166 trillion Btm'day)) of domestically produced compressed 
natural gas (“CNG”) for a 20-year period, commencing on the earlier of the date of first export or 
five (5) years from the date the requested authorization is granted (the “Application”). 
Wentworth Gas seeks authorization to export CNG using intemiodal transportation containers 
via truck and ocean-going catrier from the State of Texas to any country with which the United 
States currently has, or in the future may enter into, a free trade agreement (“FTA”) requiring 
national treatment for trade in natural gas, 

Wentworth Compression LLC (“'Wentworth Compres,sion"), an affiliate of Wtentworth 
Gas, intends to construct, own and operate a CNG compression and container loading facility 
(the “Facility”) near the Port of Freeport, Texas, off Brazoria Interconnector Gas Pipeline 


’ LSU.,S,C,§ 717b (2013). 

' 10 C.F.R. Pt, 590 (2013). 

PoiTiKMU'!'! .‘n'lltconiiiiittec on Investigations 

EXHIBIT #45a 


WEN'nVORTH GAS 
MAR.KET1NG LLC 
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(“BIG”), an intrastate pipeline performing natural gas transportation within Texas. Wentworth 
Compression will receive gas from the BIG system via a third-party, intrastate lateral pipeline, 
approximately eleven miles in length, Wentworth Compression will compress and containerize 
the natural gas, and sell up to 60 Bcf per year (0.166 Bcf per day) of containerized CNG to 
Wentw'orth Gas. Wentworth Compression will ensure that all requisite regulatory approvals are 
obtained for the CNG compression and loading facilities contemplated in this Application. The 
timing for completion of the Wentworth Compression Facility is approximately 12 months from 
the date that final regulatory approvals are obtained. 

Wentworth Gas, in turn, will make both domestic and export sales of the containerized 
CNG purchased from Wentworth Compression. At this time, potential domestic markets include 
vessel fuel sales, enhanced oil recovery applications, and local CNG fueling stations. It currently 
is contemplated that all containerized CNG sold by Wentworth Gas for export will be sold to 
entities located in FTA countries. Wentworth Gas will act as export agent for these CNG sales to 
entities in FTA countries. Wentworth Gas reserves its right to seek an export authorization to 
countries with which the United States does not have a Free Trade Agreement (non-FTA) in the 
future, should appropriate market opportunities present themselves in such jurisdictions. 

Wentworth Gas’s authorization as described herein is consistent with the public interest 
and should be granted by DOE/FE under the applicable statutory provisions governing the 
exportation of natural gas to FTA countries.^ Wentworth Gas requests this authorization both on 
its own behalf and as agent for others for up to approximately 5.0 Bef/month of CNG to any 
permitted destination. In the near term, the project intends to sell domestically produced CNG to 
entities in the Dominican Republic, Panama, Guatemala, El Salvador, Honduras and Costa Rica 
(each an FTA country). 

’15U.S.C. §717b. 


2 
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In support of this Application, Wentworth Gas respectfully states the following: 

I- COMMUNICATIONS A>'D CORRESPONDENCE 


All communications and correspondence regarding this Application should be directed to 
the following persons; 


Deborah Hart 
Vice President 

Wentworth Gas Marketing LLC 
2000 Westchester Avenue 
Purchase, New York 10577-2530 
Tel; 914-225-1430 
Fax: 212-507-8843 

Email; Deborah.Hart@morganstanley.com 


Paul F. Forshay 

Michael A. Stosser 

Sutherland Asbill & Brennan LLP 

700 Sixth Street, N.W., Suite 700 

Washington, D.C. 20001-3980 

Tel,: 202-383-0100 

Fax: 202-637-3593 

Email: paul.forshavfalsutherland.com : 

michael.stosser@,sutherlarid.com 


II. DESCRIPTION OF THE APPLICANT 

The exact legal name of the applicant is Wentworth Gas Marketing LLC, a Delaware 
limited liability company with its principal place of business at 2000 Westchester Avenue, 
Purchase, New York 10577. Wentworth Gas is a wholly owned subsidiary of Wentworth 
Holdings LLC, a limited liability company organized under the laws of Delaware, which in turn 
is indirectly owned by Morgan Stanley, a corporation formed under the laws of Delaware, with 
its principal place of business at 1585 Broadway, New York, New York. Wentworth Holdings 
LLC also wholly owns Wentw'orth Compression LLC, a Delaware limited liability company with 
its principal place of business at 2000 Westchester Avenue, Purchase, New York 10577, which 
will construct, own and operate the Facility. Upon completion of the Facility and the initiation 
of service by Wentworth Compression, Wentworth Gas will engage in the business of natural gas 
sales through the sale of CNG produced at the Facility, The gas sold by Wentworth Gas will be 
consumed in both domestic and export markets, and Wentworth Gas also will act as export agent 
for sales of CNG to entities in FTA countries. 


3 
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III- DESCRIPTION OF THE PROPOSED EXPORT ACTIVITY 

Wentworth Gas seeks long-term, multi-contract authorization to export domestically 
produced CNG obtained from the natural gas compression and container loading facility to be 
constructed, owned and operated by its affiliate Wentworth Compression. Wentworth 
Compression intends to construct the Facility on a 50-acre site near the Port of Freeport, Texas. 
The parcel where the Facility will be built will be leased from the Port of Freeport. The Facility 
will have the capacity to load up to 270 Department of Transportation-approved International 
Organization for Standardization (“ISO”) containers of CNG per day. Wentworth Compression 
will sell up to 60 Bcf per year (0. 166 Bcf per day) of containerized CNG to Wentworth Gas. All 
of the Facility’s output would be sold to Wentworth Gas. 

Once sourced, CNG will be compressed and stored in ISO containers, staged temporarily 
and transported from the Facility via tmck approximately one mile to the Port of Freeport, and 
shipped on vessels chartered by Wentworth Gas to various destinations. There will be no 
facilities for permanent or long-term gas storage at the Facility, nor will there be a warehouse to 
store the ISO containers. Of course, Wentworth Compression will comply with all of the Port of 
Freeport’s regulations relating to container storage, as will be set forth in the lease agreement 
between Wentworth Compression and the Port of Freeport. 

As contemplated, the Facility would comprise a “mixed use” CNG project. As described 
above, Wentworth Gas anticipates selling CNG to be consumed in both domestic markets and 
export markets in FTA countries located in the Caribbean and Central America regions. 
Wentworth Gas has not yet entered into any long-term supply agreements with entities in the 
Caribbean, Central America or elsewhere. As described in Section IV of this Application, 
Wentworth Gas commits to filing with DOE/FE copies of any future executed agreements. As 


4 
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indicated in the attached letter, Wentworth Compression has entered into a letter of intent 
regarding CNG supply with Wentw'orth Gas, and Wentworth Compression has entered into (i) as 
indicated in the attached letter, Wentworth Compression has entered into an engineering, 
procurement and constmction (“EPC”) contract for construction of the Facility and (ii) 
Wentworth Compression’s EPC contractor has entered into an access agreement with the Port of 
Freeport regarding the site for the Facility, a copy of which is attached. In addition, Wentw'orth 
Compression anticipates executing additional agreements to purchase containers and to finalize 
arrangements witlr the Port of Freeport regarding the loading of containerized CNG onto ships 
for export. 

IV. AUTHORIZATION REQUESTED 

Wentworth Gas requests authorization to export up to approximately 60 Bcf per year 
(0.166 Bcf per day) of domestically produced CNG, via truck and ocean-going carrier for export 
from Texas to any country with which the United States currently has, or in the future will have, 
an FTA requiring national treatment for trade in natural gas. Wentworth Gas requests this long- 
term authorization for a 20-year period, commencing on the earlier of the date of first export or 
five (5) years from the date the requested authorization is granted. Wentworth Gas requests this 
authorization both on its own behalf and as agent for others. 

DOE/FE’s regulations require applicants to submit information regarding the terms of the 
transaction, including long-term supply agreements and long-term e.xport agreements."' DOE/FE 
has found that an applicant need not submit this information at the time of its original application 
if such transaction-specific information is not available because the contracts have not yet been 
executed.^ In such instances, DOE/FE has permitted applicants to submit such information 

” 10 C.F.R.§ 590.202(b)(4). 

^ See, e.g., Jordan Cove Energy Project, L.P., DOE/FE Order No. 3413 (Mar. 24, 2014). 


5 
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within 30 days of contract execution, which DOE/FE has found conforms to the requirement in 
its regulations that such information be submitted “to the extent practicable.”^ Wentworth Gas 
requests that DOE/FE make the same finding in this proceeding and commits that it will file 
within 30 days of execution, a copy (both a confidential, non-redacted version and a publically 
available, redacted version) of any long-term agreement entered into between Wentworth Gas 
and an entity for the export and sale of CNG,^ 

V. PUBLIC INTEREST 

Wentworth Gas’s authorization as described herein is consistent with the public interest 

and should be granted by DOE/FE under the applicable statutory provisions governing the 

exportation of natural gas to FTA countries.* NGA Section 3(c), as amended by Section 201 of 

the Energy Policy Act of 1992 (Pub. L. 102-486), provides that: 

[T]he exportation of natural gas to a nation with which there is in effect a 
free trade agreement requiring national treatment for trade in natural gas, 
shall be deemed to be consistent with the public interest, and applications 
for such importation or exportation shall be granted without modification 
or delay. ’ 

Under this statutory presumption, this Application to export CNG to nations with 
which the United States currently has, or in the future may enter into, a FTA requiring 
national treatment for trade in natural gas, shall be deemed consistent with the public interest 
and should be granted by DOE/FE without modification or delay. Consistent with this statutory 
provision, Wentworth Gas requests that DOE/FE promptly grant its request to export CNG to 
FTA countries. 


^ See, e.g., Dominion Cove Point LNG, LP, DOE/FE Order No. 3331 (Sept. U, 2013). 
“ISU.SU. §717b. 

’ ISU.S.C. § 717b(c). 
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VI. EXPORT SOURCES 

Wentworth Gas seeks authorization to export natural gas available from tire United States 
natural gas pipeline supply and transmission system. The Wentworth Compression Facility will 
interconnect with the BIG system via a third-party, intrastate pipeline approximately eleven 
miles in length. Through this interconnection with BIG, Wentworth Compression will be able to 
indirectly access the national natural gas pipeline grid, providing Wentworth Gas and its 
potential customers with a variety of stable and economical supply options. 

VII, APPENDICES 

The following appendices are included with this Application: 

Appendix A Opinion of Counsel 

Appendix B Verification 

Appendix C Letter of Intent and Access Agreement 

Appendix D Letter of Intent 

CONCLUSION 

For the reasons set forth above, Wentworth Gas respectfully requests that the DOE issue 
an order granting Wentworth Gas long-term authorization to export up to approximately 60 Bcf 
per annum (approximately 0,166 Bcf per day) of CNG for a 20-year term to any country with 
which the United States currently has, or in the future may enter into, an FTA requiring national 
treatment for trade in natural gas, Wentworth Gas requests this authorization on its own behalf 
and as agent for others. As demonstrated herein, the authorization requested is consistent with 
the public interest and, accordingly, should be granted pursuant to Section 3 of the NGA without 
modification or delay. 


7 
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Respectfully submitted. 



Michael A. Stosser 
Paul F. Forshay 

Sutherland Asbill & Brennan LLP 
700 Sixth Street, N.W., Suite 700 
Washington, D.C. 20001-3980 
Tel: 202-383-0100 
Fax: 202-637-3593 

Email: michael.5tosser@, sutherland.com 
paul.forshav@sutherland.com 

Counsel for 

Wentworth Gas Marketing LLC 


Dated: May 12, 2014 
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APPENDIX A 
OPINION OF COUNSEL 



CHAO E, MIU.S 
DIRECT LINE: 713,470,6167 
E-mail; ciiad-miili@sulhcrIand,com 


May 12, 2014 


M,r. John Anderso!) 

Office of Fuels Programs, Fossil Energy 
U.S. Department of Energy 
Docket Room 3F-056, FE-50 
Forrestal Building 
1000 Independence Avenue, S.W. 
Washington, D.C. 20585 


Re: Wentworth Gas Marketing LLC 

Application for Long-Tenn Authorization to Export Compressed Natural Gas (FE 
Docket No, 14 - -CNG) 


Dear Mr. Anderson: 

This opinion is furnished to you pursuant to Section 590.202(c) oi the Department of 
Energy’s Regulatio.ns, 10 C.F.R. § 590.202(c) and in connection with the application of 
Wenrtvorth Gas Marketing LLC (Wentworth Gas) for long-term authorization to export 
compressed natural gas. I am counsel for Wentwortli Gas, a limited liability company organized 
under the laws of the State of Delaware. I have reviewed and relied upon the corporation 
fomiation documents of Wentworth Gas and information provided to me by its upstream parent 
company Morgan Stanley Capita! Group Inc, Based on the foregoing, and for the purposes ol 
Wentworth Gas’s application to the Office of Fossil Energy, 1 am of the opinion that the 
proposed exports as described in the application are witliin tlie corporate, potvers of Wentworth 
Gas. 


Respectfully submitted. 



Chad E. Mills, Partner 

Sutherland Asbill & Brennan LLP 

1001 Fannin Street, Suite 3700 

Houston, TX 77002-6760 

Tel: 713-470-6100 

Fax: 713-654-1301 

Email; chad.mills@sutherland.com 


Counsel for Wentvjorth Gas Marketing LLC 
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APPENDIX B 
VERIFICATION 


UNITED STATES OF AMERICA 
BEFORE THE DEPARTMENT OF ENERGY 
OFFICE OF FOSSIL ENERGY 

) 

WENTWORTH GAS ) FE Docket No. 14- -CNG 

MARKETING LLC ) 

VERIFICATION 

The undersigned, being duly sworn, states that I am the authorized representative of 
Wentworth Gas Marketing LLC; that I am duly authorized to make this Verification; that I have 
read the foregoing application and am familiar with the contents therein; that all the statements 
and matters contained therein are true and coirect to the best of my information, knowledge and 
belief; and that I am authorized to execute and file this application with the United States 
Department of Energy. 



Of Counsel 

Sutherland Asbill & Brennan LLP 


Subscribed and sworn to before me 
this 12th day of May 2014. 




ilotary P^lic ' 

^ for the State of New York 


My commission expires: 



-^4 


MARlTZAMWmNp 
Notary Public. Steta of New York 

No.0lWlA809e008 
Qualifled \n Wngs - 

Commission Expires July 21, 201& 
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APPENDIX C 

LETTER AND ACCESS AGREEMENT 



IiKiust rieSj I.’LC 


111 WestOlmos San Antonio TX 78212 


PO Box 436317 Louisvitle KY 40253 


9 May 2014 


Wentworth Compression LLC 
2000 Westchester Avenue 
Purchase, NY 10577 
USA 


Re: EPC Contract and Access Agreement - CNG Project 


Ladies and Gentlemen: 


This letter confirms that HP Industries, LLC ("Holt”) and Wentworth Compression LLC 
(“Wentworth”) are parties to an Engineering, Procurement, and ConstrucPon Contract, dated April 2, 
2014 (die “EPC Contract”) pursuant to which Holt has agreed to construct a facility for the compression 
of natural gas to be owned by Wentworth (the “CNG Facility”). In connection with the EPC Contract, 
Holt has entered into an [Access Agreement] with the Port Freeport dated [4-/2 - 1 T ) for purposes of 
obtaining rightsLo access the real property on which the CNG Facility will be located, a copy of which 
is attached. 


Very truly yours. 





— , j ^ . 

Name: / rw t 

Title: f ~ 
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Access Agt^ement 
May 12,2014 


H.P. Industries LLC 
11 1 W Olmos Drive 
San Antonio Texas 78212 
Aitendoft : Ben Holt - 502-724-7225 


Rc: Request H.P. Industries LLP for ouihori 2 aticm. to conduct environmental studies, 

surveying and geotechnical investigations on properly belonging to Port Freeport (die “Porf) 

Inspection Authorization and Hold Harmless Agreement 


Dear Mr. : Ben Holt 

You have requested that the Port allow H.P. Industries LLP access to certain tracts of land 
owned trj' flic Port for flic purpose of conducting surveying, gcotcclmical studies, environmental studies 
and other investigations C^nspections""). We understand that tliis request is being tnade for the purpose 
of evaluating the property’s suitableness for development of your project. This letter sets fonli the terms 
on which the Port will idlow Licensee, its surveyors, agents, contractors, subcontractors and employees 
(collectively, the ' Authorized Persons") access to proper^ owTicd by the Port Ibr such purposes of 
performing the Inspections you deem necessary'. Tliis letter does not constitute a lease or on easement or 
an agreement to gram a lease or an casement. 

1, License. Subject to die terms and provisions set ford) herein, tlie Port licrcby grants 
Licensee a limited, non-exclusive and non-tronsferable license to enter upon die property more 
particularly described as Parcel 19 as shown on the Port Property mop attoclied hereto (the '’Property") 
for the sole purpose of tire Inspections. The foregoing license shall automatically terminate on die earlier 

to occur of O completion ofdiefleldworkrequired for die Inspections, or (ii) [in.^ert Dates please]. (■L~3 i "* I V 

2, Rules and Regulations . At ail times wlulc on the Propetty, Licensee will and ivill cause 
all Authorized Persons to comply with all state and federal safety rules and regulations now in effect or 
hercDfler promulgoted by the Port and governing activities on Port lands, In nddition, Licensee will 
identify to the Port, in u manner s&tisfactory to tfie Port, all employees, agents, contractors, subcontractors 
and surveyors of Licensee who arc to enter upon the Properly. Tlic Port shall have die absolute riglU to 
refuse entrj' upon tlie Proper^' to any person (a) who fails to comply with die Port’s safety rules and 
rcplatians, or (b) to whom tlie Port has a reasonable objection. 

3, Titsurance Requirements . Licensee agrees tlmi all contracts entered into by and between 
Licensee and a third party (including but not limited to surveyors, contTactors and subcontmetors) for the 
work relating to the Inspections and all contracts providing for the use erf the Port’s land for ingress and 
egress to other areas, shall comain a clause requiring such third party to assume liability for loss to tlie 
Port’s property, facilities, and its operations, nnd loss to property of third parties, and for injury to or 
death of the Port’s employees, agents or any otiier persons caused by or arising from tiie work perfonned 
by such third party on the Property. Such clause shall also require the third party to furnish and mamtam 
in force thiou^iout tlie time that work is being perfonned, a general comprehcn&fivo liability- insurance 
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policy (in die case of a contractor s compreliensive Ccanmereia) Genertd Liabilit)' Jasurance Policy), die 
limits of the liability of such policy to be not less ditin $500,000.00 per person and $1,000,000.()0 per 
accident for bodily injury or death, but not limited as to the number of accidents and in an anioiint of not 
less than $500,000.00 for properly loss or damage. Such clause will further provide that prior to 
commencement of any work the third party will tender to die Port a certificate or •written statement from 
the insurance carrier evidencing the above required insmance, and showing flic Port as tm additionai 
insured party. The policies evidencing the required insurance will contain an endorsement to the effect 
fiiat eanceliation or any material change in the policies ndvorsoiy affecting die in tercsts of the Port in siicli 
insurahctc shall not be effective tintil 20 days after written notice thereof to die Port. Licensee will carry 
and maintain similar coverage •widi similar endorsements in favor of the Port (and shall fiimish copies of 
same to the Port before any fieidwori; relating to the Inspections begins). 

4. Indemnity. Licensee hereby assumes all liability for, and agrees to defend, indemnify 
and hold the Port, its comniissioners, directors, employees, attorneys, agents, successors and as,signs 
(collectively, the “IndcnmWied Parties”), harmless from all cWnis, demands, fines, damages, 
Habitfties, losses, costs, expenses (including without Kmltatfon rcasonahle attorneys’ fees and court 
costs), penalties, assMsments, environmental response costs, and/or injanctivc obligations, which 
may be suffered or incurred at any time by the Indemnified Parties, on account of injuries to or 
death of juty persons, damage to or destruction of any property, and/or .any violation of any 
applicable Saw, rllic, regulation, or order of any governmental entity, caused by, resulting from, or 
arising out of the entry upon the Property by any of the Authoriicd Persons and the fieldwork 
relating to the Inspections to be performed hereunder or the rights griintcd herein. 

It is the intention of the Port and Liccn.scc that the indemnity obligations of Licensee are 
without regard to whether the strict liability, fault, concurrent or contributory negligence of any of 
the Indcmfiificd Parties is a factor and such obligations are intended to protect the Indemnified 
Parties against the consequences of their own strict liability, fault, concurrent or contributory 
ncgligeacc. Only those matters wliich are determined to be a result of die sole negligence of any of the 
Iniitemnified Parties not caused or oomributed to by the negligence or fault of Licensee, its employees, 
ageirts, eontractors, subcontractors, surveyors or otliei lltird parties, slmU be excluded from Licensee’s 
obligations to tadeinnifj’. The obligations of lids paragraph shall survive the cancellation, expiration, or 
terminatiort of tliis letter agreement and shall be binding upon Licensee, its successors and assigns. 

5. r Deh’verv of Reports . Licensee will deliver to die Port (on or before Ihir^ (30) days 
following the expiration date of flus autlroiization) a copy of all surveys, studies, investigations, tests, test 
results, reports or otlier work product produced by any of the AtUhoriced Persons with respect to any of 
the samples taken. As to each of flic Authorized Persons performing physical work to the Property, prior 
to the commencement of any such work, Licensee shall: 

(a) gi’ve written notice to the Port listing the work to be porfonned and flic name, address, 
telephone number and the individual responsible for the work; 

(b) obtain and deliver to the Port tlie ■written agreement of the Contractor tiiat a copy of any 
survey, study, investigation, test, report or other work product will be delivered to flic 
Port at flic .same time tliat it is delivered to Licensee, and confirming diat the Port is a 
named indirect beneficiaiy of tits written product of the work without any obligation to 
pay any related fees or expenses and that the Port is cnliflod freely to the use and benefit 
of the written product of the work and to rely on any express and all usual and cu.stomary 
implied warranties. 


In addition, upon request of flic Port, Licensee will return all soil samples taken pursuant to this 
authorization (to tlie extent that same were not destroyed in the course ol’ testing). It is understood and 
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agreed that all such soil samples shall be and remain the sole propert)' of the Port, 

6. Property Conditions . Licensee wiB promptly repair and restore all damage to the 
Property arising out of or in connection with any entry upon the Property by Licensee or any of dte 
Authorized Persons, 

7. Confidentiality , Licensee shall keep, and shall cause all of its agents, employees, and 
consultants to keep, all infortnation or data obtained from any revimv of tite records, inspeolion, test, or 
report confidential, except for disclosures requited by law. The provisions of tliis suhsection shall sursavc 
termination of this Agreement 

8. Port Representative: Reimbursement of Expenses . The Port shall have the right but shall 
not be obligated, to have a representative present daring the Inspection work. Although the representative 
sliall ha v e the riehttci stop wbtk at a n v lime, the reorescnlalivrc is oreseul.M .tlie stfe sololv I'orthc ben ciii 
of the Port and is not responsible for tlie safety of work crews . If the Port requires a representative to be 
present Licensee agrees to pay tlie Port a reasonable fee in an amount to be estahlislied by the Port from 
time to time (subject to such documentation as Licensee may reasonably request), which fee covers 
reimbursement of the cost of Uto representative and related adrainistrativc costs. Tlic fee for this 
representative will be billed when the work l\as been completed and is to be paid within thirty (30) days 
of invoice. 

Please evidence your acceptance of and agreement to the fore going tcnlts by signing in the space 
provided below and returning a copy of this letter to me at your earliest convenience, Work related to the 
inspeotions can begin onoo we have received a signed copy of this ielter along wiflt the insurance 
certificates described above. If you have any questions, please let me know. 


Port Freeport 



Glenn Carlson 

CEO.'Exccutive Port Director 
Port Freeport 


AGREED TO and ACCEPTED on tiiis 
(he 23:; day of A V ’ 
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APPENDIX D 
LETTER OF INTENT 


WENTWORTH COMPRESSION LLC 
2000 WESTCHESTER A VENUE | FLOOR 01 
PURCHASE. NEW YORK 10577-2520 


May 12, 2014 


Wentworth Gas Marketing LLC 
2000 Westchester Avenue 
Purchase, New York 10577 

Re: CNG Sales Transaction 
Dear Sirs: 

This letter (“Letter”) confirms the intent, subject to Paragraph 1 below, of the undersigned, 
Wentworth Compression, LLC (the “Seller ”) and Wentworth Gas Marketing LLC (the “Buyer”) 
to engage in discussions wnth the objective of Seller and Buyer entering into a definitive 
agreement or agreements (collectively, and together with any related or supporting documents, 
the “ Definitive Agreement ”) regarding the sale of compressed natural gas to Buyer (tire 
“ Transaction ”). Seller and Buyer may each be referred to in this Letter as a Party and, 
collectively, as the “ Parties” . 

1 Obligations of the Parties . The terms and conditions of the Definitive Agreement and the 
rights and obligations of each party with respect to the Transaction would be governed by 
the terms set forth on the term sheet attached as Exhibit A to this Letter (the Term 
Sheet ”). The Parties acknowledge and agree that (i) essential terms required to be 
addressed in the Definitive Agreements have not been agreed as of the date hereof and 
(ii) without prejudice the provisions of this Letter. 

2. Announcements . There will be no public announcement made relating to the proposed 
ti'ansaction unless agreed to in writing by Seiler and Buyer. 

1 Expenses Each Party shall pay its respective costs for all consulting, legal, accounting 
fees and other expenses incurred by it in connection with the preparation, negotiation, 
execution and delivery of the Definitive Agreement and with respect to the Transaction, 
unless otherwise specified in the Definitive Agreement. In the event the Parties are 
unable to conclude the Definitive Agreement for any reason, no Party shall be required to 
reimburse any other Party for any losses, foregone profits, expenses or any other damages 
associated with such unsuccessful conclusion. 

4. A^eiaument . My assigmnent of this Letter by either Party shall be null and void without 
the express written consent of the oUier Party. 


23S95110,1 
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5. Third Party Compensation . No Party has been contacted by or negotiated with any 
finder, broker or other intermediary in connection with the Transactions who is entitled to 
any compensation with respect thereto. 

6. Governing Law. Jurisdiction and Waiver of Jury Trial . This Letter shall be governed by, 
construed and enforced under the laws of New York. Each Party hereby irrevocably 
submits to the exclusive jurisdiction of any federal court of competent jurisdiction 
situated in New York, New' York, or, if any federal court declines to exercise or does not 
have jurisdiction, in any New York state court in New York, New York, and to service of 
process by certified mail. Each Party hereby irrevocably waives, to the fullest extent 
permitted by law', any objection to personal jurisdiction, whether on grounds of venue, 
residence or domicile. Each Party waives, to the fullest extent permitted by law, any 
right it may have to a trial by jury in respect of any proceedings relating to this Letter, 

7. Entire Ageement . This Letter constitutes the entire agreement of the Parties regarding 
the matters contemplated herein or related thereto, and supersedes any prior agreement or 
understanding between the Parties, whether written or oral. No representations or 
warranties shall be implied or provisions added hereto in the absence of a written 
agreement to such effect between the Parties after the date of tliis Letter. 

8. Invalidity . If any provision of this Letter is determined to be null and void, voidable or 
invalid by a court of competent jurisdiction, then for such period that the same is void or 
invalid, it shall be deemed to be deleted from this Letter and the remaining portions of 
tliis Letter shall remain in full force and effect. 

9. Interpretation . All headings herein are intended solely for convenience of reference and 
shall not affect the meaning or interpretation of the provisions of this Letter. Unless 
expressly provided otherwise, the word “including” as used herein does not limit the 
preceding words or terms. 

10. Counterparts . Thi.s Letter may be executed by the Parties in separate counterparts and 
initially delivered by facsimile transmission or otherwise, with original signature pages to 
follow, and all such counterparts shall together constitute one and the same instrument. 


ISignature Page Follows! 


23895110.1 
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Please indicate your agreement to the terms of this Letter by signing and returning a copy of this 
Letter to the undersigned. We look forward to working with you towards execution of Definitive 
Agreements, 

Sincerely, 


Wenttvorth Compression LLC 


By: A 

Name: 

Title: 


Deborah L. Hart 
Vice President 


/ I 


Accepted and agreed as of 
May 12, 2014 



NameTPet^ Sherk 
Title: Vice President 


23895110.1 



1324 


EXHIBIT A 


Indicative Terms for CNG Sales Agreement 


THESE INDICATIVE TERMS ARE FOR DISCUSSION ONLY. THE SUMMARY THAT 
FOLLOWS IS SUBJECT TO INTERNAL APPROVAL AND SATISFACTORY DUE DILIGENCE 
AND DOES NOT CONSTITUTE AN OFFER OR COMMITMENT TO ENTER ANY 
TRANSACTION. 


Buyer 

Wentworth Gas Marketing LLC 

Seller 

Wentworth Compression LLC 

General 

Seller will sell and Buyer will purchase containerized 
compressed natural gas (“CNG”) on terms consistent with the 
terms set forth in this Term Sheet and pursuant to a sales 
agreement ( “Sales Agreement"). 

Monthly Volume 

To be agreed. 

Term 

Twenty (20) years, subject to extensions. 

Price 

Buyer will purchase CNG at prevailing market prices in 
accordance with a mutually acceptable gas pricing index. 

Force Majeure 

The Sales Agreement will include customarj^ force majeure 
provisions. 

Payment Terms 

Net 15 days. 

Conditions Precedent 

Seller’s obligations will be subject to the satisfaction or waiver 
of certain conditions precedent to be specified separately in the 
Sales Agreement, including Seller having made a final 
investment decision to construct its CNG project. Such final 
investment decision will be dependent upon: (a) arrangement 
of logistics and construction arrangements with third parties on 
terras that are acceptable to Seller, including, without 
limitation, with respect to the construction of compression 
facilities, transportation of natural gas to the compression 
facilities, rail transportation, acquisition or leasing of 
containers, and chartering of vessels; and (b) receipt by Seller 
of necessary governmental approvals, including, without 
limitation, the export authorization required from the US 
Department of Energy. 
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Governing Law 

New York 

Additional Terras 

The Sales Agreement would include, numerous essential terms 
not detailed herein, including: (a) customary representations, 
warranties and covenants, and (b) customary indemnification 
provisions. 


■j'iStQKWn 1 
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UNITED STATES OF AMERICA 
DEPARTMENT OF ENERGY 
OFFICE OF FOSSIL ENERGY 


) 

WENTWORTH GAS MARICETING IXC ) FE DOCKET NO. 14-63-CNG 

) 


ORDER GRANTING LONG-TERM AUTHORIZATION 
TO EXPORT COMPRESSED NATURAL GAS BY VESSEL 
FROM A PROPOSED CNO COMPRESSION AND LOADING FACILITY 
AT THE PORT OF FREEPORT, TEXAS, 

TO FREE TRADE AGREEMENT NATIONS 


DOE/FE ORDER NO, 3515 


OCTOBER 7, 2014 


Permanent Subcommittee on Investigations 


EXHIBIT #45b 


PSI-DOE-01 -000004 
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I. DESCRIPTION OF REQUEST 

On May 13, 2014, Wentworth Gas Marketing LLC (Wentworth Gas) filed an application 
(Application) with the Office of Fossil Energy (FE) of the Depaitment of Energy (DOE) under 
section 3 of the Natural Gas Act (NOA)' for long-term, multi-contract authorization to export 
compressed natural gas (CNG) produced from domestic sources in a volume equivalent to 
approximately 60 billion cubic feet per year (Bcfi'yi') of natural gas, or 0.166 Bcf per day (Bcf'd). 
Wentwoith Gas seeks authorization to export the CNG for a 20-year term from a proposed CNG 
compression and loading facility (Facility) to be constructed, owned, and operated near the Port 
of Freeport, Texas, by its affiliate, Wentworth Compression LLC, to any country with which the 
United States has, or in the future will have, a free trade agreement (FT A) requiring national 
treatment for trade in natural gas, and with which trade is not prohibited by U.S, law or policy 
(FTA countries).^ Wentworth Gas seeks to export this CNG on its own behalf and as agent for 
other entities who hold title to the CNG at the time of export. Wentworth Gas requests that this 
authorization commence on the earlier of the date of first export or five years fi'om the date the 
authorization is issued {ie., October 7, 2019). 

II. BACKGROUND 

Description of Annlicant. Wentworth Gas is a Delaware limited liability company with 
its principal place of business in Purchase, New York. Wentworth Gas is a wholly owned 
subsidiary of Wentworth Holdings, LLC (Wentworth Holdings), a limited liability company 
organized under the laws of Delaware, Wentworth Gas states that Wentworth Holdings is 


* The authority to regulate the imports and exports of natural gas, including liquefied natural gas, under section 3 of 
the NGA (15 U.S.C. § 717b) has been delegated to the Assistant Secretary for FE in Redelegation Order 
No, 00-002,04F, issued on July 11,2013. 

^ The United States cun ently has FTAs requiring national treatment for trade in natural gas with Australia, Bahrain, 
Canada, Chile, Colombia, Dominican Republic, El Salvador, Guatemala, Honduras, Jordan, Mexico, Morocco, 
Nicaragua, Oman, Panama, Peru, Republic of Korea, and Singapore. FfAs with Israel and Costa Rica do not 
require national heatment for trade in natural gas. 


2 
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indirectly owned by Morgan Stanley, a corporation formed under the laws of Delaware with its 
principal place of business in New York, New York, 

Wentworth Holdings also wholly owns Wentworth Compression LLC (Wentworth 
Compression), a Delaware limited liability company with its principal place of business in 
Purchase, New York, Wentworth Gas states that Wentwortli Compression will construct, own, 
and operate the Facility, Upon completion of the Facility and the initiation of service by 
Wentworth Compression, Wentworth Gas intends to engage in the business of natural gas sales 
by selling CNG produced at tire Facility for both domestic and export markets and by acting as 
export agent for the sale of CNG, as described below, 

CNG Export Project, Wentworth Gas states that Wentworth Compression intends to 
construct the Facility on a 50-acre site near the Port of Freeport, Texas, which it will lease from 
tire Port of Freeport, According to Wentworth Gas, the Facility is anticipated to be completed 
approximately 12 months from the date that final regulatory approvals are obtained, 

Wentworth Gas asserts that the Facility will be located off of the Brazoria Interconnector 
Gas Pipeline (BIG), an intrastate pipeline providing natural gas transportation within Texas, 
According to Wentworth Gas, Wentworth Compression will receive gas from the BIG system via 
a third-party, intrastate lateral pipeline approximately 1 1 miles in length, Wentworth 
Compression will sell up to the requested volume of CNG (60 Bcf/yr) ■ — all of the Facility’s 
output — ^to Wentworth Gas, Once sourced, Wentworth Compression will compress the CNG, 
store it in ISO containers staged temporarily at the Facility, then transport the ISO containers 
approximately one mile via truck to the Port of Freeport, where it will be shipped to various 
destinations on vessels chartered by Wentworth Gas, 


3 
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Wentworth Gas notes that the Facility will have the capacity to load up to 270 ISO 
containers of CNG per day. According to Wentworth Gas, there will be no facilities for 
permanent or long-tem gas storage at the Facility, nor will there be a warehouse at the Facility 
to store the ISO containers. Wentworth Gas states that Wentworth Compression will comply 
with all of the Port of Freeport’s regulations relating to container storage, which will be set forth 
in the lease agreement between Wentworth Compression and the Port of Freeport. 

Source of Natural Gas. Wentworth Gas states that it seeks to export natural gas 
available fl'om the U.S. natural gas pipeline supply and transmission system. As noted above, 
the Facility will intercormect with the BIG system via an intrastate pipeline approximately 1 1 
miles in length. Wentworth Gas asserts that, through the intercoimection witli BIG, Wentworth 
Compression will be able to indirectly access the natural gas pipeline grid, which will provide 
Wentworth Gas and its potential customers a variety of stable and economical supply options. 

Business Model. Wentworth Gas states that the Facility will comprise a “mixed use” 
CNG project, Wentworth Gas anticipates selling CNG to be consumed in domestic and export 
markets in FTA countries located in the Caribbean and Central America regions, and acting as 
export agent for sales of CNG to entities in those regions.^ 

Wentworth Gas notes that it has not yet entered into any long-term supply agreements 
with other entities for the export and sale of CNG. Wentworth Gas commits to observing all 
DOE/FE reportirrg requirements for exports. Citing DOE/FE precedent,'’ Wentworth Gas 
commits to filing a copy of any relevant long-term commercial agreement entered into between 

Wentworth Gas states that, in the near term, the project intends to sell CNG to entities in the Dominican Republic, 
Panama, Guatemala, El Salvador, Honduras, and Costa Rica, which it states are “each an FTA country.”' 

Application at 2. As noted above in footnote 2, however, Costa Rica is not considered a FTA country for puiposes 
of this authorization. See also infra at 9 (Ordering Para. B) (listing FTA countries), 

'' See, e.g., Dominion Cove Point, LNG, LP, DOE/FE Order No. 3331, FE Docket No. il-128-LNG, Order 
Conditionally Granting Long-Term Multi-Contract Authorization to Export Liquefied Natural Gas by 'Vessel from 
the Cove Point LNG Terminal to Non-Free Trade Agreement Nations (Sept. 1 !, 2013). 
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Wentworth Gas and an entity for the sale and export of CNG within 30 days of the agreement(s) 
being executed, including both a confidential, non-redacted version and a publicly available, 
redacted version. 

As Appendix D to its Application, Wentworth Gas submits a signed letter of intent 
between Wentworth Compression and Wentworth Gas, dated May 12, 2014, regarding the sale 
of CNG. As Appendix C to its Application, Wentworth Gas submits additional documents 
puiporting to show that: (i) Wentworth Compression has entered into an engineering, 
procurement and construction (EPC) contract for construction of the Facility, and ii) Wentworth 
Compression’s EPC contractor has entered into an access agreement with the Port of Freeport 
regarding the site for the Facility. Wentworth Gas further asserts that Wentworth Compression 
plans to execute additional agreements to purchase containers for the Facility and to finalize 
arrangements with the Port of Freeport regarding the loading of containerized CNG onto ships 
for export. 

III. FINDINGS 

(1) Section 3(c) of the NOA was amended by section 201 of the Energy Policy Act of 
1992 (Pub. L. 102-486) to require that applications authorizing (a) the import and export of 
natural gas, which includes CNG, from and to a nation with which there is in effect a FTA 
requiring national treatment for trade in natural gas, and (b) the import of LNG from otlier 
international sources, be deemed consistent with the public interest and granted without 
modification or delay. This Application falls within section 3(c), as amended, and therefore, 
DOE/FE is charged with granting the Application without modification or delay.^ 


’ DOE further finds that the requirement for public notice of applications and other hearing-type procedures in 1 0 
C.F.R. Part 590, are applicable only to applications seeking to export natural gas, including LNG, to countries with 
which the United States does not have a FTA requiring national treatment for trade in natural gas. 
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(2) In light of DOE/FE’s statutory obligation to grant the FTA portion of the 
Application without modification or delay, there is no need for DOE/FE to review other 
arguments asserted by Wentworth Gas in support of the Application. The instant grant of 
authority should not be read to indicate DOE’s views on those arguments, 

(3) The countries with which the United States has an FTA requiring national ti'eatment 
for trade in natural gas currently ai’e: Australia, Bahrain, Canada, Chile, Colombia, Dominican 
Republic, El Salvador, Guatemala, Honduras, Jordan, Mexico, Morocco, Nicaragua, Oman, 
Panama, Pent, Republic of Korea, and Singapore. 

(4) As described above, Wentworth Gas requests authorization to export CNG on its own 
behalf and as agent for other entities who hold title to the CNG at the time of export, DOE/FE 
previously addressed the issue of Agency Rights in DOE/FE Order No. 2913,* which granted 
Freeport LNG Expansion, L.P. and FLNO Liquefaction, LLC (collectively, FLEX) authority to 
export LNG to FTA countries. In that order, DOE/FE approved a proposal by FLEX to register 
each LNG title holder for whom FLEX sought to export LNG as agent. DOE/FE found that this 
proposal was an acceptable alternative to the non-binding policy adopted by DOE/FE in The 
Dow Chemical Company^ which established that the title for all LNG authorized for export must 
be held by the authorization holder at the point of export. We find that the same policy 
considerations that supported DOE/FE’s acceptance of the alternative registration proposal in 
DOEFE Order No. 291 3 apply here as well. 


^ Freeport LNG Expansion, L.P. mid FLNG Liquefaciion, LLC, DOE/FE Order No. 2913, FE Docket No. 10-160- 
LNG, Order Granting Long-Term Authorization to Export Liquefied Natural Gas from Freeport LNG Teiminal to 
Free Trade Nations (Feb, 10, 201 1). 

^ The Dow Chemical Company, DOE/FE Order No. 2859, FE Docket No. 10-57-LNG, Order Granting Blanket 
Authorization to Export Liquefied Natural Gas (Oct. 5, 2010), at 7-8, discussed in Freeport LNG, DOE/FE Order 
No. 2913, at 7-8. 
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DOE/FE reiterated its policy on Agency Rights procedures in Gulf Coast LNG Export, 
LLC^ In Gulf Coast, DOE/FE confirmed that, in LNG export orders in which Agency Rights 
have been granted, DOE/FE shall require registration materials filed for, or by, an LNG title- 
holder (Registrant) to include the same company identification information and long-term 
contract information of the Registrant as if the Registrant had filed an application to export LNG 
on its own behalf.’ 

To ensure that the public interest is served, die authorization granted herein shall be 
conditioned to require that where Wentworth Gas proposes to export CNG as agent for other 
entities who hold title to the CNG (Registrants), Wentworth Gas must register with DOE/FE 
those entities on whose behalf it will export CNG in accordance with the procedures and 
requirements described herein. 

(5) Section 590.202(b) of DOE’s regulations requires applicants to supply transaction 
specific factual information “to the extent practicable.”” Additionally, DOE regulations at 10 
C.F.R. Part 590.202(e) allow confidential treatment of the information supplied in support of or 
in opposition to an application if the submitting paify requests such treatment, shows why the 
information should be exempted fi'om public disclosure, and DOE determines it will be afforded 
confidential treatment in accordance with 10 C.F.R. § 1004.1 1." 

(6) DOE/FE will require that Wentworth Gas file or cause to be filed with DOE/FE any 
relevant long-term commercial agreements (contracts) pursuant to which Wentworth Gas exports 
CNG as agent for a Registrant once they have been executed. DOE/FE finds that the submission 


® Giilf Coast LNG Export, LLC, DOE/FE Order No. 3163, FE Docket No. 12-05-LNG, Order Granting Long-Term 
Multi-Contract Authorization to Export Liquefied Natural Gas By Vessel ftom the Proposed Brownsvilie Terminal 
to Free Trade Agreement Nations (Oct. 16,2012). 

^ See id. at 7-8. 

10 C.F.R. § 590.202(b), 

" Id. § 590.202(e). 
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of all such agreements or contracts within 30 days of their execution using the procedures 
described below will be consistent with the “to the extent practicable” requirement of section 
590.202(b). By way of example and without limitation, a “relevant long-term commercial 
agreement” would include an agreement with a minimum term of two years, such as a long-term 
contract involving CNG stored or compressed at the Facility. 

(7) DOE/FE also will require Wentworth Gas to file any long-term contracts Wentworth 
Gas enters into providing for the long-term export of CNG on its own behalf from the Facility. 
DOE/FE finds that the submission of these contracts within 30 days of their execution using the 
procedures described below will be consistent with the “to the extent practicable” requirement of 
section 590.202(b). 

(8) DOE/FE finds that section 590.202(c) of DOE/FE’s regulations'^ requires that 
Wentworth Gas file, or cause to be filed, all long-term contracts associated with the long-term 
supply of natural gas to the Facility within 30 days of their execution that either Wentworth Gas 
or the Registrant enters into. 

(9) DOE/FE recognizes that some information in Wentworth Gas’s or a Registrant’s 
long-term commercial agreements associated with the export of CNG, and/or long-term contracts 
associated with tlie long-term supply of natural gas to the Facility, may be commercially 
sensitive. DOE/FE therefore will provide Wentworth Gas the option to file or cause to be filed 
either unredacted contracts, or in the alternative: (A) Wentworth Gas may file or cause to be 
filed, long-term contracts under seal, but it also will file either; i) a copy of each long-term 
contract with commercially sensitive information redacted, or ii) a summary of all major 
provisions of the contract(s) including, but not limited to, the parties to each contract, contract 
term, quantity, any take or pay or equivalent provisions/conditions, destinations, re-sale 

Id. § 590.202(c). 
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provisions, and other relevant provisions; and (B) the filing must demonstrate why the redacted 
information should he exempted from public disclosure. 

To ensure that DOE/FE destination and reporting requirements included in the Order are 
conveyed to subsequent title holders, DOE/FE will include as a condition of this authorization 
that future contracts for the sale or transfer of CNG exported pursuant to the Order shall include 
an acloiowledgement of these requirements. 

ORDER 

Pursuant to section 3 of the NGA, it is ordered that; 

A. Wentworth Gas is authorized to export domestically produced CNG by vessel from a 
proposed CNG compression and loading facility to be located at the Port of Freeport, Texas. The 
volume of CNG authorized in this Order is equivalent to approximately 60 Bcf/yr of natural gas 
for a 20-year term, beginning on the earlier of the date of first export or five years from the date 
the authorization is issued (i.e,, October 7, 2019). Wentworth Gas is authorized to export this 
CNG on its own behalf and as agent for other entities who hold title to the natural gas, pursuant 
to one or more long-term contracts (a contract greater than two years). 

B, This CNG may be exported to Australia, Bahrain, Canada, Chile, Colombia, 
Dominican Republic, El Salvador, Guatemala, Honduras, Jordan, Mexico, Morocco, Nicar'agua, 
Oman, Panama, Peru, Republic of Korea, and Singapore, and to any nation with which the 
United States subsequently enters into a FTA requiring national treatment for trade in natural 
gas, provided that the destination nation has the capacity to import CNG via ocean going vessels. 
FTA countries are currently identified by DOE/FE at: 

http ://www.fossi!, energy.gov/programs/gasregulation/index.html. 
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C, Wentwoith Gas shall ensure that all transactions authorized by this Order are 
permitted and lawful under U.S, laws and policies, including the rules, regulations, orders, 
policies, and other determinations of the Office of Foreign Assets Control of the United States 
Department of the Treasury, Failure to comply with this requirement could result in rescission of 
this authorization and/or other civil or criminal remedies. 

D. (i) Wentworth Gas shall file with the Office of Oil and Gas Global Security and 
Supply a non-redacted copy of all executed long-term conti'acts associated with the long-term 
export of CNG from the Facility. The non-redacted copies may be filed under seal and must be 
filed within 30 days of their execution. Additionally, if Wentworth Gas has filed the contracts 
described in the preceding sentence under seal or subject to a claim of confidentiality or 
privilege, within 30 days of their execution, Wentwoith Gas shall also file for public posting 
either: i) a redacted version of the contracts described in the preceding sentence, or ii) major 
provisions of the conb'acts. In these filings, Wentworth Gas shall state why the redacted or non- 
disclosed information should be exempted from public disclosure. 

(ii) Wentwoith Gas shall file with the Office of Oil and Gas Global Security and Supply 
a non-redacted copy o f all executed long-term contracts associated with the long-term supply of 
natural gas to the Facility, The non-redacted copies may be filed under seal and must be filed 
within 30 days of their execution. Additionally, if Wentworth Gas has filed the contracts 
described in the preceding sentence under seal or subject to a claim of confidentiality or 
privilege, within 30 days of their execution, Wentwoith Gas shall also file for public posting 
either: i) a redacted version of the contracts described in the preceding sentence, or ii) major 
provisions of the contracts. In these filings, Wentworth Gas shall state why the redacted or non- 
disclosed information should be exempted from public disclosure. 
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E. Wentworth Gas shall include the following provision in any agreement or other 

contract for the sale or transfer of CNG exported pursuant to this Order: 

Customer or purchaser aclorowledges and agrees that it will resell or transfer 
CNG purchased hereunder for delivery only to countries identified in Ordering 
Paragraph B of DOE/FE Order No. 3515, issued October 7, 2014, in FE Docket 
No. 14-63-CNG, and/or to purchasers that have agreed in writing to limit their 
direct or indirect resale or transfer of such CNG to such countries, Customer or 
purchaser further commits to cause a report to be provided to Wentworth Gas 
Marketing LLC that identifies the country of destination, upon delivery, into 
which the exported CNG was actually delivered, and to include in any resale 
contract for such CNG tire necessary conditions to ensure that Wentworth Gas 
Marketing LLC is made aware of all such actual destination countries. 

F. Within two weeks after the first export of domestically produced CNG occurs from 
the Facility, Wentworth Gas shall provide wi'itten notification of the date that the first export of 
CNG authorized in Ordering Paragraph A above occurred. 

G. Wentworth Gas shall file with the Office of Oil and Gas Global Security and Supply, 
on a semi-annual basis, written reports describing the progress of the Facility. The reports shall 
be filed on or by April 1 and October 1 of each year, and shall include infoimation on the 
progress of the Facility, the date the Facility is expected to be operational, and the status of the 
long-term oonti-aots associated with the long-term export of CNG and any long-teim supply 
contracts. 

H. Prior to any change in control of the authorization holder, Wentworth Gas must 
obtain the approval of the Assistant Secretary for Fossil Energy, For purposes of this Ordering 
Pai'agi'aph, a “change in control” shall include any change, directly or indirectly, of the power to 
direct the management or policies of Wentworth Gas, whether such power is exercised through 
one or more intermediary companies or pursuant to an agreement, written or oral, and whether 
such power is established through ownership or voting of securities, or common directors, 
officers, or stockliolders, or voting trusts, holding trusts, or debt holdings, or contract, or any 
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other direct or indirect means. Wentworth Gas may submit a statement of change in control to 
DOE using one of the three methods set forth below. Upon receipt of the statement, DOE will 
give immediate effect to the change in control and take no further action. Three methods to 
submit a statement of change in control to DOE; (1) e-mailing the filing to fergas@hq.doe.gov 
with CIC and the FE Docket No. in the title line; (2) mailing an original and three paper copies 
of the filing to U.S. Department of Energy (FE-34), Office of Oil and Gas Global Security and 
Supply, P.O. Box 44375, Washington, DC 20026-4375; or (3) hand delivering an original and 
three paper copies of the filing to U.S. Department of Energy (FE-34), Office of Oil and Gas 
Global Security and Supply, Office of Fossil Energy, Fonestal Building, Room 3E-042, 1000 
Independence Avenue, SW, Washington, DC 20585. 

I. Monthly Reports: With respect to the CNG exports authorized by this Order, 
Wentwoith Gas shall file with the Office of Oil and Gas Global Security and Supply, within 30 
days following the last day of each calendar month, a report indicating whether exports of CNG 
have been made. The first monthly report required by this Order is due not later than the 30'*' 
day of the month following the month of first export. In subsequent months, if exports have not 
occuri'ed, a report of “no activity” for that month must be filed. If exports of CNG have 
occurred, the report must give the following details of each CNG cargo; (1) the name(s) of the 
authorized exporter registered with DOE/FE; (2) the date of departure from the U.S. export port 
or teiminal; (3) tlie country (or countries) of destination into which the exported CNG was 
actually delivered; (4) the name of the supplier/seller; (5) the volume in thousand cubic feet 
(Mcf); (6) the CNG container loading facility and location; (7) the mode(s) of transport fi'om the 
CNG container loading facility to the U.S. export port or terminal; (8) the name of the U.S. 
export port or terminal; (9) the price at the point of export in U.S, dollars per million British 
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thermal units (MMBtu); (10) the name of the ocean going vessel; (11) the name(s) of the 
purchaser(s); and (12) the duration of the supply agreement. 

(Approved by the Office of Management and Budget under 0MB Control No. 1901-0294) 


J. All monthly report filings shall be made to U.S. Department of Energy (FE-34), Office 
of Fossil Energy, Office of Oil and Gas Global Security and Supply, P.O. Box 44375, 
Washington, D.C. 20026-4375, Attention: Natural Gas Reports. Alternatively, reports may be 
e-mailed to ngreports@.hq.doe.gov . or may be faxed to Natural Gas Reports at (202) 586-6050. 


Issued in Washington, D.C., on Octoher 7, 2014. 



hn A. Anderson 
Director, Division of Natural Gas Regulatory Activities 
Office of Oil and Gas Global Security and Supply 
Office of Oil and Natural Gas 
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September 1 9, 2014 Reginald J. Brown 

By E-Mail 

Hon, Carl Levin, Chairman 
Hon, John McCain, Ranking Minority Member 
Permanent Subcommittee on Investigations 
Committee on Homeland Security and Governmental Affairs 
United States Senate 
SR-199 Russell Senate Office Building 
Washington, DC 20510 

Dear Chaimian Levin and Ranking Member McCain; 

We submit this letter on behalf of Morgan Stanley Capital Group Inc, (“MSCG”) in 
response to follow-up questions e-mailed by staff on September 1 0, 2014 regarding Morgan 
Stanley ’s purchase of the Deutsche Bank natural gas portfolio and involvement with Wentworth 
Holdings, LLC, Your staff has asked for information and documents on a rolling basis. 
Accordhigly, Morgan Stanley today is producing additional preliminary information in response 
to staffs questions. As a courtesy, the letter also contains all previously submitted responses. 
Morgan Stanley anticipates providing responses to the remainder of your staffs questions under 
separate cover. 

We have responded to staff s questions in good faith to the best of our ability based on 
readily aoce.ssiblc data and information. Should additional or revised data or information 
responsive to the questions come to light, we respectfully request, as we become aware of a 
need, an opportunity to supplement or amend our response. 

Responses to questions outlined in your staffs September 1 0, 2014 e-mail follow, 

* * » * 

Question I: Morgan Stanley’s purchase of the natural gas trading book from Deutsche Bank, 
including: 

A. a list of the categories of assets purchased, including any futures, swaps, options, forward 
contracts, physical inventory, or physical facilities involving natural gas; 

On August 1 5, 2014, MSCG executed definitive agreements to acquire from Deutsche Bank 
(“DB”) its North American natural gas portfolio, held by three DB subsidiaries (the “DB 
Poitfolio”), The DB Portfolio did not include physical natural gas inventory, storage 
agreements, transportation agreements, or other ancillary agreements. 


■^ilmer Cutler Pickering Hale I Permanent Subcommittee on Investigations lisbingion. DC 20006 

Beifing Berlin Baslon firussahi rranicl EXHIBIT #47 I Wiishrtialnn 
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The DB Portfolio ovemhelraingly consisted of financially-settled, as opposed to physically- 
settled, contractual assete. To illustrate, the DB Portfolio consisted of approximately 13,200 
discrete transactions, of which only 24 were physically-settled forward transactions. 

Specifically, the DB Portfolio included: 

• listed commodity futures contracts and options on commodity futures contracts; 

• cash-settled over-the-counter swap and swap option agreements; and 

• physical forward agreements. 

B. a description of any natural gas supply contracts or other arrangements, including the key 
terms, counterparties, and volumes of natural gas involved; 

With regard to physical natural gas forward agreements, MSCG acquired from DB 
approximately 22 fixed price forward agreements, and 2 basis transactions. These agreements 
average a daily volume for 2014 of 55,363 gigajoules (‘‘GJ”), and are projected to decrease to 
5,138 GJ by 2017. All of the delivery obligations with these transactions occur at the AECO 
pricing and delivery hub in Alberta, Canada. The duration of these transactions vary; the latest 
deliver)' date for two of the transactions is October 3 1 , 201 4, and the latest delivery date among 
the remaining transactions is October 31, 2017. These transactions originally were executed 
between DB and approximately five middle-market Canadian gas marketers and Natural. Gas 
Exchange, Inc., as counterparties. 

G where the assets are located, including the extent to which they involve the United States; 

MSCG did not acquire any physical conunodity infrastructure assets as part of the DB Portfolio 
transaction and, apart from the physical natural gas forward agreements described above in the 
response to Question 1 (B), MSCG acquired no other physical North American natural gas- 
related assets from DB. 

D. the dollar value of each category of assets as well as the overall purchase price; 

The value MSCG will pay to DB for the portfolio will be finalized at the conclusion of the 
transaction (i.e., when all traiisactions are novated to MSCG), but MSCG estimates that the 
mark-to-market value of the portfolio at the time of acquisition w'as approximately U.S. HHH 
million. The purchase price has not been further apportioned among the asset classes comprising 
the portfolio. 

£1 the liming and mechanics of the purchase and how and when the asset transfer will take 
or has taken place; 

Upon execution of the definitive Master Transaction Agreement, MSCG and DB entered 
simultaneously Into a total return swap and related Transition Services Agreement with each of 
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the three DB entities. Under the terms of the total return swaps, MSCG agreed to take both the 
future commodity price and credit risk of the DB contracts being sold. Following execution of 
the total return swap, MSCG and DB agreed to cooperate in seeking consents from DB’s 
counterparties to novate the transactions from DB to MSCG. As each of DB, MSCG, and DB’s 
counterparties agrees to novate their transactions (which may consist of physically-settled 
forward agreements and/or over-the-counter cash-settled derivatives) from DB to MSCG, MSCG 
and DB will adjust the terms of their total return swap to reflect the novated transactions. As of 
September 1 1, 2014, approximately six counterparties have agreed to novate their transactions 
from DB to MSCG and MSCG anticipates that the remainder of the DB portfolio should be 
novated to MSCG by the end of .March 2015. 

F. why Morgan Stanley made the purchase when it told the Subcommittee it was winding 
down its involvement with physical commodities; and 

In a conversation with Subcommittee staff on September 1 1 , 201 4, counsel for Morgan Stanley 
clarified the scope of this question and Morgan Stanley’s statements in its February 2014 
briefing to the Subcommittee, as set forth herein. 

Morgan Stanley has decided to exit certain of its physical commodities business lines, including 
its global physical oil merchanting business and its investment in TransMonlaigne, Inc. 

Morgan Stanley plans to realign its cormnodities business to be more client focused. It plans to 
continue developing its global commodities business, which is focused on providing risk 
management and financing services to its clients across the commodities space, including risk 
intennediation, liquidity provision, lending and investor business, as well as providing supply 
solutions to its clients. MSCG’s acquisition of the DB Portfolio is consistent with its role as a 
registered swap dealer that also has the ability to make markets in certain physical commodities. 
As noted above in the response to Question 1(A), the DB Portfolio consisted of approximately 
13,200 discrete transactions, of which only 24 were physically-settled forward transactions 

G. any interactions with the Federal Reserve related to the purchase. 

MSCG participates in competitive bidding processes for transaction portfolios in the ordinary 
course of its business, and did not discuss the acquisition of DB’s North American natural gas 
portfolio with the Federal Reserve. 

Question 2: Morgan Stanley’s involvement with Wentworth Holdings LLC and its related 
entities, including: 

A. when Wentworth Holdings LLC and related entities were Incorporated, with copies of their 
incorporation papers; 

Wentworth Holdings LLC (“Holdings”) was incorporated on April 1, 2014. Its two operating 
subsidiaries, Wentworth Gas Marketing LLC (“Marketing”) and Wentworth Compression LLC 
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(“Compression,” and together with Holding and Marketing “Wentworth”), were incorporated on 
October 2 1 , 20 1 3 . Copies of each of their respective Wentwortli entities’ certificates of 
formation are attached at MS-COM-0001 - MS-COM-0006, 

B. w/iy the Wentworth name was selected; 

Since the early phases of the project, MSCO has considered locating a CNG compression facility 
near the Port of Savannah in the City of Port Wentworth. 

C an organizational chart showing all Wentworth entities, including Wentworth Holdings 
LLC, Wentworth Gas Marketing LLC, and Wentworth Compression LLC; 

The organizational structure of the Wentworth entities is as follows: 

• Wentworth Gas Compression LLC and Wentworth Gas Marketing LLC are wholly- 
owned subsidiaries of Wentworth Holdings LLC; 

• Wentw'orth Holdings LLC is, in turn, a wholly-owned subsidiary of MSDW Power 
Development Corp,; 

• MSDW Power Development Corp. is a wholly-owned subsidiary of MSCG, which is 
wholly owned by Morgan Stanley, ' 

D. a chart showing the ownership structure of the Wentworth entities, including any 
ownership interest held by any Morgan Stanley entity, and the dollar value of any 
investments made by third parties unrelated to Morgan Stanley; 

As stated in the response to Question 2(C), each of the Wentworth entities is a subsidiary of 
Morgan Stanley and its affiliates. There is no third-party equity or debt. 

E. the legal authority relied on by Morgan Stanley to incorporate these companies, construct 
a compressed natural gas (CNC) facility, and market the compressed gas, including 
whether Morgan Stanley is relying on grandfathering authority or merchant banking 
authority; 

MSCG’s participation in CNG (including the formation of the Wentworth entities, the 
contemplated construction of a compression facility and subsequent marketing of CNG) does not 
rely on merchant banking authority, but rather on section 4(o). 

F. any interactions with the Federal Reserve related to the Wentworth entities and the CNG 
facility; 

Although Morgan Stanley is not required to obtain formal approval for this investment, it has 
engaged in discussions with the Federal Reserve at various levels of the firm to explain the 
investment and Morgan Stanley’s reasons for pursuing it. 
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G. whether the Wentworth entities' principal place of business is at the Morgan Stanley 
offices in Purchase, New York, where the Commodities group is located; 

The principal administrative business for each of the Wentworth entities is conducted within tlie 
Commodities group at Morgan Stanley’s offices located in Purchase, New York. 

H. whether any employees of the Morgan Stanley Commodities group are directors, officers, 
or employees of any of the Wentworth entities; 

I. the name of the Chairman and Board of Directors members for each Wentworth entity 
and, if they are Morgan Stanley employees, their Morgan Stanley job titles; 

J. the name of the president of each of the Wentworth entities and, if he or she is a Morgan 
Stanley employee, his or her Morgan Stanley Job title; 

K. the positions held by Deborah L. Hart and Peter Sherk at each of the Wentworth entities, 
including whether they are officers or managers of the companies; 

L. the total number of Wentworth employees and whether all of Wentworth 's employees are 
also employees of Morgan Stanley; 

Question 2(H)-(L) are answered as follow's: 

None of the Wentworth entities have any employees at present and a number of MSCG 
employees are directors and officers of certain Wentworth entities. It is MSCG’s practice to use 
Senior Managers as Board of Managers members and officers of its wholly-owned subsidiaries 
in order to assure standardized practices. Set forth below are the Board of Managers members 
for the Wentworth entities. 

Tabic 1; Board Members of the Wentworth Entities 


Name 

WentH'orth Entity Position 

Employed 

By 

MSCG Title 

Simon T.W. 
Greenshields 

Manager, Board of Managers; 
President 

MSCG 

President, and Global Co- 
Head of Commodities 

Deborah Lynn 

Hart 

Manager, Board of Managers; 

Vice President, Commodities 

MSCG 

Vice President COO of 

North American Power and 
Gas 

Nancy A. King 

Manager, Board of Managers; 

Vice President Commodities 

MSCG 

Vice President Globa! Head 
of Oil Liquids Flow 

Peter Sherk 

Manager, Board of Managers; 

Vice President Commodities 

MSCG 

Vice President Head of 

North American Power & 

Gas 
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M. the management structure and decisionmaking process at the Wentworth entities and how 
they interact with Morgan Stanley, including the Commodities group; 

As evidenced by the response to Question 2(H)-(L), strategic management and operational 
decision-making at the Wentv,'orth entities at present is made by MSCG employees. Ongoing 
operations, logistics, and maintenance of the proposed compression facilities will be outsourced 
to qualified third parties. 

N. a financial statement for the Wentworth entities for each year they have been in existence; 

In the normal course of business, stand-alone financial statements are not prepared for this 
consolidated entity, 

O. the current status of the 4/2/2014 Engineering, Procurement, and Construction Contract 
between Wentworth Compression LLC and H.P. Industries to construct a CNG facility, 
including 

The Engineering, Procurement, and Construction (“EPC”) Agreement with H.P. Industries was 
executed on April 2, 2014, 

L what steps have been taken to survey or evaluate tracts of land for the CNG facility; 

After evaluating tlie Port of Freeport parcel, a professional consulting firm based in Houston, 
Texas, has been engaged by H.P. Industries to provide the required site assessment to satisfy 
Wentworth that the Parcel 1 9 location is suitable for the location of the compression facility. 

a. what steps have been taken to draw plans for the design the CNG facility; 

Wentworth contracted with a specialized engineering firm to provide the initial site design. 

Hi. what steps have been taken to construct the CNG facility; 

Construction of the facility is dependent upon the receipt of the necessary regulatory approvals, 
including DOE export authority. Currently H.P. Industries has contracted with a third party for 
the facility design, commenced the Phase 1 environmental review, and has placed an order for 
compressors (which are considered long lead items for the facility). Wentworth continues to 
negotiate tlie final terms of the lease for the Parcel 19 at Port Freeport; and is engaged in 
discussions to connect with a provider of electrical service to the facility; and is engaged in 
negotiations with various pipeline companies' to obtain firm delivery of natural: gas to the- 
compressor site. 
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fv. what steps have been taken to procure insurance in connection with the CNG 
facility; and 

Wentworth worked closely with the Morgan Stanley internal risk management team to identify 
the appropriate insurance coverage required for the facility. As the facility is not under 
construction at this time no insurance has been procured, but will be required upon signing of tlie 
final lease with Port Freeport. H.P. Industries has provided tire insurance certificate required 
under the access agreement that was signed with Port Freeport. Additionally, H.P. Industries has 
provided a certificate of insurance in the form and amounts required under the EPC Agreement. 

V. the total dollar value of the contract and the total projected cost to construct the 
faculty; 

Wentwortli has budgeted up to S55 million for the development and constmction of the CNG 
facility in Port Freeport. It is anticipated that the development costs would be equivalent for a 
second facility near the City of Port Wentworth, Georgia. 

it the current status of the license obtained by H.P. Industries LLP from Port Freeport in 
Texas related to Parcel 19 in connection with the CNG facility; 

A May 12, 2014 access agreement granted H.P, Industries a license to access Parcel 19 to inspect 
the site. Field work is ongoing, and the site license remains in effect until either the completion 
of the field work or December 3 1 , 201 4. 

Q. the current status of the DOE application filed by Wentworth seeking authorization to 
export compressed natural gas, and an estimate of the costs incurred to date in connection 
with drafting and fling of that application; 

The DOE application filed by Wentworth seeking authorization to export compressed natural gas 
to free trade agreement countries is pending. The costs incurred to date in connection with 
drafting and filing the application are approximately S23,000, 

if. the current status of any actions taken under the National Environmental Policy Act 
(NEPA) to obtain an environmental assessment (EA) or environmental impact statement 
(EIS) in connection with the CNG facility, including who is involved with that effort, what 
steps have been taken to date, and the estimated total cost incurred to date; 

We are undertaking a Phase i environmental review of the Freeport site. To date, no action has 
been taken under the National Environmental Policy Act. 

S. Morgan Stanley’s projectedLolaI:cus1-to-constructthe CNG~facUitymd'the-totaL 
approximate amount of money expended to date on the project; 
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Morgan Stanley anticipates that the Freeport natural gas compression facility will cost up to $55 
million to construct, including gas pipeline and power transmission line interconnections. Upon 
obtaining all needed approvals and pennits, construction will require approximately three 
months. In addition to the facility, Wentworth also will purchase ISO containers in quantities 
sufficient to serve all offtake agreements. Based upon initial sales estimates, Wentworth will 
make an initial investment of up to $300 million for ISO containers. 

T. Morgan Stanley’s plans for the Wentworth entities and the CNG facility over the next ten 
years; 

The CNG business is being developed in order to deliver a cheaper and cleaner source of fuel to 
power generators and other commercial end users who need access to reliable natural gas 
supplies. It is our plan to assure long term delivery of this fuel source to those parties who 
contract for this supply. 

U. whether Morgan Stanley has provided any banking, financing, legal, insurance, 
administrative, or other services to the Wentworth entities and, if so, a brief description of 
those services; 

As wth other affiliated entities of Morgan Stanley, the Wenlwortli companies rely upon the 
expertise and day-to-day involvement of employees of Morgan Stanley, This includes the 
breadth of the firm, including support in legal, tax, risk management and many other areas. 

K any Morgan Stanley capital requirements or charges related to the Wentworth entities; 

fResoonse to follow under sep ar ate cover.1 

W. the name and location of any other companies operating CNG facilities in the United 
States. 

Public source documents' indicate that there are 1 ,200 natural gas compression stations located 
on the U.S. interstate natural gas pipeline network. In addition to these facilities, there are 
multiple compressed natural gas facilities that fuel municipal and commercial vehicles. 

While Wentworth’s proposal to construct and operate a CNG container filling station is uitique in 
its planned output, there are other facilities in existence that both fill ISO containers and export 
these containers from the United States. These compam'es include, among others; 

• Xpress Natural Gas 

• Emera- 


’ See, e.g., Natural Gas Compressor Stations on the Interstate Pipeline Network, Energ\' Information Administration, 
Office of Oil and Gas (Nov. 2007), available at 

http://www.eia.gOv/pub/ail_j:as/aatiiral_gas/analysis_publicalions/ngcompressor/ngcompressor.pdf. 
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Redacted By 

Permanent Snbcommittec on Investigations 


Thank you for the opportunity to provide this response. 


Sincerely, 

Reginald J. Brown 
Alyssa DaCunha 
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October 10, 2014 Reginald J.Browij 

By E-Mail 

Hon. Carl Levin, Chairman 
Hon. John McCain, Ranking Minority Member 
Permanent Subcommittee on Investigations 
Committee on Homeland Security and Governmental Affairs 
United States Senate 
SR-199 Russell Senate Office Building 
Washington, DC 205 10 

Dear Chairman Levin and Ranking Member McCain: 

We are writing on behalf of Morgan Stanley in response to questions e-mailed by staff on 
September 26, 2014. Morgan Stanley today is producing preliminary information in response to 
staffs questions. Morgan Stanley anticipates providing additional responses to staffs questions 
under separate cover. We have responded to staffs questions in good faith to the best of our 
ability based on readily accessible data and information. Given that some of staffs questions 
relate to events that occurred in the 1980s and 1990s, some responses are based solely on the 
general recollection of Morgan Stanley employees. Additionally, the responses focus on the 
activities of the Morgan Stanley Commodities business unit (“Morgan Stanley Commodities”). 
Should additional or revised data or information responsive to the questions come to light, we 
respectfully request an opportunity to supplement or amend our response as needefl. 

Below are responses to questions outlined in your staffs September 26, 2014 e-mail. 

* * * * 

2. Please provide a brief history of Morgan Stanley’s involvement with oil storage 

facilities in New York, New Jersey, and Connecticut since the 1980s. Please indicate 
whether Morgan Stanley helped finance the construction of oil storage facilities in 
New York in or around 1993, and briefly describe the extent to which Morgan Stanley 
has financed other oil storage facilities in New York, New Jersey and Connecticut 
since then. 

Morgan Stanley entered the physical oil business in the mid-1980s. In the late 1980s or early 
1 990s, Morgan Stanley entered its first storage agreement in the New York/New 
Jersey/Connecticut region with Wyatt, Inc. By 1 994, Morgan Stanley had entered storage 
agreements with IMTT-Bayonne in New Jersey and GATX Terminal Corporation in Staten 
Island, New York, From time to time, Morgan Stanley also entered agreements with other 
storage facilities in the New York/New Jersey/Connecticut region. 
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We have not been able to identify any instances in which Morgan Stanley Commodities has 
provided financing in the form of direct loans. However, Morgan Stanley Commodities has 
agreed to fee schedules that have supported leasehold improvements, including enhancement of 
oil storage facilities in New York/New Jersey/Connecticut. 
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June 21, 2013 
By E-Mail 

Hon. Carl Levin, Chairman 

Hon. John McCain, Ranking Minority Member 

Permanent Subcommittee on Investigations 

Committee on Homeland Security and Governmental Affairs 

United States Senate 

SR- 199 Russell Senate Office Building 

Washington, DC 20510 

Dear Chairman Levin and Ranking Member McCain: 


Reginald J. Brown 

+ 1 202 663 6-^30it) 
+ 1 202 663 6363 ff) 
feginaldbrown®wilmefhaie com 


We submit this letter on behalf of Morgan Stanley in further response to your January 11, 
2013 letter and questionnaire regarding the nature and scope of activities of U.S. banks in 
physical commodities. This letter supplements our February 11, March 4, April 12, and May 21 , 
2013 responses. Morgan Stanley conducts trading in physical commodities within the Morgan 
Stanley Commodities division. While there may be limited exposure to financial commodities 
elsewhere in the Firm, tlie overwhelming majority of business in physical commodities resides in 
Morgan Stanley Commodities, therefore, unless othei'wise noted, answers to the Subcommittee’s 
questions are drawn from that unit of the company. We will continue, on a rolling basis, to 
respond to the January 1 1, 2013 inquiiy. 

Responses to questions 12, 13, 17, 18, -and 19 in the questionnaire follow 


’ 1 = » ♦ * 

Question 12: For each entity identified in response to Question 11 which your company 
controls, or in which it directly or indirectly owns at least 20 percent, please also provide the 
following information. 

a) the date on which each such entity was formed, the jurisdiction where it was formed, 
and the location of its headquarters; 

b) the nature and extent of your ownership interest in each such entity, when it was 
acquired, and the name and job title of the most senior executive in charge of each 
entity; 

c) the nature of the storage facility (e.g., metals warehouse, storage tank, grain elevator) 
where each physical commodity tvov held and its approximate capacity; 

d) the number of employees that your company employs, or contracts to employ, 
permanently or temporarily, at each such entity; 

e) the nature of the services performed by each such entity, including whether it stores, 
processes, produces, buys, sells, delivers, trades, hedges, or transports the commodity; 
and 
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f) the approximate yearly revenues and profit or loss generated by each such facility for 
each fiscal year from 2008 to 2012. 

The Firm has been sole owner of TransMontaigne, Inc. (“TransMontaigne”), a Denver, 
Colorado-based energy services company, since September 2006. In February 2005, 
TransMontaigne formed TransMontaigne Partners L.P. (“TLP”), a publicly traded Delaware 
limited partnership that provides integrated terminaling, storage, transportation, and related 
seiwices for customers engaged in the distribution and marketing of light refined petroleum 
products (such as gasolines, diesel faels, heating oil, and jet fuels), heavy refined petroleum 
products (such as residual fuel oils and asphalt), crude oil, chemicals, fertilizers, and other liquid 
products. TLP does not purchase or market products that it handles or transports, Morgan 
Stanley holds a minority interest in TLP. TransMontaigne GP L.L.C., a wholly owned 
subsidiary of TransMontaigne, is TLP’s general partner and controls its operations. 

TLP has no officers or employees; all of its management and operational activities are 
provided by officers and employees of TransMontaigne. TransMontaigne GP L.L.C.’s board of 
directors oversees TLP’s operations. Charles L. Dunlap is its Chief Executive Officer. Morgan 
Stanley currently employs no one permanently or temporarily at TransMontaigne. One Morgan 
Stanley Commodities employee was based at TransMontaigne during some of the relevant time 
period and worked from the TransMontaigne offices during that time. 

TLP’s existing facilities are located in five geographic regions, which TLP refers to as its 
Gulf Coast, Midwest, River, Southeast, and Brownsville facilities: 

• The Gulf Coast facilities consist of eight refined product terminals, all in Florida, which 
currently have approximately 6.9 million barrels of aggregate active storage capacity. 

• The Midwest facilities include a 67-mile refined product pipeline between Missouri and 
Arkansas, three refined product terminals, and one crude oil terminal with approximately 
1 .6 million banels of aggregate active storage capacity. 

• The River facilities are composed of 12 refined product terminals located along the 
Mississippi and Ohio Rivers with approximately 2.8 million barrels of aggregate active 
storage capacity. The River facilities also include a pipeline-cormected dock facility in 
Baton Rouge, Louisiana. 

• The Southeast facilities are comprised of 22 refined product terminals located along 
pipelines in Alabama, Georgia, Mississippi, North Carolina, South Carolina, and Virginia 
with an aggregate active storage capacity of approximately 10 million barrels, 

• The Brownsville facilities consist, in large part, of those related to an April 201 1 joint 
venture with P.M.I, Services North America Inc. (“PMI”), an indirect subsidiary of a 


PS!-MorganStanley-06-000002 



1391 


Hon. Carl Levin, Chairman 

Hon. John McCain, Ranking Minority Member 

June 21, 2013 WILMERHALE 

Page 3 


Mexican state-owned petroleum company, at TLP’s Brownsville, Texas terminal. TLP 
contributed approximately 1 .4 million barrels of light petroleum product storage capacity, 
as well as related ancillary facilities, to the joint venture, also known as Frontera 
Brownsville LLC (“Frontera”), in exchange for a cash payment and a 50% ownership 
interest. TLP continues to own and operate approximately 0.9 million barrels of 
additional tankage in Brownsville, independent of Frontera, including a liquefied 
petroleum gas (“LPG”) terminaling facility with aggregate active storage capacity of 
approximately 33,000 barrels. TLP also owns and operates a LPG pipeline running from 
its Brownsville facilities to a terminal in Mexico, which has approximately 7,000 barrels 
of aggregate active LPG storage capacity. And TLP operates a bi-directional refined 
product pipeline for PMI for deliveries to and from Brownsville and terminals in Mexico. 

For year-end book values associated with TransMontaigne from 2008 to 2012, please see 
our response to Question 6. TLP is a publicly traded company, listed on the New York Stock 
Exchange, and additional infonnation concerning that entity is available in the company’s public 
filings. 


In addition to TLP, TransMontaigne wholly owns three additional storage facilities: 

• Canterm Canaditin Terminals Inc., which is wholly owned by TransMontaigne subsidiary 
TransMontaigne Canada Holdings Inc., operates storage terminals in Quebec, Canada 
with a storage capacity of approximately three million barrels. These terminals store 
gasoline, diesel, ethanol, heavy fuel oil, marine diesel oil, HCB oil, red dye, DCA gas 
additive, asphalt, jet, and bio diesel. Canterm Canadian was formed in December 1999 
acquired by TransMontaigne in December 2006. Charles L, Dunap is its President. 

• TransMontaigne Product Services Inc., based in Denver, owns a Baytown, Texas 
terminal with a storage capacity of approximately 127,000 barrels that holds 
environmental/oily water. Most of this facility was put out of service by Hurricane Ike in 
September 2008, The entity was formed in October 1998 by Houston Marine Services, 
Inc., which was owned by Heidmar Group Inc. and a third party. Morgan Stanley Capital 
Group Inc. acquired Heidmar in September 2006, and Flouston Marine Services was 
acquired by TransMontaigne and merged into TransMontaigne Product Services in 
December 2008. Charles L. Dunlap is TransMontaigne Product Services’ President and 
CEO, 

• TransMontaigne Product Services also operates the Norfolk Drybulk Tormina! in 
Chesapeake, Virginia, The terminal has a storage capacity of 50,000 short tons, and it 
stores granular fertilizer. 
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Question 13: For each entity identified in response to Question 11 which your company does 
not control or own at least 20 percent, please also provide the following information: 

a) the nature, extent, and initial date of any investment in or contractual relationship with 
each such entity, including any “supply-and-offtake" arrangement, energy 
management or energy tolling agreement, lease agreement, or agreement functionally 
similar to a lease, pursuant to which your company or any affiliate or fund has access 
to or me of any facilities for production, processing, storage, transportation, or 
distribu tion of any physical commodity listed in Question 2; 

b) the name and job title of the most senior executive at each entity that entered into such 
an investment or agreement; 

c) the nature of the services performed by each such entity, including whether it stores, 
processes, produces, buys, sells, delivers, trades, hedges, or transports the commodity; 
and 

d) if relevant, the approximate yearly revenues and profit or loss generated for your 
company by each such facility for each fiscal year from 2008 to 2012. 

As noted in response to Question 12, the Firm owns at least 20 percent of only one entity 
identified in response to Question 1 1 : TransMontaigne. All remaining storage facilities listed in 
response to Question 1 1 are third-party facilities in which the Morgan Stanley Commodities 
division has no ownership interest. There are over 170 such entities included in our April 12, 
2013 response. With no ownership interest in these facilities, Morgan Stanley’s ability to obtain 
information concerning their operations and revenues is limited. 
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October 17, 2014 


Reginald J. Brown 


By E-Mail 


Hon. Carl Levin, Chainnan 

Hon. John McCain, Ranking Minority Member 

Permanent Subcommittee on Investigations 

Committee on Homeland Security and Governmental Affairs 

United States Senate 

SR-199 Russell Senate Office Building 

Washington, DC 20510 


tl 2C2 663 643010 
*1 202 663 6363(f) 
reginalclbfowr>@wi!rr)efhaie-Coin 


Dear Chairman Levin and Ranking Member McCain: 

We are writing on behalf of Morgan Stanley in response to questions e-mailed by staff on 
September 26, 2014. Morgan Stanley today is producing additional information in response to 
stafFs questions. Morgan Stanley anticipates providing additional responses to staffs questions 
under separate cover. We have responded to staffs questions in good faith to the best of our 
ability based on readily accessible data and information. Given that some of staffs questions 
relate to events that occurred in the 1980s and 1990s, some responses are based solely on the 
general recollection of Morgan Stanley employees. Additionally, the responses focus on the 
activities of the Morgan Stanley Commodities business unit (“Morgan Stanley Commodities”). 
Should additional or revised data or information responsive to the questions come to light, we 
respectfully request an opportunity to supplement or amend our response as needed. 

Below are responses to questions outlined in your staffs September 26, 2014 e-mail. 

* * * * 


1. Exhibit 1 of an April 12, 2013 letter from Morgan Stanley to the Subcommittee 

identifies 20 oil storage facilities used by Morgan Stanley and its affiliates in New 
York, New Jersey, and Connecticut For each year in the ten year period from 2003 
through 2013, please provide the approximate maximum aggregate volume of oil 
storage capacity provided by the listed storage facilities to Morgan Stanley and its 
affiliates in New York, New Jersey, and Connecticut Piease indicate, during that same 
ten-year period, to what extent jet fuel was stored at those facilities. 

Morgan Stanley Commodities began tracking certain aspects of its storage agreements beginning 
in 201 1 . Based on these readily accessible but limited records, Morgan Stanley Commodities’ 
approximate maximum aggregate volume of oil liquids storage capacity in New York, New 
Jersey, and Connecticut was as follows (amomite shown are shell storage capacity): 

• 8.2 million barrels in 2011, of which 430,000 barrels were jet fuel shell storage capacity; 
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• 9.1 million barrels in 20 1 2, of which 630,000 barrels were jet fuel shell storage capacity; 
and 

♦ 7.7 million barrels in 2013, of which 877,000 barrels were jet fuel shell storage capacity. 

While Morgan Stanley Commodities does not have readily accessible records reflecting the 
aggregate volume of oil storage capacity for 2003 through 20 1 0, we believe that Morgan Stanley 
Commodities maintained similar storage agreements for refined products in New York, New 
Jersey, and Connecticut during much of that period. Two specific examples are: (1) agreements 
to store a maximum of approximately 3,5 million barrels of distillate and gasoline-related 
products in New Haven, Connecticut, from 2009 to present; and (2) agreements to store a 
maximum of approximately 2.5 million barrels of distillate and gasoline-related products in 
Bayonne, New Jersey, from 2009 to present. 

3. Please confirm that, by 2009, Morgan Stanley owned 100% of the stock of Olco 

Petroleum Group; from 2009 until 2012, Olco operated as a wholly-owned subsidiary 
of TransMontaigne; and in 2012, TransMontaigne caused Olco to merge with Canterm 
Canadian Terminals Inc. so that Olco lost its identity as an independent company and 
instead operated as part of Canterm. Please confirm that Morgan Stanley’s 
involvement with Canterm Canadian Terminals Inc., which was wholly owned by 
TransMontaigne Canada Holdings, ended when TransMontaigne was sold in 2014. If 
any part of these statements is inaccurate, please provide the correct information. 

In December 2006, Morgan Stanley Capital Group Inc,, through its wholly-owned subsidiary, 
TransMontaigne Inc. (“TransMontaigne”), acquired 60% of Olco Petroleum Group, Inc. 
(“Olco”). At approximately the same time, Olco acquired Canterm Canadian Terminals Inc. 
(“Canterm”). In September 2008, TransMontaigne acquired the remaining 40% of Olco. By 
September 2010, TransMontaigne had restructured its Canadian holdings and formed a new 
holding company, TransMontaigne Canada Holdings Inc. (“TCH”), which directly owned 100% 
of Canterm and TMG Canadian Holdings L.L.C. (“TMGCH”). TMGCH became the direct 
owner of 100% of Olco’s successor entity, the newly reorganized Olco Petroleum Group ULC. 

In March 2014, TCH sold Canterm to Vopak Terminals QC Inc. In July 2014, Morgan Stanley 
Capital Group Inc, sold its interest in TransMontaigne to NGL Energy Partners LP but retained 
certain assets, including TransMontaigne’s interest in TCH. Thus, Morgan Stanley’s indirect 
ownership of Canterm ended approximately four months prior to the sale of TransMontaigne, 
although Morgan Stanley continues to maintain a storage agreement with Canterm. 
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4. Please confirm the accuracy of these revenue and profit figures for the oil liquids desk, 
which were provided by Morgan Stanley to the Federal Reserve, and add the 
comparable figures for 2013, 


Fiscal Year 

Net revenues* 

Profit before tax 

2009 

1,198 

560 

2010 

822 

298 

2011 

677 

173 

2012 

676 

168 

2013 

503 

27 


All figures are approximate. 

All figures in USD millions. 

•The figures in the “Net revenues” column were provided by Morgan Stanley in Table 3 of a July 16, 

2013 letter to the Subcommittee. 

** Profit before tax totals do not include compensation deferral impact as required under U.S. 

Generally Accepted Accounting Principles (“U.S. GAAP”). 

The revenue and profit figures in the chart above are accurate. Please note, however, that (1) 
relatively small amounts were reclassified as discontinued operations under U.S. GAAP and (2) 
multiple comraodit)' interests {i.e., not just oil liquids) were reallocated for internal management 
reporting purposes from the oil liquids business to other commodities businesses. Additionally, 
beginning in 2014, the oil liquids business, which previously was recorded as a single entry, was 
reorganized as the following three business segments: the global oil merchanting unit, 
Transmontaigne, and the oil liquids client facilitation business. As such, historical information 
may be presented differently going forward. 
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Jet Fuel Supply Agreement 
between 

Morgan Stanley Capital Group Inc. 
and 

United Air Lines, Inc. and 
United Aviation Fuels Corporation 

This Jet Fuel Supply Agreement (this “Agreement”) is entered into effective as of September, 

, 2003, among Morgan Stanley Capital Group Inc. (“MSCG”), a Delaware corporation. 

United Air Lines, Inc. (“United Airlines”), a Delaware corporation, and United Aviation Fuels 
Corporation (“UAFC”), a Delaware corporation (United Airlines and UAFC referred to 
collectively as “United” and each of the foregoing referred to individually as a “Party” or 
collectively as “Parties”). 

WHEREAS, United desires to have MSCG supply Jet Fuel and maintain Minimum 
Inventory Levels for United at the Airports and provide other Services beginning on the 
Commencement Date and throughout the Term of this Agreement; 

WHEREAS, United desires to sublease to MSCG certain United Infrastructure 
Agreements, including terminaling and throughput agreements for storage of Jet Fuel at the 
Airports, and to transfer to MSCG its historical capacity on common carrier pipelines by means 
of an agency agreement, and MSCG agrees to assume and accept the sublease of such 
agreements and transfer of pipeline capacity as specified herein; 

whereas, Uitited desires to have MSCG engage in Third-Party Sales; 

WHEREAS, IREDACTED]; and 

whereas, MSCG is willing to supply Jet Fuel and render the foregoing Services to 
United, pursuant to the terras and conditions contained herein; 

NOW, THEREFORE, in consideration of the premises and the respective promises, 
conditions and agreements contained herein, and other good and valuable consideration, the 
receipt and adequacy of which are hereby acknowledged, the Parties hereby agree as follows: 

ARTICLE 1 

DEFINITIONS AND CONSTRUCTION 


1.1 Definitions. 

For purposes of this Agreement, including the foregoing Recitals, the following terms 
shall have the meanings indicated below: 
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1.7 The Parties acknowledge that they and their counsel have reviewed and revised 
this Agreement and that no presumption of contract interpretation or construction shall apply to 
the advantage or disadvantage of the drafter of this Agreement. 

ARTICLE 2 

JET FUEL SALES AND SUPPLIES TO UNITED 


2.1 Sales Generally and Sources of Supply . Subject to the terms and conditions 
contained herein, commencing on the Commencement Date as to the Airport Locations marked 
as Phase I Locations on Exhibit 1 and commencing on such later date that is mutually agreeable 
to the Parties for the Airport Locations marked as Phase II or Phase III on Exhibit 1 . and in each 
case then continuing during the Term of this Agreement, MSCG shall sell and deliver to United 
to the Airport Locations all of United’s (and, to the extent provided in Section 2. It el. UAX’s) 
actual Jet Fuel requirements and shall maintain the Minimum Inventory Levels at the applicable 
Airport Locations, and United (and UAX) shall purchase such Jet Fuel, At United’s request, 
MSCG shall sell and invoice any quantity of Jet Fuel to UAFC for resale to United Airlines. 

(a) MSCG shall sell the Jet Fuel to United on a daily or on an as-needed basis 
as it is withdrawn from tankage at the Airport Locations, Except as mutually agreed by 
the Parties, MSCG shall be responsible only for arranging transportation and delivery of 
the Jet Fuel into the storage facilities at the Airport Locations, and United shall bear sole 
responsibility for arranging for transport of the Jet Fuel from the Airport storage facility 
to the aircraft wing and for aircraft refueling. 

(b) MSCG shall work with United to develop and maintain a long-term supply 
plan designed to minimize the cost of Jet Fuel to United (subject to and consistent with 
the terms and provisions of Article 5 and Article 7 ) and to optimize reliable and efficient 
supply of Jet Fuel to United over the Term of this Agreement. 

(c) MSCG shall arrange for the Jet Fuel delivered to an Airport Location to be 
discharged into (i) tankage covered by a United Infrastructure Agreement or by 
agreements that MSCG may enter into relating to storage of Jet Fuel or (ii) commingled 
tankage operated by fuel consortia or an airport authority to which MSCG is granted open 
access rights. 

(d) [REDACTED]. 

(e) If UAFC so elects in writing, MSCG shall supply Jet Fuel requirements to 
carriers that operate under the designation ‘TJnited Express” (“UAX”) at all Airport 
Locations. At any time after the date that is 60 days after the Commencement Date (or 
such earlier or later date as the Parties may mutually agree), on UAFC’s written 
instruction, MSCG shall make sales at Bulk Supply Locations pursuant to this 
Section 2.1(61 directly to the applicable UAX carriers on the same terms and conditions 
as contained in this Agreement, and shall invoice and collect monies owed with respect to 
such sales directly from each applicable UAX carrier. 

(f) [REDACTED] . 
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2.8 Title and Risk of Loss . Title and risk of loss to the Jet Fuel delivered to United at 
an Airport Location shall pass from MSCG to United when the Jet Fuel is removed from the 
storage facility at the Airport Location. 

2.9 Warranty . MSCGhereby warrants that the Jet Fuel delivered pursuant to this 
Agreement shall, at the time of delivery to any storage facility located at an Airport Location 
Inffastructure Agreements, meet the Specifications. MSCG further warrants that it shall convey 
good title to all Jet Fuel sold hereunder and that such Jet Fuel shall be delivered to United free 
and clear of any Lien. 
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5.5 Spot Local Sunnlv Agreements . MSCG shall negotiate and perform all Spot 
Local Supply Agreements as may be necessary to meet United’s Operating Fuel Requirements at 
an Airport Location, taking into consideration the volume of Term Local Supply, if any, at such 
Airport Location. 

5.6 Resale of Term Local Supply . Subject to United’s consent, MSCG may sell any 
Jet Fuel that MSCG is required to purchase under a Term Local Supply Agreement in excess of 
United’s Operating Fuel Requirements to a third party, on such terms and at a price within its 
sole discretion. Any such resale of Term Local Supply shall be considered to be a Trading 
Transaction subject to the provisions of Article 4 . pRED ACTED) 
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6.2 Transfer of Historical Pipelice Capacity . Pursuant to Section 365 of the 
Bankruptcy Code, United shall transfer to MSCG.hy means of agency agreements, its historical 
pipeline capacity on certain pipelines, as identified in Exhibit 18, and shall provide MSCG with 
evidence of each pipeline company's consent. Upon the termination of this Agreement, MSCG 
shall return to United, through a termination of the agency agreements, the pipeline capacity 
history on such pipelines that it received from United in the amount originally transferred, 
adjusted for (i) any actual increases in historical pipeline capacities on such pipelines since the 
Assumption Date that result from MSCG utilizing such pipelines to supply any increases in the 
United’s Jet Fuel requirements or Minimum Inventory Levels served by such pipelines or the 
addition of Airport Locations under Section 2.3 and (ii) any decreases due to deletions of Airport 
Locations under Section 2.3 or decreases in United’s Jet Fuel requirements at any Airport 
Location. 


ARTICLE 7 
[REDACTEDL 

7.1 [REDACTED). 

7.2 [REDACTED). 

7.3 [REDACTED). 

7.4 [REDACTED). 

7.5 [REDACTED). 

7.6 [REDACTED]. 

ARTICLE 8 
[REDACTED). 

8.1 [REDACTED). 

8.2 [REDACTED). 

8.3 [REDACTED). 


Redacted By 

Permanent Subcommittee on Investigations 


I3imt«Z 03175856 


19 


PSi-UnitedAiriines.01-000021 




1401 


Redacted By 

Permanent Subcommittee on Investigations 


ARTICLE 10 
TFRM OP AGREEMENT 

10.1 Tnitial Term . This Agreement shall become effective on the Effective Date and 
shall continue for three years from the Commencement Date (“Initial Term”). 

10.2 Renewal . Unless either Party provides notice to the other Party not later than six 
months prior to the expiration of the Initial Term of its intention to terminate this Agreement, the 
Agreement shall be autornaticaUy renewed at the end of the Initial Term for an indefinite term 
(the “Renewal Term”)* At any time during the Renewal Term, either Party may terminate this 
Agreement by providing notice to the other Party, such termination to he effective on the date 
that is two years following receipt of notice thereof. Following any teimination pursuant to this 
Section 10.2. the Parties shall perform their obligations relating to termination pursuant to 
Article 19 . The Initial Term together with the Renewal Term shall be the “Term.” 
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WILMERHALE 


Reginald J. Brown 

+1 202 663 6430(1) 
+ 1 202 663 6363(f) 
rQginaldbfOwn@wilmefhaiacom 


Dear Chairman Levin and Ranking Member McCain: 

We are writing on behalf of Morgan Stanley in response to questions e-mailed by staff on 
September 16, 2014 and September 23, 2014. Morgan Stanley anticipates providing additional 
responses to staffs questions under separate cover. We have responded to staff s questions in 
good faith to the best of our ability based on readily accessible data and information. Should 
additional or revised data or information responsive to the questions come to light, we 
respectfully request an opportunity to supplement or amend our response as needed. 

Below are responses to questions outlined in your staffs September 16, 2014, and 
September 23, 2014 e-mails for which Morgan Stanley has relevant information. 

For approximately the last 1 5 years, Morgan Stanley has served Emirates Group 
(“Emirates”) by providing a range of banking services to assist in the operation of its successful 
global airline. One core service provided was financially-settled commodity hedges to provide 
security against disruptive price movements in the markets. Emirates is a sophisticated market 
participant that, over tlie course of its relationship with Morgan Stanley, has worked with the 
firm to design customized financial products to help it manage complex commodity market risks. 
Throughout this process, Morgan Stanley operated prudently to manage its risk and conform 
with all legal and regulatory obligations. After reviewing the available market participants to 
determine who could meet its needs. Emirates chose to work witli Morgan Stanley to manage 
critical commodity risk exposure. 

* * tip 

• Is it accurate that Morgan Stanley’s commodities division participated in a series of 
IruSedUlmrges with ihelEmifaTes'Aildihefrdm the VmtedMfdl>'Emlfdte^(UAE), id 
manage the airline’s jet fuel price risk? 

Yes. 
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• The hedges were designed and executed by Morgan Stanley ’s London energy options 
trading desk. 

Traders based in London and New York offered the product to meet Emirates’ views that prices 
would move within a certain range. 

• The hedges were called “cap-swap double-down extendable” hedges. They involved 
put and call options as well as other financial instruments. 

The hedges consisted of put options, call options, contracts for differences, and a financial 
transaction sometimes called a “capped double-down swap” that upon exercise resulted in a 
combination of a swap and two option positions. Other terms may have been used informally, 

• The hedges were used by the airline for a number of years, from at least 2004 to 2008. 
Yes. 

• The hedges used a set of option contracts to set the expectation that crude oil would 
trade within a $30 price range, with the exact prices varying from year to year based on 
crude oil market prices. If crude oil prices stayed within the specified dollar range, the 
airline achieved significant cost savings on crude. 

Morgan Stanley agreed on a range with Emirates in line with Emirates’ view as to likely oil price 
movements. 

• At some point, another set of options contracts widened the price range to about $50. 

The maximum option contract price range between December 2006 and January 2008 was 
$39.20. 


• Can you provide a better description of the series of hedges and their component 
options and swaps? 

Following discussions between Morgan Stanley and Emirates regarding their view on the market 
and hedging requirements, the entities entered into a financial transaction called a “capped 
double-down swap.” This is a combination of a swap and two option positions where Emirates 
would buy the swap and sell both a call option and a put option. The effect of selling the call 
option-at-a-higher-sti'ike price-would be that-the-swap-protection-would then-be limited-to-the.- 
difference between the swap price and the call strike price, when prices move above the call 
strike. The strike price of the put option that is sold is set at the same level as the swap price. Tire 
effect of this is that Emirates would be paying out on double the volume hedged when market 
prices are below the swap price. The premiums generated from the sale of both the call and put 
options would be embedded into the swap to give a significantly lower swap price than would 
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otherwise be achieved. The swap price was further reduced in return for Morgan Stanley having 
the right to extend the structure for an additional one or two years. 

• Each year the hedge was rolled into the new year and reinstated with new price targets. 

No. 

• In 2008, crude oil prices suddenly increased and exceeded the $120 upper price limit 
specified in the 2008 hedge. 

The highest price for financially-settled 2008 commodity hedges with Emirates was $ 1 1 0. 

• Crude oil prices peaked in July 2008 at $147 and then, over five months, plunged to 
less than $70, the lower price limit specified in the 2008 hedge. 

The lowest price for financially-settled commodity hedges with Emirates was $27.85 for trades 
initiated between 2004 and 2008 and priced in 2008. 

• At that point, in November 2008, under the hedge, the airline was obligated to buy 
crude oil from Morgan Stanley at $70 per barrel, when it was selling in the market for 
about $50 per barrel 

The hedge contracts enabled Emirates to purchase jet fuel from any counterparty, at the 
prevailing market price. Emirates had an obligation to Morgan Stanley to make cash settlements 
when the market price of crude oil was below the fjxed/strike prices in the various hedge 
contracts. 

• In early 2009, with crude oil prices in the $40 range, John Mack and two Morgan 
Stanley employees flew to Dubai to meet with Emirates Airline management. They met 
with Sheikh Mohammed bin Rashid, the ruler of UAE, and his uncle Sheikh Ahmed 
bin SaeedAl Maktoum, head of the airlines. Who were the other two MS employees 
who flew to Dubai? 

A meeting took place in November 2008 between Sheikh Ahmed bin Saeed A1 Maktoum, John 
Mack, George Makhoul, and Marc Mourre. 

• The UAE ruler told the Morgan Stanley representatives that the state would provide 
finaneial assistance to the airlines if necessary. 

The Investment Company of Dubai provided a credit guarantee in January 2009. 

• The airline reported fuel-hedging losses of $428 million in the latter half of 2008 and 
first half of 2009. Did the airline pay $428 million to Morgan Stanley? What was the 
total it paid to Morgan Stanley under the 2008 hedge? 
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Emirates paid Morgan Stanley a net of approximately $440 million for crude oil hedges settled 
between July 1, 2008, and June 30, 2009, Emirates paid Morgan Stanley a net of approximately 
$330 million for the crude oil hedges priced between January 1, 2008 and December 31, 2008. 

• Did the airline stop using the hedge in 2009? 

Hedging activity was reduced in 2009, but some hedges involving financially-settled products 
continued until 2012. 

• Did Morgan Stanley ever supply the Emirates Airline with jet fuel? If so, please 
provide details. 

Since 2010, Morgan Stanley has supplied Emirates with physical jet fuel at some U.S. airports. 

• Does Morgan Stanley still enter into hedges with the Emirates Airline to reduce its 
price risk for Jet fuel? If not, when did the relationship end? 

The last hedge trades involving financially-settled products were executed in September 2011, 
and the last pricing period was March 2012, 

* 
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Thank you for the opportunity' to provide this response. 


Sincerely, 




Reginald J. Brown 
Alyssa DaCunha 
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Squire Patton Boggs (US) LLP 
2550 M Street, NW 
Washington, DC 20037 

O +1 202 457 6000 
P +1 202 457 6315 
squirepattonboggs.com 


Jeffrey L Turner 
T +1 202 457 6434 
jBft.1urner@squirepb,com 


October 9, 2014 
Via Email 

The Honorable Car! Levin 
Chairman 

Permanent Subcommittee on Investigations 
SR-199 Russeil Senate Office Building 
Washington, DC 201510 

The Honorable John McCain 
Ranking Member 

Permanent Subcommittee on Investigations 
SR'199 Russell Senate Office Building 
Washington, DC 201510 

DearChairman Levin and Ranking Member McCain: 

On behalf of our client, Emirates, we are providing additional information as a follow up to our 
meeting with your staff on October 1, 2014 and In response to the additional questions we received 
after that meeting. 

Given the breadth of the questions and the length of time they cover, our client is still In the 
process of collecting relevant information to provide to the Subcommittee. We set forth below answers 
to questions about jet fuel purchases. By early next week, we anticipate having more detailed 
information about our client's hedging operations. 

Jet Fuel Purchases 

As we confirmed for your staff in our meeting on October 1, jet fuel is the biggest single 
operational expense for the company. Emirates maintains flight operations at nine U.S. airports, 
including Washington Dulles (lAD), Los Angeles International (LAX), and San Francisco Internationa! 
(SFO). Last financial year, for example, the company purchased approximately $LIS 8.53 billion of jet fuel 
around the world. 
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In our meeting arid through a series of emails, we were asked about the extent to which our 
client purchases jet fuel from Morgan Stanley and the nature of that relationship. We hope the following 
answers are helpful in putting the issue in context. 

• How did Morgan Stanley get started supplying jet fuel to the airline? Did Morgan Stanley propose 
it? 


Morgan Stanley participated in a competitive tender for the supply of jet fuel to Emirates at LAX in 
2010 and was awarded the contract. Emirates approached Morgan Stanley to participate in that 
tender as Emirates was aware that Morgan Stanley already was a physical supplier of jet fuel at the 
airport. 

• Of the ten or so US airports used by your airline, how many get jet fuel delivered by Morgan 
Stanley? 

Morgan Stanley currently provides jet fuel to Emirates at LAX, SFO, and lAD. The supply contracts 
at all three airports are due to expire on October 31, 2014. 

• Does the airline have other suppliers of jet fuel in the US? 
o If so, who? 

o If not, who were its key suppliers in the US before Morgan Stanley? 

Redacted By 
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Does your airline have a long-term supply contract with Morgan Stanley? 
o If so, please describe its major features. 

o If not, please describe what contractual or other arrangements you use to obtain jet fuel from 
Morgan Stanley? 


Emirates' current agreements with Morgan Stanley for the physical supply of jet fuel at each of the 
three airports are for two-year terms, all due to expire on October 31, 2014. The contracts cover 
specific terms as to location, duration, estimated volumes, and price. The contracts are based on a 
combination of the Morgan Stanley General Terms and Conditions and the Emirates General Terms 
and Conditions, which is standard practice in the industry. 
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• Does Morgan Stanley deliver the jet fuel to particular airports for your airline? 

o If so, which airports? 
o If not, where does it deliver the jet fuel? 

Yes, Morgan Stanley supplies jet fuel at the three airports referred to above: LAX, SFO, and lAD, 
Delivery of the jet fuel is undertaken from the airport storage tanks, through each airport's hydrant 
system, directly into the aircraft. 

• Our understanding is that Morgan Stanley has been providing physical jet fuel to the Emirates 
Airline in the United States since 2010. Can you confirm? 

o To the extent you are able to provide written information on that issue, it will shorten the call. 

0 About how much fuel per year from 2010 to 2013 did your airline obtain from Morgan 

Stanley? 

Morgan Stanley has been supplying jet fuel to Emirates at LAX since 2010 and at SFO and lAD since 
2012. Morgan Stanley supplies approximately 15 million gallons per annum at LAX, approximately 
15 million gallons per annum at SFO, and approximately 12 million gallons per annum at lAD, 

• What are the insurance arrangements for the jet fuei while in transport? 

The point of purchase of jet fuel by Emirates is at the airport fuel facility. As a result, Emirates is not 
Involved in any insurance arrangements that Morgan Stanley may have relating to transport of the 
jet fuel to the airport or elsewhere. 

Fuel Hedging Operations 

As we advised your staff in our October 1 meeting, Emirates no longer engages in fuel hedging 
operations. Our client is still in the process of gathering information responsive to your questions 
regarding its historic hedging operations. As noted above, we anticipate being able to provide that 
information early next week. 
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If you have any additional questions and are unable to reach me for any reason, please contact 
my partner, Mitchell R. Berger, whose phone number is 202-457-5601 and whose email address is 
mitcheH.bereer(5>sQuirepb.com . 

Thank you again for the opportunity to provide this submission to assist you in your 
investigation. 

Sincerely yours, 

Squire Patton Boggs (US) LLP 
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Squire Patton Boggs (US) LLP 
2550 M Street, NW 
Washington, DC 20037 


O +1 202 457 6000 
F +1 202 457 6315 
squirepattonboggs.com 


Jeffrey L, Turner 
T +1 202 457 6434 
jeff,turner@squ!repb,com 


October 14, 2014 
Via Email 

The Honorable Carl Levin 
Chairman 

Permanent Subcommittee on Investigations 
SR-199 Russell Senate Office Building 
Washington, DC 201510 

The Honorable John McCain 
Ranking Member 

Permanent Subcommittee on Investigations 
SR-199 Russell Senate Office Building 
Washington, DC 201510 


Dear Chairman Levin and Ranking Member McCain; 

On behalf of our client, Emirates, we are providing additional information as a follow up to our 
meeting with your staff on October 1, 2014 and in response to the additional questions We received 
after that meeting. This letter supplements our letter of October 9, 2014. 


1, Is jet fuel the biggest single operational cost for Emirates Airlines? How big an expense is it on 
an annual basis? 

As we confirmed for your staff in our meeting on October 1 and indicated in our letter of 
October 9, jet fuel is the biggest single operational expense for the company. For the financial 
year ended March 2014, the cost of jet fuel totaled US$ 8.35 billion and represented 39% of 
Emirates' operating costs. 

2. What are Emirates Airlines' hedging goals and about how much does Emirates Airlines typically 
have to hedge? 

Since 2009, Emirates' strategy has been to remain unhedged, As disclosed in the company's 
latest annual report (page 52), this strategy reflects a view that the balance of risk is considered 
greater to the downside given historic high jet fuel price levels. 
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Prior to 2009, Emirates was more active in its fuel hedging and utilized commodity futures and 
options to achieve a level of control over jet fuel costs, with the aim that profitability would not 
be adversely affected if prices rose, nor would the business be denied the benefits if prices fell. 

3. How does Emirates Airlines typically hedge your expenses for Jet fuel? 

The following responses relate to the period prior to 2009, as Emirates is currently not engaged 
in any fuel hedging. 

a. What products do Emirates Airlines use? 

Emirates has used a variety of products over the years, including swaps, range swaps, put 
options, call options, three way options, backwardation swaps, contango swaps, cap double 
down, crack spread swap, gas oil swap, and range collar/swap. 

b. Does Emirates Airlines trade OTC or in exchange listed and cleared products? 

Emirates traded over-the-counter products. 

c. What are the typical trade sizes for your hedges? 

Emirates used a variety of volumes, but most commonly would trade in sires of 100,000 to 
200,000 barrels of West Texas Intermediate (WTI) per month. 

d. What are the typical tenors? 

The tenors varied, but most commonly were for 12 months. 

e. Does Emirates Airlines record hedges in your P&L? if so, how? 

Yes, hedges are recorded in the P&L. Emirates follows International Financial Reporting 
Standards and, in relation to fuel hedging, it applies International Accounting Standard 39. Gains 
or losses on transactions that qualify as cash flow hedges are recorded in the P&L when the 
hedged transaction occurs. If transactions do not qualify for cash flow hedging, then changes in 
the fair value are charged to the P&L immediately, 

4, With whom does Emirates Airlines typicaliy hedge your jet fuel expenses? Is it always a bank? 
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Emirates typically hedged its Jet fuel expenses with banks. Emirates has used a number of 
counterparties in the past, including Morgan Stanley, Barclays, JP Morgan, and Calyon, 

5. Did Morgan Stanley ever provide Emirates with physical jet fuel or did it provide only financial 
hedges? Please explain. 

As further described in our letter of October 9, Morgan Stanley currently supplies physical jet 
fuel to Emirates at three airports in the United States. This physical supply of jet fuel was 
subject to a public tender process and is unrelated to our client’s previous fuel hedging 
transactions with Morgan Stanley. 

6. How did Emirates Airlines contact with Morgan Stanley begin? 

a. Who initiated contact with whom? 

Emirates has been transacting with Morgan Stanley for over a decade, so it is difficult for our 
client to ascertain exactly how contact was first initiated. Emirates was/is regularly approached 
by banks offering services, including fuel hedging, and Morgan Stanley was one of a few banks 
that was used for such services, 

b. Did Emirates Airlines discuss a similar arrangement with other banks? Are you aware of 
Morgan Stanley having a similar arrangement with any other airlines? 

Emirates has used a number of other banks for fuel hedging arrangements, as mentioned above. 
Our client also is aware that Morgan Stanley was a counterparty with other airlines in fuel 
hedging transactions, but our client is not privy to any information regarding other airlines' fuel 
hedging arrangements. 

7. Is it accurate to say that Morgan Stanley's commodities division participated in a series of crude 
oil hedges with Emirates Airlines to manage the airline's jet fuel price risk? 

Morgan Stanley participated in many crude oil hedges with Emirates. These hedges were 
entered into over many years, for different time periods, using a variety of products, and so 
were not just one series of transactions. 

a. Please describe how the hedge functioned. 

As mentioned above, Emirates had numerous transactions in place with Morgan Stanley at any 
one point in time, entered into in different years, covering different periods into the future. For 
example, in early 2009 our client had transactions entered into in 2006 to 2008 covering periods 
up to 2013, 
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i. What was the airline's role, if any, in devising and implementing the hedge? 

The hedge products and pricing were: devised by Morgan Stanley and, presented to Emirates. 
Emirates decided which Of these products best matched its needs, and for what timeframe, and 
so it was ultimately responsible for implementing the hedge. 

ii. How long was it in place? 

As mentioned above. Emirates had multiple hedges in place at any one time, covering multiple 
future periods, 

iii. How many times was it extended? 

Emirates had a number of deals with extension options. Some, but not all, of these options were 
exercised across different years. The extension options were typically exercisable at one point in 
time (usually the year-end) with the exercise of the extension dependent upon future prices at 
that point in time. These options were for periods from 2(X)8 to 2012. 
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Emirates used cap-swap double-down extendable hedges as a part of its fuel hedging strategy, 
vii. Did Emirates Airlines make money from the hedge in most years? How much? 
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Emirates did make money from its fuel hedging in most years. For example, in the three years 
preceding the 2008/9 financial year, Emirates' fuel hedging program reduced the airline's fuel 
bill across that period by over $600 million {as disclosed in the respective annual reports). 

b. Is it correct that in 2008, Emirates Airlines suddenly had to pay money for the hedge to 
Morgan Stanley? 

It is not correct to say that Emirates suddenly had to pay money for the hedges. The settlement 
of the fuel hedge trades took place on a monthly basis over the period for which the fuel was 
hedged. While the dramatic fall in prices in 2008 increased the amounts paid by Emirates across 
these hedges, there was no sudden payment required. 

i. How did that happen? 

ii. Is it correct that, in 2008, the airline ended up paying about $428 million to Morgan 
Stanley under the hedge? I The Secret Club That Rules the World, at 83.1 

In our client's 2008/9 financial year (April 1, 2008 to March 31, 2009), Emirates took a charge of 
$428 million in its P&L for losses on its fuel risk management program. This charge represents 
the accounting value of losses, which will not exactly match the cash settlement amounts paid 
during the same period due to timing differences in settlement. The losses also Included 
counterparties other than Morgan Stanley. 

ii. Was this an unusual loss for Emirates Airlines? 

Yes, it was unusual. It was the first year since the program had started in which a loss was 
recorded. 

iii. Did this loss threaten the finances of Emirates Airlines? 

No. The loss was large and had a material impact on Emirates' annual profit for that financial 
year, but it did not threaten the long-term financial viability of the airline. 

8. Please describe the circumstances surrounding Morgan Stanley's margin call in November 2008. 

Emirates' fuel hedging trades with Morgan Stanley were commercial arrangements entered into 
on industry standard terms, similar to arrangements Emirates used with other banks for fuel 
hedging transactions. Under these terms. Emirates was required to post collateral (also referred 
to as a margin call) to the extent that the mark to market value (MTM) of the progra m exceeded 
an agreed collateral-free threshold of US$50 million. With the dramatic drop in fuel prices in 
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2008, there was a need to provide collateral to Morgan Stanley in the form of letters of credit 
(LCsj from Emirates' bankers and/or cash deposits. 

a. How much was the margin call reduced? 

The margin call was never reduced; this was always based upon a calculation of the MTM value 
of the program, which was calculated on a weekly basis throughout the duration of the trades. 
The discussions that took place between Emirates and Morgan Stanley were around the 
composition of collateral for the margin call, which ordinarily would be met by LCs from banks. 
As a result of the global banking crisis, LCs from a number of banks used by Emirates, 
particularly Dubai banks, were no longer acceptable to Morgan Stanley from a credit 
perspective. Lengthy negotiations took place on finding an acceptable mix of local and 
international banks to provide LCs for collateral. 

b. When was the lower amount put into effect? 

As referred to above, there was no negotiation to reduce the margin call in 2008. However, 
over time as the price of oil stabilized, the MTM value of the program reduced and the overall 
amount of collateral required to be provided to Morgan Stanley was also reduced in line with 
these MTM values. 

9. We understand that in early 2009, Morgan Stanley’s CEO (John Mack) and two senior executives 
flew to Dubai to meet with airline management and the Sheikh Mohammed bin Rashid Al 
Maktoum. IThe Secret Club That Rules the World, at 81.] Is this correct? Can you discuss the 
nature of these meetings? Is it true that Sheikh Mohammed bln Rashid Al Maktoum assured 
Morgan Stanley's executives that the state would provide financial assistance to the airlines if 
necessary? 

Our client understands that such a meeting may have taken place, but Emirates' executives 
were not informed about the content of the meeting. Our client also believes that executives 
from other major international banks may also have visited Dubai during 2008/2009. 

10. Did the airline stop using the hedge in 2009? 

Emirates did not enter into any new fuel hedge trades after 2009. The existing trades with 
Morgan Stanley were settled as and when they became due. 

11. How did it handle its jet fuel hedges after that? Still used MS? 

After 2009, Emirates shifted its strategy to an unhedged position, so it has not been hedging 
with any counterparty. 
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12. What is the current relationship between Morgan Stanley and Emirates Airlines? 

Emirates is no longer hedging its fuel costs and so it is not trading with Morgan Stanley on the 
fuel side. Morgan Stanley continues to provide Emirates with information and updates about 
the oil market, as do other major financial institutions, but our client has no plans to begin 
hedging with Morgan Stanley at this time. 

Emirates currently has no active transactions with Morgan Stanley, other than the supply of 
physical jet fuel referred to above. 

13. Do you believe Emirates Airlines was treated fairly by Morgan Stanley? Why or why not? 

Emirates and Morgan Stanley had a commercial relationship and Emirates entered into 
transactions with Morgan Stanley based upon its own assessment of the risks. Emirates 
continued to speak to other banks throughout this period and benchmarked the products and 
services offered by Morgan Stanley against corresponding offers from other banks. Throughout 
the duration of the fuel hedging transactions, there were regular meetings between Emirates 
and Morgan Stanley where briefings were provided about the operation of the hedges and the 
impact of potential variations in the prices of oil on the program going forward. 


If you have any additional questions and are unable to reach me for any reason, please contact 
my partner, Mitchell R. Berger, whose phone number is 202-457-5601 and whose email address is 
mitchell.bergerOsQuirepb.com , 

Thank you again for the opportunity to provide this submission to assist you in your 
investigation. 

Sincerely yours, 

Squire Patton Boggs (US) LLP 



leffrey LJTurner 
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NOTICE 
to the 

BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM 
(the “Board”) 
by 

JPMORGAN CHASE & CO. 


Pursuant to Section 4(k)(l)(B) of the 
Bank Holding Company Act of 1956, 
as amended (the “BHCA”), and 
Section 225.89 of the Board’s Regnlation Y 


JPMorgan Chase & Co. (“JPM Chase”) respectfully gives notice to the 
Board, pursuant to Section 4(k)(l)(B) of the BHCA, that JPM Chase intends to expand its 
current trading activities in commodities derivatives contracts based on nonfmancial 
assets by entering into contracts that may require JPM Chase to make or take physical 
delivery of, or store, commodities, as further described in Section U.A.l. below. In order 
to expand its current trading activities in this manner, JPM Chase asks the Board to grant 
it the approval given by the Board to Barclays Bank PLC, UBS AG and Citigroup under 
Section 225.89 of the Board’s Regulation Y to purchase and sell commodities in the spot 
market and to make and take physical delivery of, or store, commodities to settle 
commodities derivatives contracts based on nonfmancial assets (the "Complementary 
Activities”) worldwide.* JPM Chase asserts that its exercise of the Complementary 
Activities would be complementary to a financial activity and would not pose a 
substantial risk to the safety or soundness of depository institutions or the financial 
system generally. 


Barclays Bank PLC, 90 Fed Res. Bull. 51 1 (2004) (the "Barclays Order")-, UBS AG, 90 Fed. Res. 
Bull. 213 (2004) (the “UBS OrdeC); Citigroup, 89 Fed. Res. Bull. 308 (2003) (the “Citigroup 
OrdeC). 
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I. Background 

JPM Chase is a financial holding company engaged primarily in banking, 
investment banking and asset management. Its lead bank subsidiary, IPMorgan Chase 
Bank, N.A. ("JPMCB”), is a national bank chartered by the Office of the Comptroller of 
the Currency (“OCC”) offering a wide range of banking services to its customers, both 
domestically and internationally. JPMCB is one of the world’s leading derivatives 
dealers, with a growing focus on commodities derivatives activities. 

JPMCB engages in financially settled swaps, options, forwards and 
structured transactions involving the following commodities; oil and oil-based products, 
natural gas, base metals, precious metals, agricultural and soft commodities, and 
commodity indices. JPMCB currently has approximately 40 front office employees 
involved in commodities trading activities, and that number is expected to grow to 55 by 
year-end. 

JPMCB engages in commodities derivatives activities pursuant to 
authority granted to its predecessor institutions, Morgan Guaranty Trust Company of 
New York, The Chase Manhattan Bank and Bank One, NA, by the New York State 
Banking Department and the OCC. As required by those approvals, JPMCB’s 
commodity derivatives activities are customer-driven and are subject to comprehensive 
policies and procedures addressing all risks arising from the approved commodities 
derivatives activities. In addition, JPMCB’s role is limited to acting as financial 
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intermediary and it may not make or take of physical delivery of any commodity except 
as an incident to that role. 

In the fall of 2003, the JPM Investment Bank Executive Committee 
decided to expand the energy business. The desire to expand is driven by developments 
in the market that introduce opportunities, and increase demand, for financial 
intermediation. Financial firms, such as JPM Chase, have a unique opportunity to enter 
the trading arena, as the coUapse of many of the trading participants has resulted in 
significant demand for creditworthy firms capable of providing energy-linked trading 
products and risk management solutions to investment-grade clients. JPM Chase has 
existing relationships with many of these clients and can assist them with management of 
their energy and power risks. 

In light of this, JPM Chase now proposes to expand its commodities 
derivatives activities to include physical transactions in the natural gas, crude oil and 
emissions allowance^ markets in the United States and will use JPMorgan Ventures 
Energy Corporation (“JPMVEC”) to facilitate the expansion of its physical energy 
trading business. Some of these transactions will require JPMVEC to make or take 


An emission allowance is an intangible right granted by the Environmental Protection Agency 
(“EPA”) to release one ton of pollution during a given year (the “vintage year”) or any year 
thereafter. An allowance can be bought, sold or exchanged by individuals, brokers, corporations 
or government entities. JPM Chase plans to provide derivative products linked to publicly 
available emission allowance price indices, such as NOX SIP call allowances and the EPA Acid 
Rain Program S02 allowances, to enable its customers to manage more effectively the costs of 
emission allowances. 
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physical delivery of, and 
allowances, as described 

n. Discussion 

A. Identify and define the proposed complementary activity, specifically 
describing what the activity would involve and how the activity would 
be conducted. (Section 225.89(a)(1)) 

1, Description of the Comolementarv Activities 

JPM Chase proposes to engage in the Complementary Activities as a 

complement to its current trading activities in commodities derivatives contracts based on 

nonfinancial assets (the “Existing Business”).* The Complementary Activities will 

expand the Existing Business to include entering into contracts that may require JPM 

Chase to make or take physical delivery of, or store, commodities (the “Expansion”), 

Initially, JPM Chase intends only to make or take delivery of, or store, natural gas, crude 

oil and emissions allowances (each, a “Physical Commodity”, and collectively, the 

“Physical Commodities”), but may in the future expand into other physical commodities. 

The Expansion will consist of trading the Physical Commodities in the spot market, 

entering into physically settled commodities derivatives contracts and entering into 


in some instances store, natural gas, crude oil, or emissions 
in more detail below in Section II.A.l.’ 


JPMCB has applied to the OCC for approval to enter into (i) cash-settled derivative transactions in 
natural gas, crude oil, power, coal and emissions; (it) physically-settled transactions in the form of 
transitory title transfers in natural gas, crude oil, power, emissions and coal; and (iii) physical 
commodity transactions in natural gas, crude oil, coal and emissions as an incident to its 
commodities derivatives activities. A copy of JPMCB’s application to the OCC, including 
responses to questions asked by staff of the OCC, is included in Confidential Annex A. 

The Existing Business conforms to the requirements of Section 225.28(bX8)(ii)(B) of the Board’s 
Regulation Y. 
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structured financing transactions to assist its customers in managing their commodities 
risk. 

Trading Activities. JPM Chase intends to engage in trading of swap, 
option, forward, futures and similar contracts as principal with counterparties to buy and 
sell the Physical Commodities. Many of JPM Chase’s contracts will close out on a 
financial basis without requiring delivery of the Physical Commodities, or JPM Chase 
will take title to the Physical Commodities as a participant in a delivery chain as legal 
title is transferred “instantaneously” from party to party. In other circumstances, to the 
extent applicable, JPM Chase will arrange to transport the Physical Commodities from 
one marketplace to another marketplace on an instantaneous transfer basis by entering 
into agreements with third-party pipeline operators to transport the Physical 
Commodities. Each of these transactions would be permissible under Regulation Y as 
cash-settled or instantaneous transfer transactions. 

There may be periods of time, however, with respect to certain of the 
Physical Commodities, when JPM Chase’s withdrawals from and deliveries to a pipeline 
at a specific delivery point are not balanced. Such imbalances may occur because a 
counterparty fails to deliver or receive a Physical Commodity sold to it by JPM Chase. 
The Complementary Activities may include managing such short-term imbalances by 
utilizing the imbalance management service (known generally as a “park and loan 
service”) provided as part of pipeline tariffs to enable market participants to manage 
operational imbalances and avoid imbalance charges. When utilizing these services, JPM 
Chase will take title to the Physical Commodity for a relatively short period of time. 
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Storage Transactions. The Complementary Activities also may include 
long-term park transactions whereby JPM Chase would deliver a Physical Commodity to 
a pipeline that would hold the Physical Commodity in a JPM Chase account for 
redelivery in some forward timeframe, e.g., the following month. JPM Chase might 
choose to enter into such a transaction to hedge another of its positions, thereby capturing 
the “spread” between the current market price and that of a forward obligation. 

JPM Chase also may elect to enter into a Physical Conunodity storage 
arrangement with a pipeline or storage facility wherein JPM Chase would cause to be 
delivered a pre-determined quantity of a Physical Commodity pursuant to an “injection” 
schedule. That Physical Commodity would be held in the storage field (in the possession 
and control of the pipeline or storage operator) under a JPM Chase account for 
“withdrawal” on a predetermined schedule. This type of transaction would allow JPM 
Chase to inject the Physical Commodity into an account during a period when prices may 
be lower, which then could be sold into the market during periods of higher demand and, 
presumably, higher prices. 

Structured Financing Transactions. JPM Chase also intends to participate 
as principal in structured financing transactions on behalf of its clients. Such transactions 
could require JPM Chase to hold title to Physical Commodities or to interests in physical 
reserves or inventories and would include storage monetization transactions. Volumetric 
Production Payment transactions (a “VPP”) and inventory financings. 

Spot Emissions Allowances. JPM Chase intends to purchase and hold spot 
emissions allowances as hedges for emission derivative contracts or to generate revenue 
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and improve its understanding of the emissions allowance market, enabling it to better 
serve its customers. In addition, JPM Chase intends to take physical delivery of 
emissions allowances in settlement of emissions derivative contracts. Emissions 
allowances are held in “book entry” form in an account at the EPA or other government 
agency and are transferred via allowance transfer forms. Additional information 
regarding the market and settlement procedures for emissions allowances may be found 
in the OCC Application included in Confidential Annex A. 

2. Rationale for Expansion 

The Expansion is a natural avenue for growth for the Existing Business. 
Increasingly, customers for commodities risk management services prefer to work with a 
single provider who can structure transactions for all of the major types of commodities 
using the full range of structures, including upon occasion structures that require the 
taking of physical delivery, or storage, of commodities. As in any competitive market, 
JPM Chase must be able to provide these services in a cost-effective and efficient manner 
that is consistent with existing market practice. In short, to be an effective competitor in 
the market for commodities risk management services, JPM Chase must have the 
capability and flexibility to engage in the Complementary Activities. A further 
discussion of the rationale behind the Expansion and the ways in which it will 
complement the Existing Business is provided below in Section II.B, 

3. New Product Approval Process 

The expansion into physically-settled commodities derivatives will go 
through a rigorous new product approval {“NPA") process. The NPA process will verify 
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that the risks associated with the Complementary Activities are identified, analyzed, 
understood and documented with control processes in place prior to introduction. 
Responsibility and accountability will be defined at each step of the process with critical 
personnel and procedures in place prior to the launch of the Complementary Activities. 
NPA documentation for the Complementary Activities is in the process of being 
prepared. Concurrently, the front office is in the process of introducing the product and 
the key risks to staff areas, and this coupled with the NPA process will ensure that risk 
management and control issues are identified and addressed in a timely manner. The 
NPA documentation relating to JPMVEC’s S02 emissions allowance trading has been 
completed and a copy is included in Confidential Annex B. A copy of JPMCB’s New 
Product Approval Policy is included in Confidential Annex C. 

4. Organization of Commodities Trading Activities 
A business organization chart showing the entities that will participate in 
the Complementary Activities is attached hereto as Confidential Annex D. The 
counterparty with respect to the Complementary Activities will be JPMVEC. On a 
counterparty by counterparty basis, JPM Chase may guarantee JPMVEC’s obUgations 
arising from the Complementary Activities. 

JPMVEC front office employees will also be employees of JPMCB. 
Administrative and operational support for JPMVEC will be provided by JPMCB under a 
service agreement. Fees paid by JPMVEC pursuant to the service agreement will be 
equal to the actual costs incurred by JPMCB in providing those services plus a mark-up, 
which will be negotiated with JPMVEC. The fee arrangement and other terms and 
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conditions of the JPMVEC service agreement will be at least as favorable to JPMCB as 

those in the service agreements with its other affiliates. ^ 

JPMVEC also will have the authority to execute specified transactions 

with pre-approved counterparties on behalf of JPMCB and may engage in transactions 

with JPMCB to hedge JPMCB customer-driven transactions. The agency relationship 

between JPMVEC and JPMCB will be memorialized in a written agreement that will 

allow JPMVEC to negotiate with pre-approved third parties regarding the type, size and 

price of a commodity derivatives transaction for the account of JPMCB. In each case, 

JPMVEC will execute a transaction on behalf of JPMCB, subject to verification by 

JPMCB that the transaction conforms to agreed parameters and includes an approved 

counterparty. JPMCB will then enter into a perfectly matched transaction with JPMVEC 

to hedge JPMCB’s market risk. The fee arrangement between JPMVEC and JPMCB will 

conform to Section 23B of the Federal Reserve Act and the Board’s Regulation W. 

B. Identify the financial activity for which the proposed activity would be 
complementary and provide detailed information sufficient to support 
a finding that the proposed activity should be considered 
complementary to the identified financial activity. (Section 
225.89(a)(2)) 

1. Description of the Existing Business 

JPM Chase is currently active in the global financial derivatives markets 
for a wide range of commodities. JPM Chase engages through JPMCB in customer- 
driven commodity-related transactions, including (i) cash-settled derivative transactions 

’ The OCC is reviewing the proposed arrangements between JPMVEC and JPMCB in connection 
with JPMCB’s application to engage in certain commodities-related activities. A detailed 
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in energy (crude oil, refined oil products, natural gas and power), base metals, precious 
metals and certain agricultural and soft commodities, (ii) physically-settled derivative 
transactions involving taking title to and physical delivery of commodities in order to 
hedge exposure arising from other permissible banking activities (energy, base metals 
and precious metals), (iii) repurchase agreements involving energy, base metals and 
precious metals, (iv) perfectly matched physical spot and forward contracts on energy 
and base metals, and (v) prepaid forward contracts involving energy, base metals and 
precious metals. 

JPMVEC currently engages in cash-settled or transitory title commodities 
derivatives transactions in the emissions allowance market and plans to expand those 
activities to include physical commodities transactions involving crude oil, natural gas 
and coal. All of JPMVEC’s existing business is permissible under 
Section 225.28(b)(8)(ii)(B) of Regulation Y. 

2. Complementary Nature of the Complementary Activities 

JPM Chase submits that the Complementary Activities are 
“complementary” to a financial activity under Section 4(k)(l)(B) of the BHCA because 
there is a strong coimection between the Existing Business, which is the financial activity 
of trading nonfinancial commodities contracts, and the making or taking of physical 
delivery, or storing, of the underlying commodity.® The principal purpose of JPM 

discussion of those arrangements may be found in the OCC Application included in Confidential 
Annex A. 

® The Complementary Activities have been found by the Board to be complementary to the financial 
activity of trading nonfinancial commodities derivatives contracts. See Barclays Order; UBS 
Order; Citigroup Order. 
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Chase’s involvement in physical markets is to service client demand and to complement 
existing financial trading activities. 

To compete effectively in the Existing Business, JPM Chase must have the 
ability to enter into physically settled transactions and be prepared upon occasion to make 
or take physical delivery of, or store, the underlying commodity. Currently, JPM Chase 
sometimes has to decline to enter into physically-settled transactions except when such 
transactions fall under Regulation Y. The Complementary Activities will allow JPM 
Chase to fully participate in the commodities derivatives markets, conducting the 
Existing Business in a more cost efficient manner and offering more competitive prices to 
its clients. 

In addition, JPM Chase will be able to structure transactions consistent 
with prevailing market practice, even if that market practice requires JPM Chase to make 
or take physical delivery of the underlying commodity. JPM Chase, and more 
importantly its clients, will no longer have to structure transactions to avoid physical 
delivery, thereby incurring additional costs. Furthermore, JPM Chase will be able to 
hedge its commodities derivatives positions more effectively and cheaply, generating cost 
savings that JPM Chase can pass on to its clients. 

The Complementary Activities will allow JPM Chase to provide risk 
management services that more effectively meet clients’ demands. Clients often seek to 
obtain cheap, efficient and naturally-hedged financing by securing their borrowing 
requirements with physical commodities. Market practice and client need dictate the 
structure of these financing transactions, and require that JPM Chase have the ability to 
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hold title to physical commodities or to interests in physical reserves or inventories. 
Offering this service is fundamental to maintaining JPM Chase’s on-going banking and 
lending relationships with its clients and its ability to serve as the one-stop financial 
services provider that its clients and the fmancia! markets increasingly demand. This 
added flexibility to take title to, or store, the underlying commodity or interests in 
physical reserves or inventories will allow JPM Chase to structure transactions in a way 
that best serves customers’ risk management needs and assists them in optimizing their 
energy assets without altering existing market practice. 

The Complementary Activities will further complement the Existing 
Business by providing JPM Chase with important market information. The ability to 
make or take physical delivery of, or store, commodities will position JPM Chase in the 
supply end of the commodities markets, which in turn will provide access to information 
regarding the full array of actual producer and end-user activity in those markets. The 
information gathered through this increased market participation will help improve 
projections of forward and financial activity and supply vital price and risk management 
information that JPM Chase can use to improve its financial commodities derivative 
offerings. 

C. Describe the scope and relative size of the proposed activity, as 
measured by the percentage of the projected financial holding 
company revenues expected to be derived from and assets associated 
with conducting the activity. (Section 225.89(aX3)) 

JPM Chase estimates that it will generate approximately $20 million in 

revenue from the Complementary Activities in 2006. It estimates that revenues from 

these activities will rise to approximately $38 rnillion in 2007 and $50 million in 2008. 
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These revenues are expected to constitute approximately 10% of the overall revenues for 
the Global Commodity Group in 2006, 14% in 2007 and 14.3% in 2008. 

As discussed in Section III., JPM Chase would limit its holdings of 
physical commodities at any one time to 5% of Tier 1 Capital or $3,472 billion; this 
would represent 0.3% of JPM Chase’s total assets as of December 31, 2004. 

Typically, JPM Chase would only own a specified quantity of a Physical 
Commodity as a result of entering into trading and structured financing transactions. The 
length of time such Physical Commodity is held depends on the transaction in question. 
On a day-to-day basis, JPM Chase estimates that the percentage of transactions involving 
physical delivery where JPM Chase would hold title to and store a Physical Commodity 
for more than one day will be a small percentage (less than 5%) of its total annual trading 
volume for the Physical Commodities. 

D. Discuss the risks that conducting the activity may reasonably be 
expected to pose to the safety and soundness of the subsidiary 
depository institutions of the financial holding company and to the 
financial system generally. (Section 225.89(a)(4)) 

The major risks associated with the trading of physically-settled 

commodities contracts are broadly similar to those taken when trading cash-settled 

commodities contracts. These risks include market risk, credit risk, operational risk, 

liability risk and reputational risk. These risks will be managed by JPM Chase applying 

the policies, procedures and controls that govern the Existing Business, which include the 

conditions to these activities set out by the OCC in BC-277 and the OCC Derivatives 

Handbook. As noted above, operational and administrative support for the 
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Complementary Activities will be provided by JPMCB to JPMVEC pursuant to a service 
agreement. 

Market Risk. Exposure to adverse movements in the level or volatility of 
market prices is measured and controlled primarily through the use of a value-at-risk 
("VaR”) approach, JPM Chase has established a daily VaR limit for the Global 
Commodity Group of JPM Chase of $15 million, of which $10 million has been allocated 
to JPMVEC. This limit is reviewed periodically. JPM Chase manages its market risk 
across the entire Global Commodity Group and does not set VaR limits for specific 
business lines within the Group. In fact, the activities in one business line, such as the 
Complementary Activities, may offset risk incurred in another line and lead to a decrease 
in the overall VaR of the Group. JPM Chase does establish position limits (delta, gamma 
and vega limits) for each underlying commodity that is part of its commodities trading 
business and that will apply to the Complementary Activities. 

Credit Risk. JPM Chase’s credit process for commodity derivative 
transactions is the same as that for all over-the-counter derivative transactions it executes. 
Before a transaction can be executed with a counterparty, a credit line must be 
established for the counterparty. In almost all cases, the credit officer with responsibility 
for the counterparty establishes the credit line. When a derivative transaction is proposed 
with a counterparty, the derivative marketer calculates the derivative risk equivalent 
(“DRE”) of the transaction, which is the loan-equivalent credit exposure that the 
transaction is expected to generate. The DRE counts against the overall credit line to the 
counterparty. When a derivative transaction is executed with a counterparty, a credit 
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valuation adjustment (“CVA”) is calculated, and the line of business that executed the 
transaction then pays the CVA, either upfront or on a pay-as-you-go basis, to JPM 
Chase’s Credit Portfolio Group (“CPG”) as consideration for CPG providing default 
protection to the line of business should the counterparty default and owe a termination 
payment to the line of business. The CVA represents the counterparty credit charge to 
the line of business arising from the transaction with the counterparty. 

Operational Risk. JPM Chase will be exposed to the risks associated with 
transporting and storing physical commodities.^ JPM Chase will insure that it manages in 
a safe and sound manner the particular risks that arise in owning physical commodities. 
For natural gas and crude oil, JPM Chase will use appropriate storage facilities and 
means of transportation that ate owned and operated by unaffiliated entities selected on 
the basis of experience, reputation, safety record, adequate insurance and 
creditworthiness, JPM Chase will also use independent inspectors to inspect and 
determine the quantity, quality and other specifications of the natural gas and cmde oil. 
For emissions, JPM Chase will establish a general account with the EPA through which 
physical transactions will settle. 

Liability Risk. Another risk associated with transporting or storing 
physical commodities is the risk of a malfunction or an accident resulting in personal 
injury or property damage. In general, the terms of any contract with the third party 

’ Emissions allowances are not transported and stored like physical commodities. Transfer of 

emissions allowances is done via allowance transfer forms filed with the EPA and other 
government agencies. As a result, trading of emissions allowances does not create the same 
operational and liability risks as trading of physical commodities. 
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operator of the facility would allocate these liability risks associated with physical 
ownership to the operator. While at times JPM Chase will enter into transactions that 
involve the actual acceptance by JPM Chase of physical deliveries or storage, JPM Chase 
does not expect to own, control or operate entities in the United States that are involved 
in the production, distribution, storage or processing of physical commodities for the 
purposes of engaging in the underlying commercial activity. 

Reputational Risk. JPM Chase has several policies in place to address the 
reputational risk of the Complementary Activities. JPM Chase has a policy entitled 
“Heightened Risk Transactions with Investment Bank Clients” (included in Confidential 
Annex E) that defines what constitutes a Heightened Risk Transaction, which is the term 
JPM Chase uses for a complex structured finance transaction, focuses on the reputational 
risk in these transactions and explains the importance to JPM Chase of properly 
reviewing these transactions. Heightened Risk Transactions are escalated for review to 
the regional Reputation Risk Committee (there are three, in the Americas, Europe and 
Asia). JPM Chase has a pwlicy describing the roles, responsibilities and procedures of 
each Reputation Risk Committee (formerly known as the Policy Review Committee). 
JPM Chase also has a Know Your Customer Policy that further establishes procedures to 
safeguard JPM Chase’s reputation. In addition, the line of business responsible for 
marketing and executing transactions is subject to the Appropriateness Policy (included 
in Confidential Annex F). This policy provides a framework for approving and 
monitoring all transactions executed by the line of business, including Heightened Risk 
Transactions, based on customer sophistication and product complexity. JPM Chase has 
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a New Product Approval Policy (included in Confidential Annex C), to which the 
Complementary Activities would be subject. This policy is designed to ensure that all the 
risks associated with new products are identified, analyzed, understood and documented 
with control processes prior to execution. 

E. Describe the potential adverse effects, including potential conflicts of 
interest, decreased or unfair competition, or other risks, that 
conducting the activity could raise, and explain the measures the 
financial holding company proposes to take to address those potential 
effects. (Section 22S.89(a)(5)) 

The potential adverse effects associated with the Complementary 
Activities should be minimal and can be mitigated by JPM Chase’s existing control and 
risk management infrastructure. 

Competition. JPM Chase intends to build on its existing commodities 
derivatives trading business for its proposed. Expansion. A number of financial 
intermediaries already provide global commodities risk management services. In 
addition to investment banks such as Morgan Stanley and Goldman Sachs, both of whom 
are well-entrenched participants in the global commodities derivatives markets, a number 
of other bank and financial holding companies already participate in the commodities 
derivatives markets or are planning to do so, including Barclays Bank PLC, UBS, Bank 
of America and Citigroup. In fact, JPM Chase’s proposed Expansion should increase 
competition by making JPM Chase a more efficient competitor that can offer cost- 
efficient and individually tailored risk management services that better meet the needs of 
its clients, while also supplying additional liquidity to the physical commodities markets. 
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Additionally, competition in the market will increase because JPM Chase will be able to 
enter into transactions from which it is currently precluded. 

Conflicts of Interest, Potential conflicts of interest could develop between 
different business groups within JPM Chase if, for example, JPM Chase is advising a 
client with a managed account regarding transactions in securities of a public utility while 
purchasing commodities from or storing commodities with the same public utility. The 
individual JPM Chase employees filling each of these roles and the interests of the 
customers that they serve, whether internal or external, will differ. To prevent these 
conflicts of interest from adversely impacting the market, JPM Chase has developed and 
refined through experience several procedures, including the institution of information 
barriers between the trading and advising divisions of its business. Furthermore, when 
acting as a fiduciary, JPM Chase is required to act in the best interests of the client and its 
actions as a fiduciary will be closely scrutinized by examiners. 

Market Manipulation. JPM Chase does not currently intend to operate or 
control facilities in the United States that extract, transport, store or distribute physical 
commodities with the intent to engage in these activities on a commercial basis. In 
addition, currently JPM Chase does not itself process, refine, store or otherwise alter 
physical commodities and will not be an end-user of physical commodities in the United 
States. ® JPM Chase’s limited role in the commodities markets will limit the 

* In the normal course of its business, JPM Chase holds securities of facilities that extract, transport, 
store, distribute, process, refine, store or otherwise alter commodities. However, in these 
instances, JPM Chase would not manage or control the business with the intent to engage in a 
commercial activity. See Application of JPMCB for Market-Based Rate Authority filed with the 
Federal Energy Regulatory Commission (“FE/fC), and related Order, included in Public Annex 
A. 
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opportunities, and more importantly the incentives, that JPM Chase might have to engage 
in any price manipulation, either directly or indirectly. As a financial holding company, 
JPM Chase must comply, and has a policy of full compliance, with the regulatoty and 
supervisory regimes of several regulators, as discussed below, which further reduces the 
likelihood that JPM Chase or a JPM Chase employee would be able to engage in any 
form of market manipulation. 

Regulation. The physical commodities markets are further protected from 
the adverse effects of unfair competition, conflicts of interest or market manipulation 
because financial institutions, such as JPM Chase, and the commodities markets are 
subject to extensive regulation. JPMCB is subject to regulation by the Office of the 
Comptroller of the Currency in the United States. JPM Chase’s U.S. securities activities 
are subject to the regulatory oversight of the Securities and Exchange Commission, the 
New York Stock Exchange and the National Association of Securities Dealers. Its 
activities in U.S. commodities markets are additionally overseen by the Commodity 
Futures Trading Commission {"CFTC’), the National Futures Association and applicable 
futures exchanges, and its pwwer marketing activities are overseen by FERC. 

F. Describe the potential benefits to the public, such as greater 

convenience, increased competition, or gains in efficiency, that the 
proposal reasonably can be expected to produce. (Section 
225.89(a)(6)) 

The Complementary Activities should provide significant benefits to the 
public by providing a greater variety of risk management tools that are more efficiently 
structured to meet customer needs, increasing competition and liquidity in the physical 
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commodities markets and reducing JPM Chase’s risk exposure associated with its 
commodities derivatives contracts. 

Authorizing JPM Chase to take physical delivery of, or store, commodities 
as part of the Complementary Activities would allow JPM Chase to more efficiently 
provide a full-range of commodities-related services to its customers. JPM Chase would 
be able to tailor its products and services more closely to its customers’ risk management 
needs without having to structure the transactions to prevent taking delivery of the 
underlying physical commodity. Also, the requested authority would allow JPM Chase 
to offer its customers financing opportunities that would help them to manage their 
liquidity needs. 

The ability to engage in the Complementary Activities will help JPM 
Chase avoid the extra costs that are imposed on non-standard transactions. When 
standard market practices typically call for commodities derivative contracts to physically 
settle, JPM Chase would have to pay a premium or accept a discount in order to structure 
a transaction that would normally be a physically settled transaction as a cash-settled 
transaction. JPM Chase might be forced to cover and exit a transaction to avoid making 
or taking delivery of the underlying physical commodity, again incurring additional costs 
that provide no additional risk protection to its client. 

The Complementary Activities would eliminate the disadvantage that JPM 
Chase currently faced in competing with other financial holding companies that have 
already received approval from the Board to make or take delivery of physical 
commodities, as well as other financial intermediaries that provide global commodities 
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risk management services. As discussed above in Sections D. A. and B., as companies 
look for more sophisticated risk management tools and become more comfortable with 
participating in the commodities derivatives markets, they are looking for a single 
provider that can meet all of their trading needs, including on those occasions when those 
needs are best met by a physically settled transaction. 

The addition of a new financially sound and well-capitalized counterparty 
such as JPM Chase will add needed liquidity to the commodities derivatives markets. 
With Tier 1 capital of $69,435 billion and total assets of $1.1 trillion as of December 31, 
2004, JPM Chase has the resources to handle large and complex transactions that few 
other organizations can match. 

Finally, the Complementary Activities would reduce JPM Chase’s risk 
exposure associated with its commodities derivatives contracts. JPM Chase would have 
an alternative method of fulfilling its obligations under otherwise permissible 
commodities derivatives contracts, by making or taking physical delivery of, or storing, 
commodities underlying the contracts. It would, therefore, be able to manage its delivery 
and receipt obligations under commodities derivatives contracts more efficiently and 
hedge its commodities derivatives positions more effectively. By participating in the 
widest possible variety of commodities markets and transactions, JPM Chase will gain 
access to price and related market information and acquire more experience in the 
markets for physical commodities that it can use to better serve its customers, which will 
lead to increased revenues and lower costs, all of which will improve JPM Chase’s 
profitability and enhance its soundness. Finally, as a more effective competitor, JPM 
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Chase will be better able to win business from new clients, resulting in more diversified 

credit exposure for JPM Chase, both in terms of markets and customer base. 

G. Provide any information about the financial and managerial resources 
of the financial holding company and any other information requested 
by the Board. (Section 22S.89(a)(7)) 

A list of the key personnel involved in the Complementary Activities and 
a description of their background is included in this submission as Confidential Annex G. 
A copy of the 2004 Annual Report of JPM Chase is included as Public Annex B. 


in. Commitments 

A. Limit amount of commodities held to 5 % of consolidated Tier 1 Capital. 

JPM Chase commits to the Board that it will limit 
the amount of physical commodities that it holds at any one 
time to 5% of its consolidated Tier 1 Capital. JPM Chase 
Tier 1 Capital as of December 3 1 , 2004 is $69,435 billion. 

Five percent of that number would be $3,472 billion. 

B. Assure proper risk management and controls. 

JPM Chase commits to the Board that it will assure 
proper risk management and controls over the 
Complementary Activities. 

C. Limit physical delivery or storage to commodities for which contracts 
have been authorized for trading on U.S . futures exchanges by the CFTC. 

JPM Chase commits to the Board that it will make 
and take physical delivery of, or store, only commodities, 
such as natural gas, crude oil, and emissions allowances, 
that have been approved by the CFTC for trading on U.S, 
futures exchanges. 
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D. Will not acquire or operate facilities in the United States for the extraction, 
transportation, storage or distribution of commodities. 

JPM Chase conunits to the Board that it will not 
acquire or operate facilities in the United States for the 
extraction, transportation, storage or distribution of 
commodities. This is not intended to restrict JPM Chase’s 
ability to acquire such facilities in satisfaction of debts 
previously contracted or in connection with a 
nonperforming loan or to invest in shares of companies or 
other entities that own or operate such facilities when such 
investment is otherwise permissible for a financial holding 
company. JPM Chase will not hold any such interest as a 
means to engage in the underlying commercial activity, 

E. Will not process, refine, store or otherwise alter commodities in the United 
States. 

JPM Chase will act solely as a financial 
intermediary in the physical commodities markets and will 
not use, process, refine, store or otherwise alter a physical 
commodity itself in the United States. It will contract with 
a third party for any services that it needs in connection 
with the handling of any commodity. 

F. Will use appropriate storage and transportation facilities owned and 
operated by third parties in the United States. 

JPM Chase will only use storage and transportation 
facilities owned and operated by third parties in the United 
States. It will enter into service agreements only with 
accredited, reputable independent third party facilities. 


IV. Conclusion 

For the reasons set forth above, we believe that the manner in which JPM 
Chase will conduct its physically settled transactions in the commodities derivatives 
markets, as described and subject to the exceptions listed herein, is fully consistent with a 
complementary activity and will not pose a risk to the safety and soundness of depository 
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institutions or the financial system in general. Therefore, we respectfully request that the 
Board exercise its discretionary authority to authorize JPM Chase to engage in the 
Complementary Activities as a complementary activity to its commodities derivatives 
activities based on nonfinancial commodities, subject to the commitments contained 
herein. 
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NOTICE 
to the 

BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM 
(the “Board”) 
by 

JPMORGAN CHASE & CO. 


Pnrsnant to Section 4(k)(l)(B) of the 
Bank Holding Company Act of 1956, 
as amended (the “BHCA”), and 
Section 225.89 of the Board’s Regulation Y 

JPMorgan Chase & Co. (“JPM Chase”) respectfully gives notice to the 
Board, pursuant to Section 4(k)(l)(B) of the BHCA, that its wholly owned non-banking 
subsidiary, J.P. Morgan Ventures Energy Corporation (“JPMVEC”), requests relief from 
a commitment JPMVEC has made in connection with the conduct of its current 
commodity trading activities to not process, refine or otherwise alter commodities. In 
order to grant such relief to JPMVEC, JPM Chase asks the Board to grant JPMVEC 
approval under Section 225.89 of the Board’s Regulation Y to contract with third parties 
to alter commodities on behalf of JPMVEC as described herein (the “Complementary 
Activity'). JPM Chase asserts that JPMVEC’s exercise of the Complementary Activi^ 
Would be complementary to a financial activity and would not pose a substantial risk to 
the safety or soundness of depository institutions or the financial system generally. 
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I. Request and Background 

JPM Chase is a financial holding company engaged primarily in banking, 
investment banking and asset management. As a part of JPM Chase’s business, 
JPMVEC enters into commodity derivatives contracts based on non-financial 
commodities, and makes and takes physical delivery and/or stores the underlying 
commodities, as permitted by Section 225.28(b)(8)(ii)(B) of the Board’s Regulation Y 
and as previously approved for JPM Chase under Section 225.89 of the Board’s 
Regulation Y (collectively, the “Existing Business'’)} 

JPMVEC now proposes to expand its Existing Business to include the 
ability to engage a third party to blend, refine or otherwise alter a commodity on its 
behalf. Blending, in general terms, is the amalgamation of two or more different grades 
of a commodity, usually oil or coal, to derive a grade that conforms to specific standards 
of countries, regions or customers. For example, within the oil barrel there are a number 
of different grades/specifications in crude oil, heating oil, diesel, and gasoline. Some of 
the key differing characteristics in these grades are physical properties such as density, 
sulfur content, flash point, viscosity, distillation, cloud point and filter plugging point. 
Because of different environmental regulations, every country has its own version of 
diesel, gasoline, heating oil or fuel oil specification. Russian gasoil does not meet US 
heating oil standards and needs to be blended with kerosene to achieve US-tqjproved 

‘ JPMorgan Chase & Co.. 9 1 Fed Res. Bull. C57 (2006); C54 (2005); 
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quality. Similarly, US diesel does not meet European specifications. Hence, in order for 
JPMVEC to participate in the flow of refined product across different countries and 
regions and thus meet customer demand, it needs the ability to contract third parties to 
blend on its behalf. 

In the context of oil products, the process of blending for JPMVEC can 
occur in one of three ways; 

1. Blending in storage tanks (most common) - JPMVEC has customer 
interest in a product C that has certain physical characteristics. C can be produced by 
blending product fiom two storage tanks, A and B, each of which has product of differing 
grades and specifications. The contents of these tanks are individually tested by an 
independent inspection company who arrives at a theoretical model of what blend needs 
to be in order for A+B = C. Once tested accurately in a laboratory, which is near the 
storage tetmmal, JPMVEC instructs the storage terminal, which is an independent third 
party, to pump the modeled percentages of oil finm A and B into a tank that will hold C, 
which is the blended quality we wish to achieve to meet the customer demand. 

2. Inline Blending - Moving oil from storage tanks A and B md blending 
in pipeline such that the required specification is discharged directly onboard a vessel. 
The inspector would test the quality of the blend onboard the vessel. Again, all the 
activities would be performed by independent third parties. JPMVEC may occasionally 
participate in inline blending. 

3. Blending onboard maritime vessels (least common practice) - 
JPMVEC likely will not participate in this form of blending. 
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A different example of altering a commodity occurs when an entity 
purchases dirt or rock metal nodes that contain a variety of metals. The purchaser ships 
the nodes to a smelter, a metal refinery, where, pursuant to a contract, they are refined by 
the smelter for the account of the purchaser into copper and into concentrate, which are 
then sold by the purchaser to third parties. JPMVEC seeks to contract third parties to 
alter commodities in this respect in order to meet customer demand. 

EL Discussion 

The Board has previously determined that the engaging a third party to 
blend, refine or otherwise alter (collectively, for piuposes of this Notice, “altef’) a 
commodity is consistent with the Existing Business.^ JPMVEC will conduct the 
Complementary Activity in the same manner as that approved in the RBS Order. 

m. Commitments 

In connection with its request for relief to conduct the Complementary 
Activity, JPMVEC makes the following commitments; 

A. JPMVEC will not alter a commodity itself; 

B. Both the commodity input and the resulting altered commodity will be 
permissible co mm odities under the Board’s decisions; 

C. JPMVEC will not have exclusive rights to use the alteration facility, 
rv. Conclusion 

For the reasons set forth above, we believe that the manner in which 

^ The Royal Rank of Scotland Group pic. 94 Federal Reserve Bulletin C60 (2008) (die “RBS 
Order”). 
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JPMVEC will engage third parties to alter commodities on its behalf, as described, is 
fiilly consistent with a complementary activity and will not pose a risk to the safety and 
soundness of depository institutions or the financial system in general. Therefore, we 
respectftilly request that the Board exercise its discretionary authority to authorize JPM 
Qiase, through JPMVEC, to engage in the Complementary Activity as a complementary 
activity to its physically-settled and financially-settled transactions in commodities 
derivatives on nonfinancial commodities, subject to the commitments contained herein. 
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BDARQ or GOVERNORS 
OF me 

FEDERAL RESERVE SYSTEM 

WASHINETOK, 0. C. 10551 


ADDRESS OEPICtAL CORRESPONDENCE 
TO THE BOARD 


April 20, 2009 


Mark Lenezowski, Esq. 

Managing Director 
JPMorgan Chase & Co. 

245 1’aik Avenue, 1 1 ''' Floor 
New York, New York 10167 

Dear Mr. Lenezowski: 

This is in response to your letter dated November 25, 2008, on behalf 
of JPMorgan Chase & Co. (“JPM”), New York, New York, requesting relief from 
certain commitments JPM made to the Board in connection wiA its notice to 
purchase and sell commodities in the spot market and to take and make delivery of 
physical commodities to settle commodity derivative transactions {“Physical 
Commodity Trading”).' The commitment relief you request would allow JPM to 
engage a third party to alter or refine commodities after JPM takes delivery in 
coimection with its Physical Commodity Trading, subject to the same conditions 
that the Board has imposed on other financial holding companies (“FHCs") that 
were granted similar authority. 

The JPM Order permits JPM to engage in Physical Commodity 
Trading in (i) commodities for which derivative contracts have been authorized for 
trading on a U.S. fiitures exchange by the Commodity Futures Trading 
Commission and (ii) other commodities specifically approved by the Board 
(together, “Approved Commodities”). As part of the Board’s approval of JPM’s 
notice, JPM committed that it would not process, refine, or otherwise alter a 
commodity (“alter” or “altering” a commodity for short). You now request relief 
from that commitment so that JPM may engage a third party to alter commodities. 

The Board previously has granted authority to FHCs to alter 
commodities, subject to certain commitments.^ JPM has made the same 

' ^ JPMorgan Chase & Co.. 92 Federal Reserve Bulletin C57 (2006) (“JPM Order”). 

^ See, e.g .. The Royal Bank of Scotland Group nlc. 94 Federal Reserve Bulletin C60 
(2008); Board letter to John Shrewsberry, Wells Fargo & Company, April 10, 2008. 
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commitments that the Board has relied on from other FHCs. In particular, JPM has 
committed that it: 

1. Will not process, refine, or otherwise alter a physical commodity 
itself; 

2. Will not contract for the exclusive right to use a facility to alter 
commodities for any period of time; and 

3. Will contract with third parties (i) to alter only an Approved 
Commodity and (ii) to alter the commodity only into another 
Approved Commodity. 

Based on the foregoing and all the facts of record, the Director of the 
Division of Banking Supervision and Regulation, acting pursuant to authority 
delegated by the Board under section 26S.7(a)(2) of the Board’s Rules Regarding 
Delegation of Authority, and after consulting with the General Counsel, hereby 
grants relief from the commitment not to alter a commodity, as discussed above. 

This determination is specifically conditioned on compliance by JPM 
with all the commitments and representations made in connection with this request 
These commitments and representations are deemed to be conditions imposed in 
writing in connection with granting the relief and, as such, may be enforced in 
proceedings under applicable law. Any change in the facts could result in a 
different conclusion and should be reported immediately to Board staff. This 
determination should not be construed as granting relief from any other conditions 
or commitments to which JPM may be subject, nor does it authorize JPM to 
engage in any activities other than those approved in the JPM Order. 

Sincerely yours, 

J,U 

Robert deV. Frierson 
Deputy Secretary of the Board 


cc: Ivan J. Hurwitz, Vice President 

Federal Reserve Bank of New York 
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a JPM has entered into “load-serving agreements”, obligations to supply power to energy cooperatives or other 
aggregations of consumer demand, or “load”. To meet these obligations, JPM uses power from tolling agreements 
or purchases from the forward and spot markets, 

B JPM is a member of almost every organized power pool (also called ISO or RTO) in North America and Europe, 
participating in many of their physical power and associated product markets. 


Power Plant Investments 

a Through the Principal Investments group, JPM has varying levels of equity ownership in U.S. generating stations of 
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Palm Oil (currently in pipeline) 


Agricultural Linked Financing (currently in pipeline) 

■ Exchange T rade Repo Financing — exchange certified quality, no shipping, no balance sheet usage 
a Trade Financing - working capitai during inventory shipping, inventory on JPM balance sheet during voyage 
B Non-exchange traded financing using 3^^ party warehouses - e.g, Australian wheat 
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Metals 7 ^ 

Plastics 28 35_ Inventory in warehouse and in transit 

Concentrates 210 262 Inventory in warehouse and in transit 

Total Physical Inventory 5,969 6,871 
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CONFIDENnAL TREATMENT REQUESTED 


Merchant Banking Investment in Henry Bath 

JPMorgan Chase & Co. f^^JPMC) plans to hold its investment in Henry Bath & 

Son Limited (^'Henry Bath") under the merchant banking authority in Section 4(k)(4)(H) of the 
Bank Holding Company Act of 1956 (the “B//C Acf). JPMC acquired all of the equity interests 
of Henry Bath on July 1, 2010 as part of its acquisition of certain businesses from RBS Sempra 
Commodities. JPMC currently holds Henry Bath in reliance on Section 225.85(a)(3) of 
Regulation Y, which allows a financial holding company to acquire a company engaged in limited 
nonfinancial activities if the financial holding company conforms, terminates, or divests the 
nonfmancial activities within two years of the date of acquisition. JPMC will conform its 
investment in Henry Bath to a permissible merchant banking investment before the end of the two- 
year conformance period required under Section 225.85. 

Bona Fide Merchant Banking Investment 


JPMC acquired Henry Bath based on its belief that it was an attractive investment 
and will hold Henry Bath with the intent of profiting from its earnings and realizing any 
appreciation in its value upon ultimate resale or disposition. Section 4(k)(4)(H) and Regulation Y 
permit a bank holding company to hold shares of a company engaged in nonfinancial activities as 
part of a bona fide merchant banking activity, including where the shares are held for the purpoj 
of appreciation and ultimate resale or disposition of the investment, PMC was attracted to the 
opportunity to own Henry Bath because it is a well-run and profitable company with a lon^hist _ . 
and a solid reputation in its industry, the warehousing of commodities, predominantl>^^Is 
traded on the London Metal Exchange (“LME”). Its value is supported in part b^he facriSag^is 
not easy for competitors to get into the business of operating warehouses Hcens^d^ the — 
the application process is rigorous and warehousing companies need a go^d fracfe'^c^rd to attract 
customers. PMC believes that LME warehousing is a business with excellent growii potential 
because there has been a substantial increase in demand for metals, pmiciil|rly^n the emerging 
markets, which has increased storage demands. In short, PMC J)6Heves’.;&atVlh'is is a business that 
can generate a good return on investment. 40 ^ 

Under the BHC Act and the merchant^^j^^ r^^^ons, PMC may own an 
interest in a company, including a 100% or other con^ifi^^hterert in a company, that engages in 
nonfmancial activities provided it complies wi^ffie re^'i^ents relating to merchant banking 
investments.* As noted, PMC owns 100% ofrf&iry BatKand therefore controls it, but PMC will 
do so as a bona fide merchant banking requirement in Regulation Y that a 

merchant banking investment be is n^nt to prevent a financial holding company 

from holding investments in nonfinancidxompanies for the purpose of engaging in the activities 
of the nonfinancial company, /.e^i^gra^ng the portfolio company into the strategy and 
operations of the financial holdin^^mpany. Consistent with this, Henry Bath is very much a 
separate company from PMG^X^pqrtantiy, Henry Bath has independent management^ and there 
are no officer or empIdy^^ntwlSfeks between PMC and Henry Bath. In addition, it is 





See 12fGrF.R 


170. 




Henry'm^cufrently does not have a chief executive officer. The board of directors of 
Henry Bath is expected to appoint a chief executive officer prior to June 1, 2012. 
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CONFIDENTIAL TREATMENT REQUESTED 


operationally independent from JPMC and its subsidiaries, in part because of the requirements 
imposed on it under LME rules. 


All LME warehouse operators, including Henry Bath, are subject to strict 
regulations imposed by the LME that are designed to ensure that conflicts of inta-est do not arise 
when LME warehouse companies are affiliated with companies engaged in commodity trading 
activities. LME warehousing companies are required to operate as separate companies and are 
subject to strict confidentiality rules regarding price-sensitive information, including information 
related to stock levels and flows of corhmodities in or out of the warehouses. These structural 
requirements and information barriers prevent any operational integration of Henry Bath into 
JPMC’s trading or other financial operations, in addition to preventing JPMC’s commodities 
business personnel from accessing or taking advantage of nonpublic information known to Henry 
Bath. Moreover, LME regulations require that LME warehouse companies treat all customers 
wanting to deposit commodities at, or remove commodities from, an LME warehouse fairly, in 
time order, and with a common level of service to avoid even the appearance of favoritism. That 

is, Henry Bath cannot favor JPMC or its customers when accepting metal for storage or releasing 

it. 


The fact that a large portion of stocks held at Henry Bath warehouses currently 
belongs to JPMC or its customers does not prevent JPMC from holding this investment consist<^^^ 
with the merchant banking regulations. JPMC, when given a choice, directs its business 
Bath because Henry Bath is a reputable LME warehouse operator and JPMC owns 100%SfHen^^ 
Bath- Henry Bath does not provide JPMC with preferential terms. JPMC does not beSHe^^a^ ^ 
Henry Bath is in any way dependent on business from JPMC, and being a custoro^of Heni^^^th 


does not give JPMC any rights or ability to influence operational decisions m^i&'-b.^Henry^ath’s 
management. As noted, JPMC has owned Henry Bath only since July 201fr ‘antfiWeneral 
demand is high across the industry for LME storage. Moreover, withji^itragxce^ions/ business 
relationships between a portfolio company and a financial holding co’^^^Sfe^not prohibited 
and. in fact, are not unusual in connection with merchant bankingfihv^ments: 

Holding the Henry Bath investment under the^|^itx^f Section 225.85 and then 
transitioning h to merchant bardcing authority should from holding it as a bona 

fide merchant banking investment. In fact, Regulation^M^ifically contemplates that a financial 
holding company may hold shares, assets or o^^ship n^^sts under one authority and later hold 
them under merchant banking authority.^ T^^mjity to ch&ge the authority under which a 

^ Section 225.176 of Regulation<^mipose^ifhits on cross marketing and on certain 

transactions between a deposifr^W'institution subsidiary of a financial holding company 
and a merchant bankin^^^^r^ompany. 

Under the tacking pr^^^^^f the merchant banking rules, a financial holding company 
that previouslyffil3?|h^^> assets or ownership interests under an authority that imposes a 
limited hoJding^«^^ nuist tack on the time such interests were held under that authority 
when calculatin^^mpiiance with the merchant banking holding period. See 12 C.F.R„ 

§ 225^|2(b)(^. The preamble to the final merchant banking rule states that this 
requirement?i?'^ppropriate because it prevents a financial holding company from evading 
the holdin'^eriods applicable to the merchant banking regulations and provisions of other 
federd banking laws with similar requirements. See 66 FR 8465, 8475 (2001). 
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CONFroENTIAL TREATMENT REQUESTED 


financial holding company holds shares, assets or ownership interests therefore should not 
undermine its ability to hold such intererts as a bona fide merchant banking investment. Indeed, 
the preamble to the final merchant banking rule recognizes that, although interests held by a 
financial holding company may not have been acquired originally as a merchant banking 
investment, the financial holding company may later determine that it wishes to hold such interests 
for investment purposes consistent with the requirements of the merchant banking rules.^ 

Permitting JPMC to hold Henry Bath under merchant banking authority thus is 
consistent with the bona fide investment requirement. JPMC will not be engaging in the activities 
of Henry Bath, which will maintain, separate, independent executive management that will 
manage its routine operations. JPMC and its personnel will not engage or participate in the day- 
to-day management of Henry Bath except when and to the extent permitted under the limited 
exceptions set forth in Regulation Y. 

Routine Management 

As explained, JPMC does not, and will not, routinely manage or operate Henry 
Bath. The merchant banking regulations prohibit a financial holding company from routinely 
managing or operating a portfolio company, except under limited circumstances.^ JPMC does not 
have and will not maintain any officer or employee interlocks with Henry Bath that would trigger^ 
a presumption of routine management or operation under Regulation Y. Moreover, JPMC does^^fi^^ 
not and will not have in place any covenants or other contractual agreements with Henry/j^th 
would restrict Henry Bath’s ability to make routine business decisions. JPMC will 
actions taken in its ownership of Henry Bath to date that may not be consistent wth.mercfi^^ 
banking, such as bringing Henry Bath employees under JPMC benefits policies^^revers^^rior 
to the end of the two-year conformance period. 

As noted above, the LME places restrictions on LME Warehouse 

operator. These restrictions will help ensure that JPMC remainsmcompljpi®with the 
prohibition on routine management by a financial holding con^^ of a'^rtfolio company. 

Holding Period 

JPMC recognizes that there is a te^y^^j^^g period applicable to merchant 
banking investments (subject to extension) the hojdmg period begins from the date that 

Henry Bath was acquired in reliance on Regulation Y/ JPMC will comply with 

this requirement as well as the other r^^ements^der the merchant banking rules. 


atan^ 


The preamble^^S.to ^J^authority under the BHC Act to acquire shares, assets or 
ownership interesi^^ satisfaction of a debt previously contracted in good faith as an 
examp^^ee 

il|e.RR..§ 225.171. 

it-»_ jTfy 


See 12 C.F.R. §225.172. 
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rat-12 

0MB Number7100-0300 
Approval eip^ December 31. 2015 
Page 1 o( 4 

Board of Governors of the Federal Reserve System 


Consolidated Holding Company Report of 

Equity Investments in Nonfinancial Companies — FR Y-12 



Report at the close of business as of the last calendar day of the reporting period. 


This report is required by law: Section 5(c} of the Bank Holding 
Company Act (12 U.S.C. § 1844(c}} and Section 10 of the Home 
Owners Loan Act (12 U.S.C. § 1467a(b)}. 

The Consolidated Holding Company Report of Equity Investments 
in Nonfinancial Companies is to be prepared in accordance with 


the instnjctions provided by the Federal Reserve System. The 
Federal Reserve may not conduct or sponsor and an organization 
a person) is not required to respond to, a collection of informa- 
tion unless it displays a currently valid 0MB control number. 


NOTE The Consolidated Holding Company Report of Equity Invest- 
ments in Nonfinancial Companies must be signed and attested by 
an Executive Officer of the reporting holding company. 

I, the undersigned Executive Officer of the named holding com- 
pany. attest that the Consolidated Holding Company Report of 
Equity Investments in Nonfinancial Companies for this report 
date has been prepared in conformance with the instructions 
issued by the Federal Reserve System and is true and correct to 
the best of my knowledge and belief. 

Marianne Lake 

Printed Name oT Executive Officer at Holding Company (QHEI C490} 

Executive Vice President 

Tine o( Executive Officar ol Holding Company <BHEI C491) 

Signature at Executive Officer or Hdchng Company 

06/30/2014 
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STRAUSS HAUER & FELD LLP 


STEVEN H. ROSS 
202.887.4343/fax; 202.887.4288 
sross@akingjmp,com 


June 5, 2014 


VIA HAND DELIVERY 


The Honorable Carl Levin 
Chairman 

Permanent Subcommittee on Investigations 

Committee on Homeland Security & Government Affairs 

United States Senate 

Russell Senate Office Building, SR-199 

Washington, DC 20510 

Re: JPMorgan Chase& Co’sApril23, 2014 Briefing Foilow-Up 
Dear Chainnan Levin: 

On behalf of JPMorgan Chase & Co (“J.P.Morgan”), I write in connection with your 
questionnaire dated January 11, 2013 regarding physical commodities. As you know, on April 
23, 2014, J.P.Morgan provided a briefing to Subcommittee staff, during which your staff posed a 
number of additional questions. This submission includes certain information responsive to 
these questions, and J.P.Morgan is working to provide your staff with the balance of the follow- 
up information requested. Responses to certain of the specific follow-up questions are as 
follows: 

Question: Your staff asked for the name of the individual in charge of J.P. Morgan Ventures 
Energy Corporation (“JPMVEC”). 

Response: John Anderson is the Chief Executive Officer of JPMVEC. 

Question: Your staff asked about J.P.Morgan’s owner.ship interest in the London Metal 
Exchange (“LME”). 

Response: J.P.Morgan previously held an approximately 11% stake in the LME through 
JPMorgan Metals Limited. This stake was sold to the HK Exchange when it bought the LME in 
June of 2012. J.P.Morgan cunently has no investment in the LME. 


Rob^ S. Strauss Building 1 1333 New Hampshire 


Permanent Subcommittee on Investigations 


EXHIBIT #64 
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Question: Your staff asked for a copy of J.P.Morgan’s policy regarding information barriers 
between J.P.Morgan and Henry Bath. 

Response: Please refer to the enclosed copy of the current policy marked as JPM-COMM-PSl- 
000026 - JPM-COMM-PSI-000042. 

Question: Your staff asked whether One Equity Partners ("OEP"), J.P.Morgan's private 
investment arm, took outside investor money related to its investments. 

Response: Third party investors have not invested in OEP. As discussed with Subcommittee 
staff, certain J.P.Morgan employees have at times co-invested in the fund. 


Redacted By 

Permanent Subcommittee on Investigations 


Please let me know if you have any questions. 



Counsel for JPMorgan Chase & Co 


Ettclosiire' " ” 

cc: TheHonorable John McCain, Ranking Member 
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STEVEN a ROSS 
202.687.4343/lax; 202487.4268 
sross@akingiBTtp.corn 


October 6, 2014 


VIA HAND DELIVERY 


The Honorable Carl Levin 
Chairman 

Permanent Subcommittee on Investigations 

Committee on Homeland Security & Government Affairs 

United States Senate 

Russell Senate Office Building, SR-199 

Washington, DC 20510 

Re: JPMargan Chase & Co 's Responses to Follow-Up Qtieslions 
Dear Chairman Levin: 

On behalf of IPMorgan Chase & Co (“J.P.Morgan”), I write in connection with your 
questionnaire dated January 11, 2013 regarding physical commodities. This submission includes 
further information responsive to additional questions posed by your staff on September 12, 
2014. As discussed with your staff, J.P.Morgan is working to provide the balance of the follow- 
up information requested. Please note that J.P.Morgan is in the process of collecting documents 
responsive to certain of the Subcommittee’s questions below. Responses to the specific 
questions arc as follows: 

Question 18: Please provide a description and brief history of Project Liberty and its current 
status. 

Response: On September 8, 2012, J.P. Morgan Ventures Energy Corporation (“JPMVEC”) 
clo.sed a crude oil and refined product intermediation transaction, referred to as Project Liberty. 
The project involved a Refinery located in Philadelphia, Pennsylvania that was wholly owned by 
Sunoco Inc. (“Sunoco”). The Refinery, which proces.sed 330,000 barrels per day of crude oil, 
was about to be closed, with 8tK) workers about to lose their jobs. Project Liberty was a 
coordinated effort to stive the Refinery and the jobs of the Refinery workers, an effort that 
received a tremendous amount of support at the state and local levels (see, c.g., Mark Maremont, 
“White House Worked with Buyout Firm to Save Plant,” WallStreet Journal, Aug. 21, 
2012). Instead of closing, the Refinery was acquired by Philadelphia Energy Solutions Refining 
and Marketing (“PESRM”), a joint venture formed by the Carlyle Group (“Carlyle”) and 


Permanent Subcommittee on Investleations 

EXHIBIT #65 
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Sunoco. PESRM was able to take advantage of various incentives offered by local, state and 
federal governmenls to enhance the economics of operating the Refinery, and it cominitted to 
make various upgrades. Government officials highlighted this traasaction as a win for both labor 
and energy efficiency, in saving jobs and reducing energy costs. 

The particulars of the PESRM arrangement are as follows: 

• in return for a 67% majority interest in the joint venture, Carlyle contributed $175 million 
of equity to fund future capital projects, facility upgrades and enhance the Refinery’s 
working capital; 

• Sunoco contributed its Philadelphia Refinery u.ssets to the joint venture in exchange for a 
non-operating minority interest; 

• as the majority shareholder, Carlyle oversees day-to-day operations, and it has retained a 
controlling position and hired an experienced management team for the Refinery; 

■ key personnel at the Refinery were retained to maintain the required knowledge base and 
continuity of operations. 

J.P.Moigan helped facilitate the acquisition by providing PESRM with intermediation in 
the form of a Supply and Offtake Agreement, pursuant to which JPMVEC became the exclusive 
supplier to PESRM of 100% of the Refinery’s crude oil and non-crude feedstock requirements on 
a “just-in time" basis, and the purchaser of the majority of the refined products on an “as-they- 
are-produced” basis. The agreement had a term of five years, caneellable by either parly on 
notice at the end of year three or four. Under the arrangement, JPMVEC purcha.ses the crade oil 
from third parlies, and sells the refined products to third parties (.vee additional information in 
respon.se to Question 24 below), in each ca.se at the direction of PESRM, subject to JPMVEC’s 
legal, credit and country ri.sk concerns. Initially, approximately 50% of the refined products 
produced were to be .sold by JPMVEC to Sunoco to supply its retail network. 

In connection with the intermediation, JPMVEC has leased and/or sublea.sed 
approximately 14.5 million barrels of storage capacity for crude oil and refined products on and 
around the Refinery premises (from PESRM, Sunoco and certain other facility owners), and has 
contracted for access to inter- and intra-refinery pipelines, docks, time-chartered vessels, and 
other related infrastructure. 

Under the arrangement, JPMVEC has received; through-put fees charged to PESRM 
ba.sed upon the volume of crude oil purchased for sale to PESRM and refined products bought 
from PESRM; and a working capital fee calculated upon the usage of the balance sheet (the 
inventory net of third party payables) on crude oil and refined products. Additionally, there is a 
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cover transaction fee charged on the sale of crude to third parties or the purchase of refined 
products from third parties at PESRM’s request. 

JPMVEC is indemnified by PESRM for all appropriate expenses incurred in connection 
with the intermediation (c.g., transportation costs, demurrage co.sts, letters of credit costs, 
volumetric gains and lo.sscs, etc.), 

J.P.Morgan is currently in the process of selling the Supply and Offtake Agreement. 

Question 19: Please provide a list of the entities related to Project Liberty, a brief description of 
their roles, and JPMorgan’s ownership interests in each such entity. 

Response: There are two J.P.Morgan entities related to Project Liberty. As .set forth in more 
detail above in response to Question 18, JPMVEC provides the intermediation. Separately, 
JPMorgan Chase Bank, N.A. provided PESRM with u bilateral liquidity facility in the form of a 
$100 million asset-based lending revolver for working capital and other purposes, secured 
against certain inventory not intermediated by JPMVEC (i.e., intermediates). 

Question 20; Please describe the internal review and approval process for Project Liberty, 
including the roles of “IB Environmental Risk Group, RRC, and GCG Operating Risk 
Committee,” Please provide copies of the key documents related to Project Liberty’s review and 
approval process, including the document describing and approving the project. 

Response: J.P.Morgan undertook a robust internal review of Project Liberty. As with any 
project of this size and complexity, that review included specific consideration by, and approvats 
and input from, senior management and multiple control functions. Specifically, Project Liberty 
was evaluated and approved by the North America (“N.A.”) Reputation Risk Committee, the IB 
Environmental Risk Group (through its participation in the N.A. Reputation Risk Committee 
process), and the Global Commodities Group (“GCG”) Operating Risk Committee. In addition, 
the various control functions (including Credit, Market Risk, Operations, Accounting/Financc, 
Compliance, Legal, Trading Assistants, Logistics, Technology, Tax, and Insurance) were 
involved in the approval procc.ss and worked with the deal team for months leading up to the 
transaction’s approval and closing. The deal was also reviewed extensively by GCG senior 
management, who was actively involved in the consideration and negotiation of the deal. 

Within GCG, new bu.siness opportunities involving physical commodities undergo forma! 
diligence and review to specifically consider physiciil risk (the “New Businc.ss Initiative 
Approval” or “NBIA” proce.ss). In the case of Project Liberty, the physical components of the 
transaction had already been contemplated, approved, and routinely undertaken by GCG, and 
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thus did not necessitate the NBIA process. Nonetheless, all new transactions are evaluated when 
they include any physical commodity components pursuant to GCG’s standard diligence and risk 
assessment practices. In the case of Project Liberty, J.P.Morgan evaluated the various areas of 
potential ri.sk (including credit, reputation, operating, and environmental risks), determined that 
the physical oil products and related policic.s/processes involved fell within the scope of GCG’s 
existing business operations (referred to as “business-as-usual”), and approved the transaction. 

The following key approvals/asses.smcnls were made in connection with the transaction’s 
clo.sing in September 2012: 

• Credit Approval; A credit approval package was prepared in August 2012 approving a 
crude intermediation facility and a five-year asset-based lending facility. 

• Large Structured Deal Template: As is common for large structured transactions, the 
control functions and the deal team contributed to an August 2012 Large Structured Deal 
Template, which was reviewed and approved by the senior management of GCG. 

• Njk. Reputation Risk Committee Approval: The N.A. Reputational Risk Committee 
reviews imminent, existing, or prospective transactions, activities and client relationships 
of or undertaken by the Corporate & Investment Bank as agent or principal, which, in the 
opinion of the relevant business head, have the potential for reputation risk. On 
September 5, 2012, the N.A. Reputation Risk Committee (including a representative from 
the IB Environmental Risk Group, which has a standing scat on the N.A. Reputation Risk 
Committee) was briefed on Project Liberty and considered several reputation issues 
related to the project. The N.A. Reputation Risk Committee approved the transaction 
with .several conditions, including enhanced due diligence for crude oil suppliers, country 
risk process controls and limits, client accounting approval, and internal .senior 
management approval for a consultancy agreement with PESRM in connection with 
.scheduling and operational services. 

• GCG Operating Risk Committee Approval: The GCG Operating Risk Committee 
provides senior business oversight and reviews new activities that have operating risk, 
sets physical risk policies, and approves insurance coverage. On September 6, 2012, the 
GCG Operating Risk Committee was briefed on Project Liberty and considered several 
issues related to the project. These considerations included; that the physical oil 
products and activities contemplated under the deal were “business-as-usual” under 
existing J.P.Morgan policies and proce.sscs; that any vessels in use by Sunoco and to be 
used by J.P.Morgan had been vetted and approved (see response to Question 27, below); 
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that the tanks and infrastructure had been inspected and found to be suitable for use {see 
response to Question 27, below); that scheduling expertise would be provided by 
PESRM; that certain crude oil shipments from “strict liability” jurisdictions had been 
evaluated {see response to Question 25, below); and that the project had been reviewed 
and approved by the IB Environmental Risk Group and the N.A. Reputation Risk 
Committee (as described above). The GCG Operating Risk Committee determined that 
the elements of the transaction were generally “business-as-usual,” and it approved 
moving forward with the transaction. 

In several additional meetings, the GCG Operating Risk Committee also discussed the 
sourcing of crude oil from “.strict liability” jurisdictions (an issue discussed below in 
respoasc to Question 25) and considerations related to the Ponciana barge (as di.scu.ssed 
below in response to Question 27). 

• Close-Out Analysis: A clo.sc-out analysis was prepared by the GCG Structured 
Transactions team and the credit risk team as part of the transaction’s overall diligence 
and analysis of the risk that was done, including an analysis to estimate the cost of 
removing the tank heel volumes at the Refinery in the event of a total shutdown. 

Question 21: Please provide a list of assets within Project Liberty, including any management 
agreements, physical inventories, supply or offtake contracts, and other a.s.scts. 

Response: With respect to PESRM’s physical inventory, please refer to the enclosed list of 
products as of June 30, 2014, marked as JPM-COMM-PS1-0(X)043 to JPM-CQMM-PSI-000044. 

The primary agreements that established the intermediation arrangement were: 

• the Supply and Offtake Agreement with JPMVEC discussed above in response to 
Question 18 (and any related amendments, side letters, or waivers): 

• UCC-1 Financing Statements; 

• Guarantee (and any related amendments): 

• Inventory Sales Agreement; 

• Sunoco R&M Master Confirmations (for in-transit and not-in-transit transactions); 

• SIL Master Confirmation (not in-transit transactions); 

• Intercreditor Agreement (and any related amendments); 

• Terminaling, Transportation and Storage Services Agreement; 

• Cortsulting Agreement (and any related amendments); and 

• PES Intercreditor Agremcent. 
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Question 22: Please indicate what legal authority is being relied upon by JPM for engaging in 
Project Liberty, including whether it is merchant banking authority or some other basis. 

Response: Project Liberty is not a merchant banking investment. Rather, JPMVEC provides 
intermediation to PESRM pursuant to complementary authority granted to JPMVEC by the 
Board of Governors of the Federal Reserve System under Federal Reserve Regulation Y. 

Question 23: Please confirm that JPMorgan is obligated to provide 100% of the crude oil 
needed for Project Liberty, describe how JPMorgan obtains that oil, the approximate volume of 
crude oil provided on a monthly basis, and the top three .sources of the crude oil obtained by 
JPMorgan over the last year. 

Response: Pursuant to the terms of the Supply and Offtake Agreement, JPMVEC is obligated to 
provide 100% of the crade oil needed by the Refinery. Under the arrangement, and as discussed 
above in re.sponse to Question 18, JPMVEC sources crude oil at the direction of PESRM, subject 
to J.P.Morgan’s legal, credit and country risk concerns. On average, approximately eight million 
barrels of crude oil were sold by JPMVEC to the Refinery per month over the last year. The top 
three sources of the crude oil obtained over the last year are: Merrill Lynch Commodities, Statoil 
Marketing & Trading (US) Inc., and Socar Trading SA. 

Question 24: Please explain what products are produced by the refinery associated with Project 
Liberty and the extent to which JPMorgan or unrelated third parties have purchased each of those 
products for each month of the project’s existence through June 30, 2014. 

Response: JPMVEC purchases virtually all of the products produced by the Refinery. JPMVEC 
then, in turn, sells the products to PESRM and Sunoco (which is an affiliate of PESRM), as well 
as other third parties. Please refer to the enclosed lists of (a) products and (b) third-party 
purcha.scrs, from the commencement of Project Liberty through June 30, 2014, marked as JPM- 
COMM-PSl-000045 to JPM-COMM-PSl-000047. 

Question 25: Please describe all insurance coverage JPM has regarding Project Liberty, 
including any deductions, caps, or exclusions. 

a. What arc “strict liability jurisdictions,” and how did they affect Project Liberty? 

b. Did JPM acquire additional iasurance for those jurisdictions? If so, please provide 
details. 
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Redacted By 

Permanent Subcommittee on Investigations 


Question 26: Please provide descriptions of, and documents related to, any risk assessments 
made by JPMorgan related to the storage, transportation, or production of crude oil and refined 
products related to Project Liberty. 

Response: Please .see the above response to Question 20. 
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Question 27: Please describe the use of a barge named “Ponciana” in Project Liberty and any 
concerns about its operations and insurance coverage. 

Response: The Ponciana is the exclusive tank barge used to move liquefied gas (butanes) from 
the Refinery to a storage facility in Marcus Hook, Pennsylvania, and back to the Refinery. Since 
September 2012, on average, the Ponciana has been used approximately twice per month for 
these voyages. The Ponciana is chartered by TTMI Sari, a subsidiary of JPMVEC through which 
J.P.Morgan entities charter vessels to move crude oil and other products, on a Contract of 
Affreightment basis. Fees for usage of the barge are invoiced by PESRM to TTMI Sari, and in 
turn by TTMI Sari to JPMVEC. Thc.se fees are subsequently reimbursed by PESRM to 
JPMVEC, along with other reimbursable fees described above in response to Question 18. 

In 2012, the vetting specialist Atlantic Technical Management determined the Ponciana to 
be in very good condition and ul.so determined that the Ponciana had demonstrated capable and 
stable operations and crewing. In September 2012, the Ponciana received an exception from 
GCG’s Vessel Chartering and Vetting Policy for Wet Freight (discussed below in response to 
Question 28), given that the vessel’s age was one year beyond the age specified by the policy for 
barges carrying liquid cargoes. The Operating Risk Committee, via a proce.ss specifically 
contemplated by the Vetting Policy, approved this exception on Soptombor 6, 2012, initially for 
30 days and subsequently for six consecutive six month periods. As a condition to this 
exception, the Ponciana must undergo and pass an inspection every six months. The vessel was 
satisfactorily inspected by Atlantic Technical Management in September 2012, December 2012, 
June 2013, December 20 13, and June 2014. 

Question 28: Please describe the process used to “vet” or perform due diligence regarding the 
risks related to Project Liberty. 

Response: As set forth above in response to Question 20, Project Liberty was reviewed and 
approved through an extensive, months’-long process that involved GCG’s .senior management, 
numerous control functions, and multiple risk committees. Alongside this approval process for 
the transaction, GCG has additional procedures in place to ensure further vetting when nece.s.sary, 
including policies that govern vcs.scl chartering and vendor management. For example, and as 
di.scussed above in response to Que.stion 27, GCG’s Vessel Chartering and Vetting Policy for Wet 
Freight was used to evaluate the Ponciana barge chartered in connection with Project Liberty. Of 
note, when this policy was independently reviewed, it was determined to be a best-in-class policy 
in the industry. In addition, GCG maintains a Physical Vendor Management Policy, which 
governs the suitability and inspection of storage tanks. In accordance with that policy, on-site 
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lank inspections were conducted by Oil Inspections, Inc. in 2012, and all tanks and infrastructure 
were found to be suitable for u.se. 


Redacted By 

Permanent Subcommittee on Investigations 


Please let me know if you have any questions. 


Sincerely, 



Counsel for J PMorgun Chase & Co 


cc: The Honorable John McCain, Ranking Member 
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October 21 , 2014 


VIA HAND DELIVERY 

The Honorable Carl Levin 
Chairman 

Permanent Subcommittee on Investigations 

Committee on Homeland Security & Goverranent Affairs 

United States Senate 

Russell Senate Office Building, SR-199 

Washington, DC 20510 

Re: JPMorgan Chase & Cn’s Responses to Follow-Up Questions 
Dear Chairman Levin: 

On behalf of JPMorgan Cha.se & Co (“J.RMorgan”), I write in connection with your 
questionnaire dated January 11, 2013 regarding physical commodities. This submission includes 
information and documents responsive to additional questions posed by your staff on October 13, 
2014. As discussed with your staff, J.F.Morgan is working to provide the balance of the follow- 
up information requested. Responses to the specific questions are as follows: 

Question 1: Please provide the total dollar value of the consolidated physical commodities 
holdings of JPMorgan (including those held in the bank) as of 9/30/2014. This should include 
both (i) total physical inventory of JTMVEC and (ii) base metals held in the bank. Please provide 
the consolidated tier 1 capital as of the same dale. 

Response: Please refer to the enclosed chart, marked as JPM-COMM-PSI-000048. 

Question 2: Please provide the total dollar amount of each of platinum, palladium, and copper 
held by the bank as of 9/28/2012 and 9/30/2014. 

Response: Please refer to the enclosed chart, marked as JPM-COMM-PSI-000049. 

Question 4: Please confirm that JPMorgan started providing the Federal Reserve staff with 
"regular reporting of its compliance with the 5% limit" in 2011. Please provide the date of the 
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first such fegtilar report, the frequency of such reporting, and describe how and by whom tire 
report is prepared. 

Response: J,P.Morgan’s inventory value data related to the Federal Reserve’s lirnit is compiled 
by the relevant product controllers for each line of business, and then provided weekly by the 
product controllers to the External Reporting Group within the Global Commodities Group 
(“GCG”). This group compiles and reviews all data before providing the month’s data to the 
Federal Reserve in the middle of each month. In the past, this report had been provided to 
individuals at the Federal Resert'e by email. Currently, and since May 2014, reports are 
uploaded to a SharePoint site to which Ihe Federal Reserve has access. 

J.P.Morgan is working to confirm the date of its first report to the Federal Reserve. 
However, we note tliat the monthly data report (supplied to the Federal Reserve since at least 
2011) contains, in addition to the new month’s data, historical data dating back to January 2011. 

Question 5; Please indicate whether JPM had long term fuel supply contracts with any of the 
power plants it owned or controlled, which power plants were involved, and the tenor of those 
contracts. 

Respon.Se: In addition to any tolling agreements reflected in the chart provided by J.P.Morgan 
marked as JPM-COMM-PSI-000022 to JPM-COMM-PSI-000025 and referenceti below in 
Question 13 (which are essentially agreements to supply gas and buy the power), J.P.Morgan has 
a two-year capacity purchase contract to fulfill a Southern Maryland Electric Cooperative 
capacity sale in connection with the Panda Brandywine tolling agreement. Separately, with 
respect to three power plants J.P.Morgan acquired from Bear Steams in 2008 and subsequently 
sold (OL.S Camarillo, OLS Chino, and Carson Cogeneration), J.P.Morgan had fuel supply 
contracts for these plants. 

Question 6: Please confirm that Global Commodities Principal Investments is aunitwithin the 
JPMorgaii Global Commodities Group, and it holds the ownership interests in the Panda, Kinder 
and Central Power plants. Please indicate whether GCPI is using JPMVEC or another entity, 
such as J.P. Morgan Asset Management Holdings, Inc., to hold those interests. 

Response: Principal Investments is a line of business within GCG. The investments in tlie 
Kinder Jackson power plant, Panda Brandywine toll, and Central Power & Lime biomass facility 
have been (and currently arc) held by .subsidiaries of JPMVEC. 

Question 8: Please confiim tliat, during the two-year grace period that JPMorgan held the 
power plants it acquired from Bear Steams, 2008-2010, it did not include them when calculating 
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the hDlding company’s compliance with the Federal Reserve's 5 % complerneiitary authority 
limit. 

Response: That is correct. As specified by the Federal Reserve Bank of New York oh March 
16, 2008, assets or activities acquired &om Bear Steams that l.P.Morgan was not then permitted 
to own or engage in were treated as permissible assets or activities for a period of two years. 

Question 9: Please indicate what JPMorgan entity, such as JPMVEC, owns Virginia Port 
Partners LLC, which made the $3 billion bid on the contract to operate the container terminal at 
Hampton Roads shipping port in Virginia.^ 

Response; Neither JPMVEC nor any 1 J.Morgan entity owns or owned Virginia Port Partners 
LLC. Virginia Port Partners LLC was a consortium comprised of (1) JPMorgan IIF Acqui.sitions 
LLC, and (2) RREEF, a division of Deutsche Bank AG. In 2012, the consortium made a $3 
billion bid on the contract to operate the port of Virginia, which would have included working 
witli the Commonwealth of Virginia and the Virginia Port Authority to establish a partnership in 
Older to assist the Commonwealth in its long-term goals of creating the leading container port in 
the Mid-Atlantic, promoting job growth, and fueling economic development, 

JPMorgan IIF Acquisitions LLC refers to a special purpose vehicle related to the 
Infrastructure Investments Fund (“IIF’). As discussed below in response to Question 10, the lIF 
is a fund advised by JPMorgan Investment Management Inc.; J.P.Morgan, including JPMVEC, 
does not hold any investment in the IIF, and its general partners are controlled by unaffiliated 
third parties. In other words, there was no J.P.Morgan capital invested in '\drginia Port Partners 
LLC. 

Question 10: Please confirm that JPMorgan has an infrastracture investment fund and, please 
provide the name of the fund, where it is in the corporate stmcture, the dollars raised, and any 
commodity-related investment projects.^ 

Response: Within J.P.Morgan’s Asset Management ann, the Global Real Assets (“GRA”) unit 
houses the Infrastracture Investments Group (the “HF Group”). Tire TIF Group does not invest 
money directly on behalf of J.P.Moigan, nor is it a separate entity that owns assets. Rather, it is a 
collection of individuals who raise capital, form funds and, through the Infrastructure 
Investments Fund (the “IIF” or the “Fund”), deploys capital on behalf of third party investors. 


' And additional related ini’onnation requested by^ail by EUse Bean on October 15,2014. 
"And additional related iniormation requested by email by EUse Bean on October 15,2014. 
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l.E.Moigan does not invest in the Fund, and the Fund’s general partners are controlled by third 
parties unaffiliated with J.P.Morgan. 

J.P.Morgan Investment Management, Inc. (one of the vehicles through which ORA 
operates within J.RMbrgan Asset Management) provides investment advice to the Fund. 

'With regard to the IIF’s investments, since it launched in 2006, tlie Fund haS offered 
investors a mpderate-risk approach to infrastructure investing that is diversified botli 
geographically and by sub-sectoi, IIF seeks to invest in a broad range of infrastructure and 
mfrastructure-related assets located primarily in the United States,. Canada, Western Europe and 
Australia, and secondarily in other Organisation for Economic Co-operation and Development 
(“OECD”) countries. These assets may include: 

'• Toll roads, paifeing garages, bridges and tunnels 

• Oil and gas pipelines 

• Electricity transmission and distribution a.ssets 

• Contracted power generation assets 

• Communications assets 

• Water distribution and wastewater collection and processing assets 

• Railway lines and rapid rail links 

• Seaports 

• Airports 

There is not a separate OECD infrastructure investment group under the GRAntiit. 
Rathfei, this reflects that most investments made by the IIF are targeted toward OECD countries. 
In addition, GRA has a Separate platform that seeks to invest capita! in infrastructure-related 
investments in Asia. 

Question 12: Please provide, for the period 2008 through 2013, a desoiiptioa of the insurance 
coverage (including exclusions, deductibles, and caps) for (i) JPMorgan's interests in power 
•plarits, and (ii) JPMoigan's consolidated physical commodity holdings. 
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Question 13: Please let us know if the attached chart regarding power plants contains any 
errors, and if , so, please correct them and return. 

Response: Please refer to the enclosed chart, marked as JPM-C.OMM-PSl-0Q,0061 to JPM- 
COMM-PS1-000{)63.. 


Question 16: Please eonfirin that IPMorgan Chase Bank does not net its coifiiiiodity derivatives 
for the purpose of caiculating compliance witli the OCC’s 5 percent regulatory limit. 

Response: Confirmed. It is important, though, to provide the context and background to this 
limit. In June 1993, the OCC issued Interpretive Letter 632 which stated that it is permissible for 
a national bank to supplement its hedging activity, subject to certain conditions, by making or 
takiiig phjisical delivery of commodities, transfer or receive documents of title, and engage in. 
Other related activities. The letter provided that, inter alia, physical activities could only be a 
“ncutiinal” percentage of a bank’s hedging activity. In August 1995, the OCC issued Interpretive 
Letter 684, in which it defined “nominal” as no more than five percent of total transactions 
involving eligible commodities. The limit is designed to ensure that only a small amount of the 
national bank’s overall activity is in the physical markets. 

J .P.Morgan calculates its compliance with the GCC’s activity limit daily. This calculation 
looks at, within the national bank, the total amount of LME metals and off warrant metals versus 
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the total amount of its overall taetals aclivily (derivatives, LME metals, off warrant metals, and 
futures). The physical compoBent of these activities is limited to five percent, and is calculated 
in terms of volumes (measured in metric tonnes). Accordingly, and given the activity limit itself 
and the way in which IP.Morgan calculates its compliance with the activity limit, commodities 
derivatives are not netted for purposes, of the OCC limit. The numerator is the gtoss amount of 
base metals held in inventory plus live gross amount of metel that moves through the bank that 
day in instantaneous title transfer transactions, and the denominator is. the poss notional of all 
metals: activity, both physical and outstanding derivatives and futures referencmg base metals. 

Finally, While the OCC’s quantity of activity limit is not a risk limit, even if these 
activities were to be included in a risk limit, the incremental market rJak is minimal as the 
physical commodities activities in question are a hedge within a customer-driven derivatives 
business. 

Question 17: Please confirm that JPMorgan Chase Bank calculates its compliance with tlie 
OCC 5 percent tegulatpry limit on a units basis, and not on a dollar amount basis. 

Kesptmse: As discussed abo,ve in response to Question 16, that is correct. 
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Sincerfill!^- 


Steven R. Ross 

Counsel for JPMorgan Chase & Co 


cc: The Honorable John McCain, Ranking Member 
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March 16. 2008 


Mr. James Dimon 

Chairman and Chic/ Eaccuiivc OfTicer 
JP Morgan Chase 
270 Pack A>’cnuc 
*Mcwyork,NY 10017 

Dear Mr. Dtcxm: 

This vill record ihc agreenieni betweed JP Morgan Chase ■&. Co. C'JPMorgan”) and 
ihe R^ral Reserve Bank of New York ('TRBNY’*) dated .March 1<), 2008. JPMdt^an 
and FRBNY agree to the foUowing nviedal temts in connection with a proposed 
acquisition by JPMorgan of The Bern Steams Companies !dc. (“Bear Sreans’'): 

I. JP Morgan Chase Bank (‘‘JPMCB’ ) currently has access to the Discount Windows 
for eligible assos (ns listed on PKBKY website as of 3/16/08). JPMCB sJaall 
coQlinuc to Lave access to this facility. 

Z FRBhry wHll provide as an additional non-recounc Advance to Jl'MCD, In an 
amount of $30 billion, at die primary credit rate in effect at the F'RBNY. Any 
hedges a-s^ociated with eligible collateral run with the poo) of ciS 2 »els pledged and 
are in oddilion lo the $30 billion UnuL 'Hve .\dvance will be paid down ox the 
raaiunty of the Advance, and as eligible coUaicral is sold or matures. 

u. Kligiblc collateral will be listed on Schedule A auachcdhcfcio. 

b. Ibc agieed puce of the collateral will be the valoc of die coilamroi on the 
hrNiks of Bear Sleam.s (k of the datchereof. irrespcctivcof any 
markdowjis in price subsequenx ’.hereto and irrcspccUve of when the 
collttlcra) is acluoUy pledged U> secure Uic Advance. No loargin will be 
payable in respect of any Advance. 

c. When the collotcral is sold lo satisfy the Advance, any excess, itMcr the 
.Advance is fiiHy paid, shall be paid hy JPMC6 to (he FRBNY. 
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tadii® traasaciion of guarmaae, between JTMCB Bear Stcaai^ any 
of^te (tf ffiklCB (halixttSttS ss a laatlt of. or io conneclton 54*. ^ at^is'mon 
of Dear Stetocs, for a pcrioa of 18 mOiHhj. in an Maount equal to an ag^saic of 
noTuor* than fiRypetbenl of the capital of JPMCB, «nlh tjM gUaraittMof 
JPWtngan, ihd fillty Coilatdialiiefj, itas aiiiouiitlo bOjevisilcd thereafter. 

4, Risk-wcighlcrt in *0 atnt)U«tof -tl SO hillion ac<jiii'’nd 4jt*cllylronr Bear 
Stearns <x teeugh a novalion Of a Steams transaction (or indudcd in risk- 
weighted assets of JPMorgan by virtue of its guaranty of the ohtigaiiom of Bear 
Sieanis) shall be excluded by the FRBNY in calculating, the Risk Based Cqtilai 
Ratio for rPMCTganHiiitkr Regulation Y for-a period of 1 8 monihs. Balance sheet 
iisscls in die aaiotniteff S400 Billion acqaiicditom Beat Steams sladt be eadaded 
by FRBNY in calcidalmg the Leverage Ratio for JPMorgan under Federal 
Reserve Regulation T for a ptariod of 18 mooths. Ibe aniounr of s«;b assets 
excluded from the capital cateuladon slialf be reduced from time to lime os 
fPMorgan disposes (k the original assets acquired from Bear Steams. 

5, Any assets oc activities acquiced froga Bear Stcajjdi tbM IPMotgan is not cunehUy 
pcraiincd to own oc cogagein Adll bq tieated as pctmissible assets or acUvities 
for a period of two years. After ftiKfcriod,, JHidoigsi tnay apply to ItRBfiV f» 
a series-Of three ooc-year esttensioriS to. maintain the ownership of .such activities 
or continuation of such activities. 

6, ThoFRBNy will assist 1 PMorgan io obtflining.other tegulafory actions as 
follosvs: 

a. from Securities and Exchange Gommission ("SBCI and 'F1NR.A to permit 
control of Bears Stcamsbrokcr-dcalers and Invesimentodvlsors prior to 
closing of transaction; and to approve dhimges in control of broker-dealers 
and investment advisors; 

b. from oec to grant relief from the legal lending limit and fiom risk-based 
capital and leverage rations for JPMCB; 

c. Rom fotcign ragulatnrs for expedited igH^ovals of the transaction. 
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-Mr, James Dimon 
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'\fay ttuly yours, 



lunoiy ft GeiilttS^, 


ec: Mr, Ben BCniaR& 
;tESAUJ(a(SH!26«39'Vt-‘.!^semp»trequ^ 
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NOTICE 
to the 

BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM 
(the “Board”) 
by 

JPMORGAN CHASE & CO. 


Pursuant to Section 4(k)(l)(B) of the 
Bank Holding Company Act of 1956, 
as amended (the “BHCA”), and 
Section 225.89 of the Board’s Regulation Y 

JPMorgan Chase & Co. (“JPM Chase”) respectfully gives notice to the 
Board, pursuant to Section 4(k)(l)(B) of the BHCA, that it, through its wholly owned 
non-banking subsidiary J.P, Morgan Ventures Energy Corporation (“JPMVEC”) or other 
non-banking affiliates or subsidiaries, intends to expand the current commodity trading 
activities it conducts by entering into “energy tolling agreements”. In order to expand 
JPMVEC’s activities in this manner, JPM Chase asks the Board to grant it approval under 
Section 225.89 of the Board’s Regulation Y to enter into tolling agreements, which, as 
further described in Section II.A. below, may involve, among other things, purchasing 
fuel used to produce electricity, entering into agreements for the transportation of fuel, 
entering into options to purchase electricity, taking title to electricity and entering into 
agreements for the transmission and sale of electricity (the “Complementary Activities”). 
JPM Chase asserts that JPMVEC’s exercise of the Complementary Activities would be 
complementary to a financial activity and would not pose a substantial risk to the safety 
or soundness of depository institutions or the financial system generally. 
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I. Background 

JPM Chase is a financial holding company engaged primarily in banking, 
investment banking and asset management. As a part of JPM Chase’s business, 
JPMVEC enters into commodity derivatives contracts based on non-financial 
commodities, and makes and takes physical delivery and/or stores the underlying 
commodities, as permitted by Section 225.28(b)(8)(ii)(B) of the Board’s Regulation Y 
and as previously approved for JPM Chase under Section 225.89 of the Board’s 
Regulation Y (collectively, the “Existing Business”)} 

JPM Chase established a eommodity derivatives business in the mid- 
1980s and established JPMVEC in 1994. In 2005, JPM Chase decided to expand its 
energy business in response to significant demand from clients for products meeting their 
risk management needs. JPMVEC currently engages as principal in commodity 
derivatives transactions and offers a full range of derivatives to its clients across the 
spectrum of crude oil, coal, electricity and natural gas-related risks. In addition, 
JPMVEC enters into physical transactions in the natural gas, crude oil, coal and 
electricity markets and makes and takes delivery of these commodities. ^ Client response 


JPMorgan Chase & Co. . 92 Fed. Res. Bull, C57 (2006) 

In addition to these activities, JPMVEC and/or its subsidiaries are parties to energy tolling 
agreements that were acquired, among other activities, from Bear Energy LP (the “Bear Activity”) 
and that are permissible for JPMVEC to conduct pursuant to the Letter from Timothy F. Geithner, 
Federal Reserve Bank of New York, to James Dimon, JPMorgan Chase & Co., dated March 16, 
2008. 


- 2 - 
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to these products has been significant, and the business has experienced continued 
growth. 

JPMVEC now proposes to expand the Existing Business to include 
entering into energy tolling agreements, as described in more detail below in 
Section II.A. In general terms, the individual components of tolling agreements involve 
the purchase and sale of energy commodities that JPMVEC has existing authority to trade 
and hold under the Board’s Regulation Y and complementary authority granted by the 
Board. 

Tolling agreements are an integral part of the energy market and one of several 
types of agreements the energy market demands in order to, among other things, provide 
sources of electricity supply to buyers of electricity such as utilities and financial risk 
management products to owner/operators. Without the ability to enter into tolling 
agreements, JPMVEC is at a significant disadvantage to its competitors in significant 
parts of the energy market, and owner/operators are deprived of meaningful hedging and 
financing opportunities. 

II. Discussion 

A. Identify and define the proposed complementary activity, specifically 
describing what the activity would involve and how the activity would 
be conducted. (Section 225.89(a)(1)) 

JPMVEC proposes to engage in the Complementary Activities as a 
complement to the Existing Business. The Complementary Activities will expand the 
Existing Business to include tolling agreements pursuant to which an owner/operator of 

- 3 - 
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an electric generating facility, agrees, for a negotiated fee, to give the other party (the 
buyer) an option to purchase electricity (and in certain cases other products related to 

electricity) generated by the facility. In connection with the Complementary Activities, 

\ 

JPMVEC proposes to act as buyer in the capacities described below. 

Under a tolling agreement, the buyer will (i) purchase and take title to (and 
in certain cases, store) fuel used to produce electricity, (ii) enter into agreements for the 
transportation of fuel, (iii) enter into options to purchase electricity, (iv) take title to 
electricity and (v) enter into agreements for the transmission and sale of electricity. 

A tolling agreement is a power purchase agreement pursuant to which the 
buyer makes a fixed payment (also referred to as a “capacity payment” or “demand 
payment”) to the owner/operator of the facility for the right to exercise an option to 
purchase electricity generated by the facility at a predetermined ratio of fuel input to 
electricity output, which predetermined ratio is referred to in the industry as the “heat 
rate.” In essence, a tolling agreement is simply a call option on electricity tailored to the 
characteristics of a particular facility. Regardless of whether the buyer actually exercises 
its option to purchase electricity, the buyer still pays the owner/operator a fixed capacity 
payment. 

A typical tolling agreement is structured in one of two ways, so that when 
the buyer elects to exercise its option to purchase electricity, it can either (1) provide the 
fuel directly to the facility or (2) compensate the owner/operator of the facility for fuel 
the owner/operator has acquired based on the predetermined heat rate. By structuring the 
transaction in either of these ways, the owner/operator still procures the fuel but does not 


- 4 - 
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take fuel price risk, as the buyer is reimbursing the owner/operator for the fuel at the spot 
market price. 


In addition, assuming the buyer exercises the call option on electricity, the 
buyer typically pays the owner/operator a relatively small variable payment to cover 
some non-fuel variable operating costs incurred in the production of electricity. These 
charges are known as variable operation and maintenance (“KOrW”) payments and start 
charges, and are in addition to the capacity payment. The buyer typically takes physical 
delivery of the electricity produced at the facility’s outgoing electricity meter, although 
sometimes delivery is required to be made at the nearest liquid market hub.^ If the buyer 
is providing the fuel, it is responsible for arranging to provide the fuel to the facility’s 
fuel meter and for paying for any fuel transportation charges incurred to deliver the fuel 
to the facility. Finally, the buyer may also acquire other related electricity products that 
are available from a facility."' The costs for these products, if sold to the buyer, are 
typically embedded in the capacity payment. However, these products are sometimes 
sold directly by the owner to a third party. 

Energy tolling agreements are varied in form and manner of 


Many tolls are structured such that the owner/operator may utilize any physical or contractual 
resources at its disposal in order to satisfy its contractual obligations. For example, if the 
owner/operator prefers not to generate electricity itself when buyer exercises its option, and 
instead desires to provide replacement power to buyer according to the same terms that are in the 
tolling agreement, it can usually do so. 

These ancillary products include a collection of secondary products typically sold to transmission 
system operators to help maintain the reliability and proper functioning of the grid. For example, 
transmission system operators are required to have some amount of non-operating generation 
capacity standing by in case an operating generator goes offline. This is called a “reserve” service. 


- 5 - 
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documentation. Historically, tolling agreements were documented on a one-off basis, not 
under a master agreement, and were subject to extensive individual negotiations. More 
recently, tolling agreements are being documented under an Edison Electric Institute 
(EEI) Master Agreement and/or a one-off agreement similar in form to the EEI or an 
International Swaps and Derivatives Association, Inc. Master Agreement with a Power 
Annex. For reference, a draft sample form of confirmation for a proposed tolling 
transaction under an EEI Agreement is attached hereto as Annex A. In addition, a 
summary of provisions commonly found in a tolling agreement is attached hereto as 
Annex B. 

A summary of the way in which the Complementary Activities generally 
will be accounted for is provided in Annex C. 

B. Identify the financial activity for which the proposed activity would be 
complementary and provide detailed information sufficient to support 
a finding that the proposed activity should be considered 
complementary to the identified financial activity. 
(Section 225.89(a)(2)) 

1. Description of the Existing Business 

JPMVEC is currently active in the global financial derivatives markets for 
a wide range of commodities. JPMVEC currently engages in trading in commodities 
derivatives based on physical commodities, including cash-settled or instantaneous 
transfer transactions permissible under the Board’s Regulation Y and delivery or storage 
of physical commodities permissible as a complementary activity pursuant to Board 
Order. JPMVEC’s current activities include, among other things, forward and options 

- 6 - 
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contracts on electricity, agreements relating to transportation and storage and taking title 
to fuel and electricity, 

2. Complementary Nature of the Complementary Activities 

The Board has previously determined that energy tolling is an activity that 
is complementary to financial activities.^ JPMVEC will conduct the Complementary 
Activity in the same manner as that approved in the RBS Order. 

Market practice and client needs require that JPMVEC have the ability to 
enter into tolling agreements with respect to the commodities that are the subject of its 
ongoing derivatives business. Offering this service is fundamental to maintaining JPM 
Chase’s ongoing banking relationships with its energy generating clients and its ability to 
serve as the one-stop financial services provider that those clients and the financial 
markets increasingly demand. Furthermore, this service will allow JPMVEC to structure 
transactions in a way that best serves customers’ risk management needs, while assisting 
them in optimizing their energy assets without altering existing market practice. 

The Complementary Activities will further complement the Existing 
Business by providing JPMVEC with important market information. The ability to be 
involved in the supply end of the commodities markets through tolling agreements 
provides access to information regarding the full array of actual producer and end-user 
activity in those markets. The information gathered through this increased market 

* The Royal Bank of Scotland Group pic . 94 Federal Reserve Bulletin C60 (2008) (the “RBS 
Order”). 
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participation will help improve JPMVEC’s understanding of market conditions and 
trends while supplying vital price and risk management information that JPMVEC can 
use to improve its financial commodities derivative offerings. 

C. Describe the scope and relative size of the proposed aetivity, as 
measured by the percentage of the projected financial holding 
company revenues expected to be derived from and assets associated 
with conducting the activity. (Section 225.89(a)(3)) 

JPM Chase estimates that JPMVEC will generate approximately S30 

million in revenue from the Complementary Activities in 2010. It estimates that revenues 

from these activities will rise to approximately S35 million in 2011 and $40 million in 

2012 (all these estimates exclude revenue generated from the corresponding Bear 

Activity). These revenues are expected to constitute approximately 2% of the overall 

revenues for the Global Commodities Group, and less than 0.05% of the overall revenues 

of JPM Chase, in each of those years. 

D. Discuss the risks that conducting the activity may reasonably be 
expected to pose to the safety and soundness of the subsidiary 
depository institutions of the financial holding company and to the 
financial system generally. (Section 225.89(a)(4)) 

The major risks associated with tolling agreements are broadly similar to 

those taken when trading financially-settled commodities contracts and are identical to 

those taken when trading physically-settled commodities contracts. 

1 . Overview of Risks 

The primary risks associated with the Complementary Activities are 
(l)the financial and economic risks associated with an option on electricity that may 
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prove uneconomic at such time as JPMVEC, as buyer, elects to exercise its option to 
purchase electricity (but the maximum financial exposure to this risk is the amount of the 
capacity payment and if JPMVEC never exercises its option to purchase electricity, the 
only payment it makes to the owner is the capacity payment) and (2) “unit contingent 
risk”, which is the risk that JPMVEC sells the electricity it anticipates receiving from the 
owner upon exercise of its option but the owner is excused from delivering the electricity 
under the contract (e.g., an unplanned outage has occurred at the facility) and thus 
JPMVEC does not receive the anticipated electricity from the owner. If this occurs, the 
owner in the toll typically does not pay market damages to JPMVEC, and JPMVEC will 
need to replace electricity via spot market purchases at a potentially higher price (it could 
also be lower). If a tolling agreement is structured such that JPMVEC provides the fuel, 
JPMVEC will also assume the risk that the facility will not be able to produce electricity 
because JPMVEC cannot deliver fuel to the facility (whether due to unavailability of fuel 
or transportation curtailments such that fuel cannot be delivered to the facility). As 
described below, these risks are exaetly the types of risks that are already managed in 
JPMVEC’s everyday business by energy commodity traders. 

2. Managing Risks 

Each party to a tolling agreement must make an independent evaluation of 
the risks and rewards of a given business situation and consider the appropriate contract 
terms, under those specific circumstances, that it is willing to accept. Again, however, it 
is important to recognize that JPMVEC is viewing its exposure under any one particular 
tolling agreement as limited by the amount of the premium it is required to pay under the 
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tolling agreement and by other contractual provisions. For example, “unit contingent” 
risk can be mitigated in a number of ways; First, tolling agreements may provide for a 
reduction in the capacity payments to the owner for non-performance. Second, unit- 
contingent risk may be mitigated by including “make whole” provisions in the contract 
such that the “make whole” amount the owner/operator must pay is the difference 
between JPMVEC’s purchase price for electricity under the tolling agreement and the 
price JPMVEC was required to pay for replacement electricity. Third, in certain 
circumstances, unit outage insurance or other financial products are available to provide a 
hedge. 

That having been said, and as mentioned above, tolling agreements are 
essentially a combination and integration of several different transactions in which 
energy traders routinely engage (i.e., fuel sales transactions and electricity purchase 
transactions with embedded optionality). Furthermore, the risks associated with tolling 
agreements (i.e., commodity price risks, counterparty credit risks, force majeure risks) are 
managed in the same manner as are the risks associated with all other similar energy 
commodity transactions. Accordingly, as described in more detail below, JPMVEC 
brings to bear on tolling agreements all of the risk management controls and practices 
that it uses in the conduct of its energy commodity trading businesses generally, 

3, JPM Chase’s Risk Management Controls 

Market Risk Exposure to adverse movements in the level or volatility of 
market prices of commodities is measured and controlled primarily through the use of a 
value-at-risk (“VaR”) approach. JPM Chase has established a daily VaR limit for the 

- 10 - 
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Global Commodities Group, the business unit within which JPMVEC operates, which 
currently is $30 million. This limit is reviewed periodically. JPM Chase manages its 
market risk across the entire Global Commodities Group and does not set VaR limits for 
specific business lines within the Group. In fact, the activities in one business line, such 
as the Complementary Activities, may offset risk incurred in another line and lead to a 
decrease in the overall VaR of the Group. JPM Chase does establish position limits 
(delta, gamma and vega limits) for each underlying commodity that is part of its 
commodities trading business and that will apply to the Complementary Activities. 

Credit Risk JPM Chase’s credit process for the Complementary 
Activities will fall within its process for commodity derivative transactions generally, 
which process is the same as that for all over-the-counter derivative transactions it 
executes. Before a transaction can be executed with a counterparty, which in the case of 
the Complementary Activities will be the owner/operator, a credit line must be 
established for the counterparty. In almost all cases, the credit officer with responsibility 
for the counterparty establishes the credit line. When a derivative transaction is proposed 
with a counterparty, the derivative marketer calculates the derivative risk equivalent 
(DRE) of the transaction, which is the loan-equivalent credit exposure that the transaction 
is expected to generate. The DRE counts against the overall credit line to the 
counterparty. When a derivative transaction is executed with a counterparty, a credit 
valuation adjustment (CVA) is calculated, and the line of business that executed the 
transaction then pays the CVA, either upfront or on a pay-as-you-go basis, to JPM 
Chase’s Credit Portfolio Group (CPG) as consideration for CPG providing default 
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protection to the line of business should the counterparty default and owe a termination 
payment to the line of business. The CVA represents the counterparty credit charge to 
the line of business arising from the transaction with the counterparty. 

Operational Risk. To the extent JPMVEC stores and transports fuel as 
part of a tolling agreement, JPMVEC will be exposed to the risks associated with 
transporting and storing physical commodities, e.g. spillage, contamination, despoliation. 
JPMVEC will insure that it manages in a safe and sound manner the particular risks that 
arise in owning physical commodities. For natural gas, coal and oil (the main fuel 
sources for generating units), JPMVEC will use appropriate storage facilities and means 
of transportation that are owned and operated by unaffiliated entities selected on the basis 
of experience, reputation, safety record, adequate insurance' and creditworthiness. 
JPMVEC will also use independent inspectors to inspect and determine the quantity, 
quality and other specifications of the natural gas, coal and oil. ’ For electricity 
transportation (electricity cannot be stored), JPMVEC will secure transmission services 
from FERC-regulated transmission providers, under the FERC-filed tariffs then in effect.^ 
Liability Risk. Another risk associated with transporting or storing 
physical commodities is the risk of a malfunction or an accident resulting in personal 
injury or property damage. In general, the terms of any contract with the third party 
operator of the storage or transportation facility would allocate these liability risks 

^ Within the Electric Reliability Council of Texas, transmission providers and their related tariffs 

are regulated by the Public Utility Commission of Texas as opposed to FERC. , 
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associated with physical ownership to the operator since the underlying commodity is in 
such operator’s “care, custody and control.” While at times JPMVEC will enter into 
transactions that involve the actual acceptance by JPMVEC of physical deliveries or 
storage of fuel for the unit, JPMVEC does not expect to own or operate entities in the 
United States that are involved in the storage or transportation of physical commodities. 

Reputational Risk. JPM Chase has several policies in place to address the 
reputational risk of the Complementary Activities. JPM Chase has a policy entitled 
“Heightened Risk Transactions with Investment Bank Clients” that defines what 
constitutes a Heightened Risk Transaction, which is the term JPM Chase uses for a 
complex structured finance transaction. This policy focuses on the reputational risk in 
these types of transactions and explains the importance to JPM Chase of properly 
reviewing these transactions. Heightened Risk Transactions are escalated for review to 
the regional Reputation Risk Committee (there are three, in the Americas, Europe and 
Asia). JPM Chase has a policy describing the roles, responsibilities and procedures of 
each Reputation Risk Committee (now known as Policy Review Committees). JPM 
Chase also has a Know Your Customer Policy that further establishes procedures to 
safeguard JPM Chase’s reputation. In addition, the line of business responsible for 
marketing and executing transactions is subject to the Appropriateness Policy. This 
policy provides a framework for approving and monitoring all transactions executed by 
the line of business, including Heightened Risk Transactions, based on customer 
sophistication and product complexity. . 

E. Describe the potential adverse effects, including potential conflicts of 
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interest, deereased or unfair eompetition, or other risks, that 
eondueting the aetivity could raise, and explain the measures the 
financial holding company proposes to take to address those potential 
effects. (Section 225. 89(a)(5)) 

The potential adverse effects associated with the Complementary 
Activities should be minimal and can be mitigated by JPM Chase’s existing control and 
risk management infrastructure. 

Competition. JPM Chase intends to build on its existing commodities 
trading business. JPMVEC’s entrance into the buy-side markets for tolling agreements 
should increase competition in the rnarket beeause JPMVEC will be able to enter into 
transactions from which it is currently precluded. JPMVEC will be able to offer a full 
array of services that other energy traders currently offer, allowing JPMVEC to compete 
with other energy traders. In addition, JPMVEC will become a more efficient competitor 
that can offer cost-efficient and individually tailored risk management services that better 
meet the needs of its clients, while also supplying additional liquidity to the commodities 
markets. 

It should be noted that the Federal Energy Regulatory Commission’s 
(“FERC’s”) rules with respect to the competitive wholesale energy markets are designed 
and intended to create conditions under which the wholesale energy markets can function 
with fairness and transparency. To that end, FERC carefully vets to whom it grants 
“market-based rate authority” i(‘MBR Authority").’’ JPMVEC has already been granted 

’’ MBR Authority is the authority to sell power at negotiated rates rather than at rates based on cost 
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MBR Authority upon a finding by FERC that JPMVEC does not exercise “market 
power” and cannot erect other barriers to entry for competitors. FERC’s role in 
supporting competitive markets is discussed in more detail in Annex D. 

Conflicts of Interest. If permitted to engage in the Complementary 
Activities, JPM Chase would evaluate the commercial, legal and regulatory implications 
of providing to its customers any combination of financing and other financial services, 
including tolling agreements, both generally and with respect to any given transaction. 
JPM Chase has policies and procedures in place to ensure compliance with the anti-tying 
provisions in Section 106 of the Bank Holding Company Act Amendments of 1970. As 
in the case of other credit transactions, JPM Chase would apply those procedures to any 
tolling agreement entered into by JPMVEC with an independent power producer when 
the affiliated bank, JPMorgan Chase Bank, National Association (“JPMCB”), also 
maintained lending relationships. If the lending bank, as part of its credit determination, 
required the borrower to hedge its exposure with an appropriate party, it would do so in 
compliance with Section 106. If JPMVEC and JPMCB provided both services, they 
would do so on terms complying with Section 23B of the Federal Reserve Act, as 
applicable. JPM Chase already considers all of these issues in connection with the various 
combinations of risk management and financial intermediation services and other 
financial and advisory services that it and its affiliates already provide to the energy 
industry. 

of service. See Annex D. 
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In addition, FERC has broad authority, partially in response to historical 
abuses in the wholesale electricity markets, to regulate entities involved in the wholesale 
energy markets. FERC routinely reviews the transactions of all entities with MBR 
Authority and has the ability to penalize those who engage in unfair and manipulative 
practices that are detrimental to the proper functioning of the competitive market. Under 
authority granted by the Energy Policy Act of 2005, FERC has substantially expanded 
and emphasized its regulatory and enforcement activities in order to ensure the efficiency 
and integrity of the wholesale electricity markets and their participants. Any fact 
commonly understood as a “conflict of interest” that results in JPMVEC having “market 
power” or being on both sides of a transaction where there is a possible impact on 
wholesale energy rates would factor into FERC’s review of JPMVEC’s activities and 
could result in the imposition of civil and possibly criminal penalties, the imposition of 
other restrictions and conditions on JPMVEC’s ability to participate in the power 
markets, or the revocation of JPMVEC’s MBR Authority. As noted above, a discussion 
of FERC’s authority and its jurisdictional responsibilities in, among other things, 
preventing conflicts of interest that could lead to market abuses is contained in Annex D. 

Market Manipulation. Under the terms of tolling agreements, JPMVEC 
will not operate or control facilities in the United States that extract, transport, store or 
distribute physical commodities. The owner/operator of the facility has ownership of and 
clearly exercises control over the generating facility.* Moreover, the rights that JPMVEC 

® JPMVEC notes that its relationship with the owner/operator and the facility in a tolling transaction 
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would have under the tolling agreement (i.e., the right to deliver fuel and the right to 
receive electricity) all are clearly entailed by the permissible commodities contracts 
entered into with the owner/operator and do not exceed the rights contemplated by 
permissible commodities trading activities. JPM Chase’s limited role in the commodities 
markets will limit the opportunities, and more importantly the incentives, that JPM Chase 
might have to engage in any price manipulation, either directly or indirectly. As a 
financial holding company, JPM Chase must comply, and has a policy of full compliance, 
with the regulatory and supervisory regimes of several regulators, as discussed below. 
Such compliance further reduces the likelihood that JPM Chase or JPM Chase’s 
employees would be able to engage in any form of market manipulation. 

Regulation. As discussed above and in more detail in Annex D, FERC 
extensively regulates the wholesale energy markets. In addition to FERC regulation, 
certain aspects of energy trading are also generally subject to regulation by the 
Commodity Futures Trading Commission (the “CFTC’) under the Commodity Exchange 
Act as the CFTC is charged with preventing fraud, manipulation and abuse in 
commodities markets generally. 

The physical commodities markets are further protected from the adverse 
effects of unfair competition, conflicts of interest and market manipulation because 
financial institutions, such as JPM Chase, are subject to extensive regulation. JPM Chase 


falls squarely within presumptions of non-control in the Board’s regulations and it possesses none 
of the indicia of control identified by the Board in prior interpretations. 
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and its subsidiaries are subject to regulation by the Board, the Office of the Comptroller 
of the Currency, the Securities and Exchange Commission and the Financial Industry 
Regulatory Authority in the United States. 

F. Describe the potential benefits to the public, such as greater 
convenience, increased competition, or gains in efficiency, that the 
proposal reasonably can be expected to produce. 
(Section 225. 89(a) (6)) 

The Complementary Activities should provide significant benefits to the 
public by providing a greater variety of risk management tools that are more efficiently 
structured to meet customer needs, increase competition and liquidity in the commodities 
markets and reduce JPMVEC’s risk exposure associated with its commodities derivatives 
contracts. 

Authorizing JPMVEC to engage in the Complementary Activities would 
allow JPMVEC to provide a full-range of commodities-related services to its customers 
more efficiently. Tolling agreements have had, and will continue to have, an important 
role in enabling generation unit owner/operators to secure financing for the construction 
of new generating units or the acquisition of existing facilities. As a condition to 
borrowing, the lenders providing the financing will typically require that projected cash 
flows from the facility, once it commences operations, are sufficient to make interest 
payments for a period of time or to ultimately repay the loan. While a lender’s comfort 
with the energy market or the size of the loan and the otherwise available collateral pool 
will influence a lender’s need for assurances as to the potential cash flows available from 
the facility, it is not uncommon for lenders to require that most, if not all, of the facility’s 
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fuel requirements and electricity output be hedged for a period of time to ensure a certain 
level of cash flow and to make the valuation of the facility less susceptible to daily price 
fluctuations in the fuel and electricity markets. Conversely, owner/operators, even apart 
from lender requirements, may have a similar interest in locking in a certain revenue 
stream in order to guarantee themselves a certain rate of return and level of profitability. 
The Complementary Activities will allow JPMVEC to add the services described above 
to the potential hedge products JPMVEC can offer in order to fully participate in the 
commodities markets, conducting the Existing Business in a more cost-efficient manner 
and offering more competitive prices to its clients, 

As discussed above in Sections II. A. and II, B., as companies look for 
more sophisticated risk management tools and become more comfortable with 
participating in the commodities derivatives markets, they are often looking for a single 
provider that can meet all of their trading needs. It should also be noted that while 
JPMVEC is interested in providing this combination of services, the marketplace also is 
seeking out this combination of services, and generators are becoming increasingly 
sophisticated in their abilities to structure, evaluate and negotiate packages of risk 
management and financing products from different combinations of providers that are in 
their economic best interests. 
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The addition of a new financially sound and well-capitalized counterparty 
such as JPM Chase will add needed liquidity to the commodities derivatives markets. 
Tier 1 common equity capital of $101 billion and a Tier 1 capital ration of 10.2% as of 
September 30, 2009, JPM Chase has the resources to handle large and complex 
transactions that few other organizations can match. 

Finally, by participating in the widest possible variety of commodities 
markets and transactions, JPMVEC will gain access to price and related market 
information and acquire more experience in the markets for physical commodities that it 
can use to better serve its customers and manage its own risk, which will lead to 
increased revenues and lower costs, all of which will improve JPMVEC’s and JPM 
Chase’s profits and enhance their soundness. As a more effective competitor, JPMVEC 
will be better able to win business from new clients, resulting in more diversified credit 
exposure for JPMVEC, both in terms of markets and customer base. 

G, Provide any information about the financial and managerial resources 
of the financial holding company and any other information requested 
by the Board. (Section 225.89(a)(7)) 

JPM Chase’s financial information is available on its website, 
www.ipmorganchase.com . 

III. Commitments 

A. Include Complementary Activities in the limit on physical commodities 
ownership of 5 % of consolidated Tier 1 Capital. 

The Board has previously determined that the amount to be included in 
this limit in connection with energy tolling agreements is the present value 
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of all capacity payments to be made under the energy tolling agreements. 
JPM Chase commits to the Board that it will follow this methodology and 
include the Complementary Activities in calculating its compliance with 
the limit of 5% of consolidated Tier 1 capital on the aggregate market 
value of the physical commodities that it and any of its subsidiaries hold at 
any one time as a result of physical commodities trading. ^ 

IV. Conclusion 

For the reasons set forth above, we believe that the manner in which 
JPMVEC will enter into tolling agreements, as described, is fully consistent with a 
complementary activity and will not pose a risk to the safety and soundness of depository 
institutions or the financial system in general. Therefore, we respectfully request that the 
Board exercise its discretionary authority to authorize JPM Chase, through JPMVEC, to 
engage in the Complementary Activities as a complementary activity to its physically- 
settled and financially-settled transactions in commodities derivatives on nonfinancial 
commodities, subject to the commitments contained herein. 


As the Board stated in the RBS Order, an energy tolling agreement is similar to a call option on 
the power produced by the plant with a strike price linked to fuel and power prices. An alternate 
way of calculating the value of a tolling agreement for purposes of limiting the risk to the toller 
that the plant' proves uneconomical to operate, and thus for purposes of the 5% limit, is to 
determine the mark-to-market (“MtM”) of the option, the tolling agreement, and to include the 
aggregate out-of-the-money MtM values for all tolling agreements, with no netting against in-the- 
money values, in the 5% limit. Until such time as the Board allows this method of valuing tolling 
agreements for purposes of the 5% limit, JPM Chase commits to the methodology set forth in the 
RBS order. 
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J.E Morgan 


Fcbruapy 5, 2010 


Board of OoviitftOrs of Oio Federal Rcsei've S»y$t£ni 
20“^ Slrccc. and Constitution M’enue, N.W, 
Washington,. D.C. 2p55i 


Auenlfon: Mr. Sooit Alvaisz- 
Mr. Aivar^: 

Priorto IPMoigajt Chase Co. (“IFMC") acqitiring, 
^the '‘Bear Stejutis Acquisition*^)., the Bear Steamy 
activities which ape J]yO( currently 
oomiJany (aj.V“FHC”): energy lollling, ener'i 
iinaUcia! restructuring of power p|ani5. In il3 
relaitng to tlie.Bear Sterns Acquisition 
(the “Board”) provided a two yijar 
(iKficb referred to as the “graiidfajjped activ: 
^ItiOrizHtidn in die Letter to cOndw 

such siiihorlzaliQJi will exoiit Ij 

dlls '.letter to reqttesi iruniy^ Bo; 



year witlt respect to 

Jjngrgy T oJilOiL 


Companies 3nc. 
tged in the: 

as A (miiRcial holding 
tl)c piLi'chase and 
V6.20OS((hcXcilcr*’) 
ors of the Fj^craE Reserv^- 
Vkiih respect to such accivltiess- 
'MC has relied Oil die 
llhc gjandfalhered activities; ho<tvcvcr 
unle.^^ exu^ded. JPMC is subimtting 
'rt of die grandfathering period £or oiie 


> the reasons outlined belovs'. 


Conducrin^igmyMj^fta^lliCrgY management activities flC<iU,ircd‘ in connection witli 
Jte Basr as graiidfaihcrcd nctiviues lias provided die foUownig 

(I) ai^lity co conduct business in the $am e manner as the heritage- 
thus preserving its value, (ii) ablUty to conduct such business 
bg tSc already existi ng IPMC energy business (see betow with respect to 
Tdities Trading iJmti as liCrtinaftcr defined) and (tit) ability to rematn 
other nuirkcl participants may htclude new FHCs) which arc not. 

subjeOTplW^ticiiiS in their energy toFluig aiid eneigy management activities. On 
OeAibCf 30, 2009, JPMC filed notices for prior approval of die Board to conduct 

* SptcificuJJy, die Lcucr swies Him; swies tlww “Any assets or activities ficqtiifed from &«iff Ulcitras ihai 
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energy (oiling and energy raanagetnent acdvMes.{Flie “Notices”). As of the dale of this 
letter, the Board has noLacted on the Notices. 


Currently tic physical coininodity trading business of historical FHCs, such as JPIW'C, is 
• subject to a requitemeM that pltysica) coitutiodilies held by the F.HC itiry not. esoeed 5% 
of Tier 1 capital (the “ComiDodities Trading Uinit''), In approving totling as a 
compleniieotaiy to a financial ininature aclmty,tbs Bbajid has included a requirement ^ 
tire FHC commit to Inctude the present uaiue of capacity payments potter its t 
.^reements when calculating compliance with the FHC's Coinniodities Tradinl 
the event that grandfathering v/ere not granted and JPMC were required w iucliiS 
existing and future tolling arraMgemefUs in its Commodities Ttadiltg PMOKBy be 
rebuked to Corttui not only ilstollingaclK'ilics but also its other jRal^ 
activities going forward. 


i^tensia'j:i of grimdratiierifig for these activUies i$ waitaiued^^-ai^, by 

the .Board, engagisjg in energy tolhdg'compten^iifs cominodiS|^eri vati^^aiid (fading, 
Tlie Bdanf' hsti ind]Cat6d that it has in the p^t subjoda^^j^ouH^^ti vitiesof FHCs to 
the Commodities Tiadiiig Linivl because tolling to the Hstc that 

the plant proves to b& upeconoTni^ai to operflW^mcli cSj^KCur when itte cosi of 
produejng p^wer is gieafcr that the power's given the 

competihve disadv'antages tha! JPMC w^ouram^eB^^m li^i^ to manage its eiUhe 
.physical contmodiE)' and tolilitg Tradleg Utnii, JPMC 

respectiwly stibmics lh4t the risks managed pursuant (o robust 


risk raanage-ment processes subji 
l^itiniate safety' 4pd soufldn^ 
and grow (he energy business^ 
as comjMle widi othet: pa1 



exiSlination: T)iis W'ould.addre.ss 
provide JPMC JlcxibiiSlyto preserve 
in llm Bear Stearns AcquisUion as well 
equal footing. 


Similar concerns respeT^o contimiadon of JT*MC‘senergy managemeod 

.actisnty. TheBoj^Uia^hjpnisly deternuned thata FHC may engage in energy 
management ServiS^s amj^lcmeciSary activity. As part of this actmty, the Boar 
Stearns cq|Ky}UskS|^ri^tirrenlly JPMC) enters into eners;,v ,maiianeniejU 
agccemaU^B^RHQlj^l^'s pursuant to which. JPMC provides transacttonal and 
advi,^ii^rvn^o powcf ploiM owivem. Tite (ransociionaj. i^ervicas consist primtiHty of 

I s^Qaanoi^l adviiserto power pianh: and tire imnsacticinal services consist 
MCacting as a fmancial interraediary substituting JPMCs credit and. 

|se of die owner to facilitate die owner”? purcha.se of Fuel and sale of 
ovlng energy rvsnagemeni tts an activity ccmplerweniary' to linoncial in 
natwrSTIilW^ry, 4he Board, as cn the tolling case, has also imposed certain fimitations. 
SpAficaliy, t\\& Boartl lias required That an FHC'Commil that rev'enttes ahtibuleble to 
enjfty management services in the Umted States will irot exceed 5%.of its lota! 
^^Kolidated operating revenues. JPMC respec^ully submits That such iii,iTii(aii; 0 .us not 
nocossary. tiora a safety and soundness perspective since the main components of ibis 
activity Inv'oK'c activities samilar to those already conducted by .1 PMC. JPMC currently 
provides I'liafvciai advj.ee (Mmilaf to the adx'ico given to plant ntanagets lin this case) lo 
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ihitd parties. In addition, JPMC’s credit and risk mattagemenl poiicies apply when JPMC 
engSges in tiansactions as pacixvf the transarfonal sorvicesppmpionerl of ena:g>' 
managemeaila'ciiyiiy, llie Board has atsn.reqoited tjjal each eiiMgy maiiagemeni 
agreanetit under which, a I- HC perfcntis energy [ntwagenieiii services mest prOvi.de tliet 
(i) the owner of (he facility retains the right to market and sell power directly to third 
parties, which may be srty ect to the cnergj'- manager’ s right .of first refiisai • (ii) tl*e owner 
of the facility retains llie right to defnic the fevei at whicli (he facility will operate (i, . 
•dictate th.e power dutput of the iScility at any given fitfie}; <iji) neither the energy inaog 
nor its affiliate guarantee the financia! performance of the facilitj'; and (iv) nei]' 
energy .manager nor its. affiliates bear any risk of loss if the facility is not profi 
These liinttations were not applicable to the Bear Steams busmess. and J^MC 
requests that B^MC not be forced to restrucftite energy, managemeni n ' 
cotlibrni .W these cesiriettons and be permitted to-continue In offer 
servioes'to third parties absent the fiiregoing festrictions SO lohgjd^K OVeral 
i avdl ved aw subject l.o robust risk management processes subj^w tol^iv'isoiy Ktacw, 
To Uie extent that the foregoing restrictions were imposed 
not engage in coimnerciat activities, JPMC tespecfftilly 
■genaationapd sale of power and other commodities 
■ financial, in nattire or complementary theieto whmodl 
trading commodities. This analysis also appliesJ^ie 
r^nesls giandfathering. approval, as otitlincdJ^ww. 

! ofPowarl'ianls: 

Prior to the BearSleains Acqnisi] 
the acitvitji of purehasing equjl' 
and renegotiating the powerpll 
agreements' with a viewuAi.aki. 

Steams becoming ihej^ly t<> 


To date thi,s testn 
complementary dn 
curjeoiiy jMjgu^le' 
upon exiso^ 
returuMUry 





.FHC would 
W of the 

niatciy viewed as 
ipanj' engaged in 
for which JPIVIC 


,tcaiwrene.rgy business also engage'^ in 
;r ptanis and subsequently Kstiucluriii.g 
irehase agreements and energy sale 

iore efficietit, Ofiep, tliis involved Bent 
:d contracts, 


tvity has not been determined to )« a financial activity or 
iver.this activity Issimil.ar in many ways to aotivities 
IfUjt Asa result, tj>e risk rtianagCTneDt of this activity draws 
so. In addition, this activity involves investing for a fi.naiiCiial 
MC to gain, valuable insiglit into the power market witich can. 


fall comfitodilies buslnbss. 

► 

la, this acii«y is a narurai oulgmwith of the energy maiiageoie.iit activities condiicied 
bj^lBeay^ms energy business. The expertise used lo provide energy management 
serviclHWmrd party managers is the same expertise at play in tijis activity vvhich also 
fo^es oh restrticturifig the input and output contracts entered into by power plants. 
Ql®,exiSsiag,plsrnlm£aiagersof luiptofilabic (or suboptinial li’om an econoinic 
appoint) plants pi'eftf 10 tum over owaiership of tfie plant to a so.pliisti.cated niadket 
p^idpanl which has expertise i t) fuel procutetnem and powe r inarkeu.iig. In such cases, 
the Bear Stearns energy business has purchased; and seeks ability to continue to be able 
topurchasev die plant and use its expertise to restroclurc the reiev.ant contracts while the 


FRB-PSl-300288 



1580 


plant is operated fey an tiidepenclent plant nianager, Tfee business tiieii' sells tJte AOW 
poteniially proftiafel e plant for a ftnasioi^ lewpi. Prior to market d.o^^^lUl^n. plan Is held as 
pan of iihis,i»rtfbllo-vve'rc HSualJy sold wlthia one tatwb i'cairs. This aciivtiy is focused 
On (i) prOvidi ng a solution for clients who prefer to exit, owici'slilp of unpro fi table povTCr 
plants and (ii) obtainiing a linaiiicjat return by renegotiatirig and/or replacing existing 
supply and deii vciy ContraCis wjDfe view to making the plant more profitable. In 
addition, thift aativity oonipleniaiEsJf^MC'sperrnilied physical adding epd ctJStomec 
commodities busihesi by providmg JPMC during die pEfiodof owoership witba 
potential puichaBEr of fiteJ and provider of power r>uriU3.tbe process of reStni^lHipgth' 
plant’s cdnilraots, JPMC also gains enhanced Imowlcdge of market pricing wliiq 
JPMC to provide best pricing ruid , execution in t|)e marketplace to its cusipmeps, 
cpitdiicts this acti vity as a compemeni of ib ovcrtdi coiiunodities Eradli^ 
btiSiness.-JPMC'^s goal is to augment iis Hnancia! trading and r 
plant as a comraercial venture' in a'vacttum, Assuch,iPiMC vje^fcis i?c(i vi.t? 
ooniplemetilary to iPMCscore coaimodiCiesbusiiiess^ Howev^imW^pn I Wsuch 
by.die Eoard, JPMC respectfully rbqu^is h continitation of ^an -dfathc^i.; isu 


In the event that JPMC caimot condiiue to lioid and aj 
giandfaiheped octmiy, JPMC ''.^uld be requiicd lodre 


during s. lime of continiung market strain. In 
protide- its.expeitjse In fuel pfocurenient an^ 
clients in need of sohitions (i.e. plant ntanai 
plant to 'an entity capable of restructurin! 
making the plant Grumcially vbbk. 
commodities tradUngiinns. jioi iuj^ 
managemern policies and requllcti 
.a. safe and sbs^d manner. As il| 
ownership of powcr p!an«bra n 
capabilities. Subjectinevms a^ivity . 

.unless broad authori4m len^^tiate 





lio Ds A 

in tbe port^lio 
For be able to 
taring to a set ofpoleriLiaL 
][ their mtere^ts In the 
nifracts with a view lb 
unable to compete with other 
this activity. IPMC^srlsk 
lis activity so that they are conducted in 
'PMC fecllet'cs that the restructuring and 
enhances JPMC’s core commodities 
iianr bEinkJAg resiriciioos may pot he tfcasible 
tuJl us counlcrparty lo contracts with the plant is 


deterrciined not to day maoagenieni of the plant. Arbitrarj' losi/icllons .on 

the inlemcUon of dte commodities bnsine-55 could sewrely impede the 

efficiency the business in cestiociuring Ihc plant as a profslnble 

|denttal titatimcntof the JPMC S|xieific business mformatiQn set forth 
s 01 me fact that JPMC lias made tins request pursuant to die Preedom of 
lApnation AM, 5 U.S.C. 552 ^b) (4) (the Act) and (he fegulations promuSgated by the 
^Bolfcyire«uffler. {njqn'nation contained herein is not pubitely available and concerns 
ptOprSHB^PMC data, it. the huportance of dicsc-activiriES to JPMC’sconimodiues 
bu;^ss. bisclosure could, cause suhstantbl Uijurj' to die con ipethive posmoti of JPMC 
andfls afHIlates meeting the substantial compeuiive hurm tests set dowTi injudicial 
J|»ireiaiions of the Act. 


Wo appreciate your attention to this giandfaUiering request and are ttvtiilflblc to answ-ct 
any questions you have as you consider this teciwest- Concurrent willi Ibis-proposaL we 
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luye prpvided dctiiSed inlbnBatidn lo Board staff as to our cuircnt commoditi es 
tHJsmesseS whidi vsill hope will aid isl your assessing this request. Please direct questions 
relating to this fedwtsi to Diane Genova at <2I3) d4S-.&268, Kathryn McCulloch at { 2 \ 1 ) 
270-5922 Orme at (21 2) 64S-02S5; 


Vety truly yotirs, 




6C, Barbai^a Yelcidi. 
Tvaii Hunviiz 
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BOARD OF QDVERNORS 
OP THE 

FEDERAL RESERVE SYSTEM 

WASHINGTON, O. C. 20SSt 


.-• oVco^ y. 




Kathiyn V, McCulloch, Esq. 

Senior Vice President 
and Associate General Counsel 
JPMorgan Chase & Co. 

270 Paric Avenue, 38*' Floor 
New York, New York 10017 

Dear Ms. McCulloch: 

This letter concerns the notices 
section 4 of the Bank Holding Company 
& Co., New York, New York (“JPMC”)j^ 
tolling agreements with power plant own^ 
energy management services to ow^^Wlh^ 
energy management agreements'^ nergy^ 
previously has determined pi^uaiwtp Regu 
Energy Management Ser^e^wnpM|eDA 


June 30, 2010 






Commodity Derivativi 
below).^ ^ 


ces ^d D^^mroMI^2009, under 

by JPMorgan Chase 
l)j^r into|t)hysically settled 
OTfcjjKerM^olling”) and (2) provide 
Bpowhtaareration facilities under 
y^anagiment Services”). The Board 
igAtion Y that Energy Tolling and 
nroe financial activity of engaging in 
OTvatives Advisory Services (discussed 


JPMClfca fu^^al holding company for purposes of the BHC Act, 
JPMC curreifflji^g^^^ OTiimodity derivatives activities that are permissible 
for bank hold^fcooSPHro under the BHC Act (“Commodity Derivatives 
Acti^(fff|fcHi^J|p provides financial and investment advisory services for 
deri^toves tra^COThs (“Derivatives Advisory Services”) that are permissible 


e Roval Bank of Scotland Group PLC. 94 Federal Reserve Bulletin C60 


(“RBS OrdeF’) and Fortis S.A./N.V .. 94 Federal Reserve Bulletin C20 

( 2008 ). 

’ See 12 U.S.C. § 1843(k)(4)(F). 
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for bank holding companies under the BHC Act. The Board previously 
authorized JPMC to engage in Physical Commodity Trading as an activity that is 
complementary to Commodity Derivatives Activities.^ JPMC conducts Physical 
Commodity Trading primarily through a nonbank subsidiary, J.P. Morgan . 
Ventures Energy Corporation, New York, New York. JPMC has requested: 


1 . authority to engage in Energy Tolling, on a limited basin^ni 
activity that is complementary to Commodity Deri^ivesm^r^ 

2. authority to engage in Energy Managemen^»Bces, on^k ™ 
limited basis, as an activity that is com^menaj^ both” 
Commodity Derivatives Activities and DBjdyative^^visory 
Services; and 

3. confirmation that JPMC’s prqnBsea^m^BHBtectricity supply 
contracts are consistent wiftdis Phvsio^^ommodity Trading 
authority. 




JPMC has requaft|d ajB|oval^expand its current activities to 
include Energy Tolling. lAdei^eeiM^^lling agreements to which JPMC 
would be a party, JPI^^oi^ niS^enodic fixed payments to the owner of a 
power generation facnfcQ^acity^yments”) in exchange for the right to all 
or part of the plan^po^^utput. JPMC would also generally supply fuel and 
make paym ents to cOT^i^h^Mier’s variable costs plus a profit margin. The 
plant owner,^M^I^^^d retain control over the day-to-day operations of the 
plant an^^mn^lant * ets at all times. 

■ JrafC Ms committed to conduct Energy Tolling activities in 
accoHmce witiRhe restrictions, definitions, and conditions previously imposed 
^ytheB^jjj^pn the conduct of those activities. In cormection with the Board’s 

a of JPMC’s Physical Commodity Trading activities, JPMC committed 
ard that it wdll limit the aggregate market value of physical 
ties that it and any of its subsidiaries hold at any one time to 5 percent 


JPMorgan Chase & Co.. 92 Federal Reserve Bulletin C57 (2006). 
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of JPMC’s tier 1 capital. JPMC also has committed that it will include the 
present value of capacity payments associated with Energy Tolling contracts in 
that 5 percent limit. As a result, JPMC’s potential exposure to commodity price 
risk will not increase by engaging in Energy Tolling activities. 

Energy Management Services 

JPMC has also requested approval to provide Energy^ 

Services pursuant to an energy management agreement with a 
owner as an activity that is complementary to its Commodity^&ivatT 
Activities and Derivatives Advisory Services. As an ener|^lfc|ager, 
proposes to provide transactional and advisory services^powe^jjant owners 
The transactional services would consist primarily of ac^^s a fiducial 
intermediary, substituting its credit and liquidity &b|^se^||e owner to 
fecilitate the owner’s purchase of fuel and sale^f^^rer^ffl!M>s advisory 
services would include providing market infi^matiortT^BSsist the owner in 
developing and refining a risk-managemi 
variety of administrative services to suppoi 



JPMC has committi 
accordance with the restrictims, 
by the Board on the condutt 3 
commitments that were, 
approvals of Energy 
the scope of the ai 
that JPMC incuts 
Energy Mi 

Energy Man: 
operal 

JPM^s abili 





It and providing a 
itions. 


Management Services in 
d conditions previously imposed 
;s. JPMC has made all the 
onlWlJtion with the Board’s previous 
nt ices. Those commitments generally limit 
JPMC may perform as energy manager to ensure 
sks that are consistent with the agency nature of 
d limit the revenues attributable to JPMC’s 
;es to 5 percent of JPMC’s total consolidated 
The authority to act as energy manager should not expand 
ige in physical commodity trading beyond what it is 
to do under its Physical Commodity Trading authority. 

'MC has committed to conduct Energy Tolling and provide 
Management Services in accordance with the restrictions, definitions, 

Rial operating revenues” is defined as net interest Income and all 
non-interest revenue, including net securities gains but excluding extraordinary 
items. 
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and conditions previously relied on by the Board in authorizing those activities. 
JPMC also has established and maintained policies and systems for monitoring 
and controlling the risks associated with Energy Tolling and Energy 
Management Services and is expected to continue to maintain effective risk- 
management policies and systems for each of those activities. Approval of th 
request to engage in Energy Tolling and Energy Management Services 1^^^ 
would benefit JPMC’s customers by enhancing JPMC’s ability to provii 
efficiently a full range of commodity-related services consistent 
market practice. Approval also would enable JPMC to improve 
understanding of the physical commodity and commodity d&jiM 
and its ability to serve as an effective competitor in those 

Long-Term Electricity Supply Contracts 


As part of its energy trading busm 
long-term electricity supply contracts with 
users. JPMC’s current Physical Cotnmoi 
a position in a commodity and does not Ir 
to, its contracts. Most commoditiej 
Physical Commodity Trading ai 
limited to the wholesale marl^t 
potential to be sold not or^ti 
customers who are unlik^^to b? 
derivatives products. 4fMC^u 


electricity supply ( 
consistent with its 1 




s to enter mto 
and industrial end- 
ity permits it to take 
of, or counterparties 
itted to trade under the 
by their nature to be 
In the other hand, has a greater 
irally but also to small retail 
Its in the market for energy-related 
infirmation that entering into long-term 



large commercial and industrial end-users is 
mmodity Trading authority. 


►jpMC’s activities remain complementary to the 
nder the Physical Conunodity Trading authority, and 
! approvals,* JPMC has conunitted that it will enter into 
fcity supply contracts only with corrunercial and industrial 
onsume electricity at a rate of at least (1) 800 megawatt-hours 
rthe minimum consumption level for corrunercial and industrial 
Its under applicable state law, whichever is greater. Requiring that 
Contract only with customers that consume electricity at these high levels 
1 help ensure that JPMC transacts with financially sophisticated purchasers 


* See RBS Order. 
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(and not with retail purchasers) and, thus, remains essentially a wholesale 
intermediary. 

Based on the record, the Board has determined that (1) the 
proposed Energy Tolling is complementary to JPMC’s Commodity Derivativ 
Activities and (2) the proposed Energy Management Services are 
complementary to JPMC’s Commodity Derivatives Activities and Deri' 
Advisory Services. In approving the proposed Energy Tolling an^ 
Management Services, the Board also has determined that the g 
activities do not pose a substantial risk to the safety or soimi 
depository institutions, or the financial system generally 
expected to produce benefits to the public that outweiglj^y poi^j^ adverse 
effects. The Board also confirms that JPMC’s proposal^Bmter iml^ng-tenn 
electricity supply contracts is consistent with its ^|^jggl_cl^iodity Trading 
authority. 



In making these deteiminatii 
information, representations, and commii 
in connection with the notices.^ 
to the determination that Physic; 

Energy Management Servicej 
soundness of JPMC, o 
generally. These detena 


Regulation Y, includi 
in the Board’s pre^ipu 
conditions shall 
with the not^ 
under applied 






subject 


ed on all the 
by JPMC to the Board 
conditions are critical 
;, Energy Tolling, and 
a substantial risk to the safety and 
or the financial system 
to all the conditions set forth in 


m 225.7, * and to the conditions contained 
noted above. These commitments and 
be conditions imposed in writing in connection 
al and, as such, may be enforced in proceedings 


eiminations should not be constmed as granting relief 
inditions or commitments to which JPMC may be subject. In 
^terminations are subject to the Board’s authority to require 
termination of the activities of a bank holding company or any 

Appendix for a complete list of the commitments JPMC has made in 

connection with these proposals. 

* 12 CFR 225.7. 
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of its subsidiaries as the Board finds necessary to ensure compliance with, or to 
prevent evasion of, the provisions and purposes of the BHC Act and the Board’s 
regulations and orders issued thereunder. 


As you are aware, legislation is pending that would impose 
constrtunts on the ability of banking institutions to engage in proprietarvjfading 
and derivatives activities. You have represented that most, if not all, o: 
activities to be conducted under the Energy Tolling and Energy Mi 
Services authority that JPMC has requested would be permissi^ oto 
proposed legislation. To the extent that any activity become^^ermL 
Board expects that JPMC would conform such activities tQ«ik|quireia 
the law within the required time periods. 

Sincerely you 




cc: Ivan J. Hurwitz, I«e 1 

Federal Resejug^m^f New York 
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Appendix 


JPMC, together with its subsidiaries, including those attributable to JPMC’s 
acquisition of The Bear Steams Companies, Inc. (collectively, “JPMC”), 
commits with respect to the notices (“Notices”) it has filed with the Board to 
engage in Energy Tolling and Energy Management Services that; 

Physical Commodity Trading Activities 



1 . JPMC will include in the 5 percent aggregate market va^ 

physical commodities that it holds at any one time as oH^si^l 

Commodity Trading the market value of any physiq^rcokmoditiM 
holds as a result of a failure of reasonable efforts4ft avoid l^gg delivery 
in commodities transactions conducted pursuant t^ 

225.28(b)(8)(ii)(B) of Regulation Y. In adAiii^l^^n^pees to notify 
the Federal Reserve Bank of New YoiWf thS^^re^BMaarket value of 
commodities held under this approy|l^cee^ ^*rcent of JPMC’s tier 1 
capital. 

2. JPMC will take and make 
for which derivative con1 
futures exchange by th^ 
physical commoditi^ tj 
JPMC to take anj^^e pi 
Commodities’ 



of physical commodities 
3BEorized for trading on a U.S. 

IS Trading Commission or 
■d has specifically authorized 
Svery (collectively, “Approved 


JPMC will if!l^ng-term electricity supply contracts only with 
large mmn^c^^iOT^ustrial end-users that consume electricity at a 
rate onQSHiP|^() megawatt-hours/year or (ii) the minimum 

^level for large commercial and industrial customers under 
t law, whichever is greater. 



conform to the requirements of the BHC Act, including by 
if necessary, the activities of (i) owning, investing in, or 
erating storage facilities for conunodities that it is not permitted to hold 
store under the BHC Act and (ii) making and taking physical delivery 
f commodities that are not Approved Commodities, including metal 
concentrates, acquired in coimection with the transactions contemplated 
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by the Notices within two years of consummation of the transactions, or 
such longer period as the Federal Reserve in its discretion may grant. 

5. After consummation of the transactions contemplated by the Notices, 
JPMC will not expand its direct or indirect activities or investments in 
activities of (i) owning, investing in, or operating storage facilities for 
commodities that it is not permitted to hold or store under the B) 
and (ii) making and taking physical delivery of commodities 
Approved Commodities, including metal concentrates. IH 
expand these activities or investments beyond those et^ 

Sempra Commodities LLP immediately prior to the 
consummation of the proposed transaction by di^cf 
(1) acquiring direct control of a company engagei 
acquiring any assets or business lines of ani 
impermissible activities, (2) increasing fte 
or services to be engaged in or proVida^y 
transactions that would result in an.^nansi 


Energy Tolling 




if the 

;tly' 
acayy. or 
ly thatengages in 
ents, products, 
any similar 
;e activities. 


JPMC will include the pramt value yallrapacity payments to be made 
by JPMC in connectioj^iffl^jiergy tming agreements in calculating its 
compliance with t^ufflkrf^!^|fl|^of tier 1 capital on the aggregate 
market value o^^hysici^uin^dities that it and any of its 
subsidiaries hol^t a^^ne tl» as a result of Physical Commodity 
Trading. 


Volumetric 


n^t Transactions 



: any commodities that JPMC receives under a 

J : piflfiuction payment transaction and does not immediately sell 
larty in calculating its compliance with the limit of 5 percent of 
tal on the aggregate market value of the physical commodities 
aflt and any of its subsidiaries hold at any one time as a result of 
ysical Commodity Trading. 
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Energy Management Services 


8 . 


9. 


Revenues attributable to JPMC’s Energy Management Services will not 
exceed 5 percent of its total consolidated operating revenues.^ 

IPMC will only act as energy manager if the energy management 
agreement under which it performs its Energy Management Servi 
provides that: 

a. The owner of the facility retains the right to market 
directly to third parties, which maybe subject to ' 
right of first refusal; 

b. The owner of the facility retains the right to 
which the facility will operate (i.e., to 
facility at any given time); 

c. Neither the energy manager no^ 
performance of the facility; and 

d. Neither the energy mai^ 
facility is not profitabl 


ine th^^vel at 
output of the 

itee the financial 

s bear any risk of loss if the 


IPMC agrees that the for^^ini^Mn^b^^ are deemed to be conditions 
imposed in writing by^rBoard lfc|on^tion with its findings and decision on 
the notices filed by tsAgag^t Energy Tolling and Energy Management 
Services under of Regulation Y and, as such, may be enforced in 

proceedings under qlwcainklaw. 






’ Total operating revenues are defined as net interest income and all non-interest 
revenue, including net securities gains but excluding extraordinary items. 
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U:\Waldron\JPMC.Tolling-Management.Letter.ftna!.docx 


MWW:mww 

bcc; Pat Robinson 

Michael Waldron 
Chris Paridon 
David Alexander 
Lisa DeFerrari 
Michael Sexton 
Robert Brooks 
Kathy Everhart 
BS&R Clearing Unit 
Board Records 
Legal Records 


o 


cF 
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J.P Morgan 

MEMORANDUM 


' Rl^acted by the Permanent 
Sobcoinmitte<epn Investigations 


TRANSACTION OVERVIEW 


CPI Investment Committee 


10 Toll Disposition Plan 
August 13, 2010^^^ 




We have negotiated an agreement to purchase 100% of the equity interests of K^C fro^gnd®|Morgan Inc. 
C'KMI"), for $21.8 million net cash and a contingent funding obligation, which ^^)ected^^^^$0^t could be 
. as much as $45.6 million. Under the Operating Case, this investment i^xp^^^^^ldtJUjU^e-tax IRR and 
generateHjBmillion in net cash flow thru 2042 v«th a PVIO value ofBBminion. 


We have negotiated an agreement to purchase 100% of the which owns the 545 

MW gas fired facility in Jackson, MI ("Facility") and 10% of from The CTT Group for 

■■miliion. Under th^perating Case, this investment Js^pecteofea have a pr^ax cash-on-cash yield of 
^B^and gen erate million in net cash flow thru^^. (a^r-t^^ield of ||^|and cash flow and tax 
tenefits ofBBmillion). Finally, PI has negotiated a n^ ^e en^^to puri5^se 90%of the common equity of 
Triton Pow^Tor $1.5 million from IMH Holdings LLC. ^ 


Consolidation of KMPC, Alphaoen. Triton Com 
Acquiring KMPC, Aiphagen, Triton Common, 
in JP Morgan owning the Kinder Jackson.Tac? 
(see Table 1 below). We believe the rlj^ge 
between $350 - 475/kW. 



am^iaatlons: 

t afc'canceiing the existing J.P. Morgan toll results 
") for an all in cost of $143.2 million or $264/kW 
the Facility is $l,500/kW and the market value is 
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Bear Steams historically engaged in the activity of restructuring the capital structure and financial and 
commodity contracts of power plants (“Power Plant Restructuring”)- JPMC has continued to engage in 
Power Plant Restructuring as a grandfathered activity. Power Plant Restructuring is an activity which 
involves the purchase of equity in a particular company tfiat owns a power plant coupled with the exercise 
by the investor of an active role in restructuring the input and output contracts entered into by the 
company with a view to making the overall plant performance profitable. This activity then enab 
investor to sell equity interest in the company and obtain a positive and enhanced financial return: 
investment because the plant is now potentially more profitable based on the renegotiated^^fc^aced 
supply and delivery contracts. 


As discussed in our recent call, JPMC has ceased engaging in Power PlantBffiucturingJ^^t ^1 no . 
longer actively engage in restructuring and renegotiating the input and o^^t extracts of p^^r plants in 
which it holds an equity investment as previously was the case. In the^ase of its in^^ments in the Chino 
and Gregory power plant companies, JPMC expects to dispose of its eql^interests^^rtly. In the case 
of its investment in the Central Power & Lime power plant coa^^JP^feyaking steps to conform its 
holding of the investment to the requirements of merchan^an^^^^^^S^Q^ority. Please note that 
due to financing arrangements, third party creditor app^a^ may ^^^uired to take some of the steps that 
are planned below. Also note that in the, event that is un^Ie to^^ummate the sale of the Chino 
and Gregory investments prior to the end of May lO^^P^^will c^mence similar steps to conform 
such investments to merchant banking requii^gfl^Iin^^ion^^uture power plant company 
investments made by JPMC will conforra^^ercFS^am^^fquirements as contemplated below. 


JPMC will conform to the 




JPMC employ! 
constitute some oi 
the rat 
The 



king as follows: 


from being officers of the power plant company. They will 
lard of directors of the company (the “Board”) as permitted under 
jes mid negotiated with die other owners, if any, of the company, 
mt cornpSRy will employ an operational plant manager independent of JPMC. The 
;er will be responsible for the day to day operation of the plant, including the 
le pIB^it infrastmeture, maintenance of plant equipment, payment of local property 
ployees. The operational manager will have signing authority up to a specified dollar 
mounts in excess of such thresholds would be reviewed by the asset manager 
in clause 3 below. Currently all Power Plant investments are already compliant with 
is step in the process. 

'he power plant company will also employ one or more asset managers independent of JPMC. 
The asset manager will have overall technical expertise, will manage the negotiation, execution 
and ongoing operation of input and output contracts, will coordinate the accounting and tax books 
of the company and will have authority to enter into all contracts in connection with the foregoing 
subject to overall supervision by the Board as permitted under the merchant banking rules. The 
asset manager may be separate from the accounting manager depending on the project. There 


Permanent Subcommittee on tnvestigHtions 


EXHIBIT #74 
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G 


may be a requirement for Board review of contracts binding the company over specified amounts 
If the independent asset manager decides in its sole discretion to requests bids on contracts that 
are permissible for JPMC to engage in pursuant to its complementary powers (e.g. tolling 
agreements, energy management agreements, power purchase agreements, etc.), JPMC may bid 
on such contracts in a process and manner that will conform to merchant banking rules. 
Currently, Central Power & Lime is the only facility that does not have an independent 
manager. 

4) JPMC understands it must dispose of the investment within the merchant bankingAfg^re 
period which includes the prior grandfathering period. 

a 


iture 
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' = Redacted by tbc Permanent 
Subcommittee on Investigations 
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Tanker ORC Model Summary 


Additional physical operating risk capital is model based, leveragjr^ an approach similar to an 
Given Default credit model. 




ption, there is substantial diversification when combined with the i6 (reduction is a factor of 10x) 


sMW^ 



1600 



INTERNAL 
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Appendix - Tanker ORC Model: Oil Shipments (‘Exposure’) 


■ Exposure is represented by the number of shipments and the vc^me of product each carri( 




The capital model estimates potential losses over the next 12 months; we use th^^ip^^s that owbrred over the prior 12 months as a 
proxy for the shipment that will occur over the next 12 months. 


O 


O 


Shipmsftfs over H^eJ^t 




A 


sajno toDffO iso0s 

Shipment Size (MT) 


B-PSW^ 
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Appendix - Tanker ORC Model: Probability of Spill (‘PD’) 

I ■ \Wiat is the likelihood of a spill? 




The number of spills globally continues to decline, whHe the amount of oil ship^m ^^^ly contir^s to increase. 

B Many technological advances contribute to the decline in spils; electrorAMvigatiol||^S, double hull design, etc 



INTERNAL 
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Appendix - Tanker ORC Model: Loss Given Spill ('LGD') 


Should a Spill occur, how much will is cost? 


Loss Given Spill is broken into three components: 

■ What percentage of product will be spilled? 

■ What will the cost be to dean up the spill? 

■ What other costs would occur? 


Expert judgment used to calibrate the spill % 

■ Most spills will be between 0% to 20% loss of pr< 
with a small chance of a total tanker loss A 


Historical data is used to estimate the r^ession 
up cost on spill size, (see chart on ▲ 


Other components of cost^hmated a 
up costs, calibrated using 

■ Loss of 

■ Fines and PenflRtes 


%^^he dean 
^a case study 


CompensatorWamages 






Spill Size vs Clean Up Cost 





10' 10’ 10* 10* I0‘ 

Spill Size(MT) 
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Appendix- Tanker ORC Model: Insurance 


but we would need 



Insurance plays a significant role in the commodities business due to the presence of phj^i 

We have applied some conservative insurance offeets for eronorrac capital using th^ 
regulatory approval to offset regulatory capital with insurance. 

We have modeled the following aspects of insurance: 

■ Mapping of coverage 

■ insurer ability to pay 

■ Insurer willingness to pay 

■ Timeliness of payment 

■ Coverage reinstatement 


Current insurance Covert 


Component of Cost Insured? , 


Redacted By 

Permanent Subcommittee on Investigations 
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TOIA C01«TDENTIAL IKEATMEWT REQUESTED COl^TAINS PKTVHJBC^ INFORMATION - 
DOF?OTBELEASEPljRSDANrT05U.S.C. § 552, 18 C.F.R. §§ Ib.9. lb.20 AND 388.1111 


From,: 

Sent: 

To; 

Subject; 


Fraacisl^inleavy <Frand!LDUnl^yy@pfflorgffli.coiTi> 

Thursday, April 29, 2010 7:47 PM 

Rob Canthen<Rob.C{ulthen@}ltoof^Lcoa> 

R#: Resume fca: Powa 


Ptease get him ki ASAP. 


From: Rob Cauthen 
To: Francis Dunleavy 
Sent TTtu Apr 29 18;32r«'.2QlO 
Subject: Fw: Resume for Povrcr 

Fra IT, 

1 just.got^tliis. We Stiouid laiKto him. Do you wsntmelb'ssetsbrftetfung up7He /right tie iisefijl. 


Senlfrc^ my BlackBerfy WreJ;^ Devteb 


From: Chris Robertson 

To:. Rob Gauth^; Sean OViai-fThQpfln Ard^son; Paul Tramonte- 

fentrThu Ap.r29 17:26:18 2010 
Subject: RKurrve for Power 

ThisTestime just ca/rie through i-Q re^.onse to Our; "Specialized SetileineiRs'’ portion in. Opl Is dearly over 
qualified For that position, but hia experience/ background was such that T wanted to forward tii you,,m case you 
are intwested. 


I am not personally fimifliar witii this persext He just posted for the job. 


Redacted by the Pemanent 
Sabcommittee on Investigatiou 


John Howard Bartholomew 


Experience 

SoutberiL Califomia Edison, Power Procurement, June 2008 - Present 

Bid Strategy 

Identified a flaw in the market mechaoism Bid Cost Recovery that is causing the 
CAISO to misallocate millions of ddlars 

lacreased pofits by cre^g a stiut^ to hedge against file volatilriy betweeo 

prompt ffionfiiaiut daily gas prices 

Showed how units in reliabtli^ areas can increase piofils by 400% 

tJ,sed Venlyx sc^are to devdop day-ah^ posiliwlS ibr power and gas 

Developed- Veatyx molei to dally ider^^ OTcas in theMRTCJ martet optimization 
Power Coutcacts 

2009 All Source Request For Offers - assisted in ri^crtiafioii' and valna^pn of. 

I Permanent Subcommittee on Investigations i ps|.pERC-02-000009 

EXHIBIT #76 I 


,JPM-lD6-765 
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FOIA CONFIDEPmAL TREATMENT REQUESTED CONTAINS PRJVTLEGED INFORMATION - 
DO NOTREIiASE-FLUSUANTTO 3 U.S.C §. 552, 18 CF.R. §§ lb.9, ib.2Q AND 38S.11U 


tolling, rescFurce adequacy, and heat-rate option COTtracts 

Remodeled gas units to utilize a new marlcet iraliatrTO ftat c^rturesall of auait’s 

characteristics including transition costs 

FERC, Office of Enforcement, May- December 2007 

Intern 

laveatigated Energy Transfer Partiiers and the hedge food Amaranth for maricei, 
manipulation und^tiieNGA and EPAct 2005. lovesti^diotis resulted in show causfe 
cffders seeking approxjinateiy S450 million in penalti^ 
and 

disgorgements 

Established the basis for taking eifbrcement action against aitities (hat engage in 
flipping transactions on natural gas pipelines 

U.k Department of Energy, Policy Office, January - April 2007 

Intern 

Drafted position papers on issues including: 
o 

Definitions ofxcncwablc/replaccrnent/altertiativefods 
0 

exemption petitions 
0 

Comments to the DOE's denial of the Consolidated Residential Furore 
Agreement 

Education 

George Washington University, J.D., May 2008 

Writing credit - "The California Energy Crisis and Mobile-Sierra” 

Lewis & Clark College, B.A. in Economics and Minor in Math, May 2005 

Eooitomi'cs Merit Scholarship 

L&cfosse: Captain 2004 and Division Champions 2003 


Chrli HobMtion { Exacub«« OTrftetor | Airiaria Camnn>dicv OpaTationr J J.P. Mer^n Veeturn Enersv C«rp»r»tipn 
700 St,Suite 1000, Hourton; TX 77002 ) T«lephor»: f71S) 236-9014 I Faslmfls; (973) «63-542a 

Si7ia}l: chrlii.robBrtipngrpmorgan.eofn llnrtant M«s»elnE dtrisj’ebertton^mxjpmorsan.com 


PSl-FERC-02-000010 


JPM-1067W 
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FOIA CONFIDENTTAL TREA'mENT REQUESTED CONTA5NS PRIVILEGED INFORMATION - 
DO NOT RELEASE PURSUANT TO 5 US.C § 552, 18 C.F.R, §§ 1b.20 AND 38S, 1 1 1 2 


From^ Luis Davila <Luis-Davi!a@jpnioi^an.com> 

Sent; Friday, October 22, 2010 5:55 PM. 

To: John Rasmussen <John,Rasmussen@jpiTioi^an.com>; Ryan M Martin 

<iyan,m.martin@jpmorgan.com> 

Subject: Please sir! mor BCR! ! ! I 



(.ulsOavUa } Investment BankT&O | Energy j ISO Associate ] I.P. Morgan 

700 Louisiana Street, Suite 1000, Houston, TX 77002 1 T: 713 236 4160 j F: 713 236 5000 

lul5.daviiaiatpmorQan.com I jpmorgan.com 


P?. r nianvnt Suhco mm ittcc o n I nvesti gatio n s 


EXHIBIT #77 


PSI-FERC-02-000042 

ffM-069383 
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FOIA C^NFIDaflLAL inEATMaNT REQUESTED CONTAINS PRIVILEGED INFORMATiaN- - 
DONOTRHJBASEPURSUANTTbSU.S.C. §552,18C.F.R..§§ lb.9. ib-20 AND 388,IU2 


From: Duiileavy, Francis <Frands.EJ 0 nI®w 3 '@pmw^an-Ccnn> 

Sent: Monday, M^ch 14, *201 1 1:59 FM 

To: Masters, Blythe <blythe.rnasters@iFmOTgaa.«^> 

Subject: RE; Privileged and Ccatfidenlial-CAISO update 


I MfiU bandls it but tt may not be pretty. 

— OtigmalMesage — *- 

From: I^^eis, Bb’lhe 

Ssitt; Mej^ay.Maicb 14, 2011 12:54 PM; 

To: Dunleavy, Francis , . . 

Subject; Re; Wvileged and Ccnrftdential - CAISQ update 

Pm in a ineetiligm london with Jes. 

— - Origitial Mesage 

From: Dunleavy, FiaxKUs 

To; Mast^ Blythe 

Sent;Moii?^rl4 13;50:17,20n 

Subject: RE: Privileged and Confidendal - CAISO update 

We should speak 

Ori^nal Message-^ 

From h^BtcTS, Blythe 

Sent: Mond^-,, Match 14,2011 12:49 PM 

To: Dunleavy, Francis 

Subject Re: ^vileg»^ at4 Confidential - CAJSD update 

So iii vouT opiakuiwc arebetBroff yvith tn© trying to decide this without yoDr-hclp?? 

Original Messa^ 

From: Dojdeavy, Frauds 

To: Mastsis. Bijihe 

Semi Mon Mar 14 12:38;48 201.1 

Subjecp. Re: privilBgodaMConfideniii, CAISO up^te 


Redacted 


I — OrigiiHl Message 

FiOih; M»ters, Blyibe 

To; Dunleavy, Francis 

Sent Moil Mar W 12:36:10 2011 

Subject: Re: Piiv'ileged and CosSdential • CAISO tgidate 

That's.ndiciiLous. 

Original Message. — r^. 

From; Dunleavy, Francis . 

TtttMasrcis, 

Sent: Mon Mat 14 1234;30-2ail 

Subject: Re: Privaeged’^ COBfidenri^ - C^dSO updaie 
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This presentation was prepared exdusivctyfof the benefit and intern^ use erf the JPMorgan client to whom it delivered 

(including such client's subsidiaries, the 'Company'} irt order to asast the Company in evaluating, on a preiimina^basiS^^Klbiltty of a possible 
transaction or transactions and does not carry any right trf pubficafiort or disclosure, in wrftole or in part, fro n v oth^soty. This presentation is for 
discussion purposes only ar>d is incomplete withoirt reference to, and should t>e viewed solely in cg|^ctiolawlth, tn&ral briefing provided by 
JPMorgan. Neither this presentation nor any of its contents maybedisdosed or used ftir any otJjg^ ufposelB^ut^* prior written consent of 
JPMorgan. 

The infomiafion in this presentation is based upon any manag^nenl fc»ecasts supplied and refi^Storevailing condifions and our views os of this 
date, aO of which are accordingly subject to change. JPMtygan's ojrfnions and esb'males lOT|hiu!e JPMlwpp's judgment and should be regarded as 
indicative, preliminary and for iilustratrve purposes only. In preparing B«s presentation, we ha^welied upon and assumed, without independent 
verification, the accuracy and completeness of all infwrrwtion ava'dable hom provided to us by or on behalf of (he 

Company or which was otherwise reviewed by us. In addition, our analyses^ie no^j^ oOTpBiW^ to be appraisals of the assets, stock, or 
budness of the Company or any other entity. JPMorgan makes no repres«Dlions a^gio actual value which may be received in connection with a 
transaction nor the legal, lax or accounting effects of corwummatarg a ^■^adiyjAtJnleslwpressly contemplated hereby, the information in this 
presentation does nol take into account the effects of a posable iransa^Bn qeaSsaclws involving an actual or potential change of control, which 
may have significaol valuation and other effects. 

Notwithstanding anything herein to the contrary, tfie Compa^^nd ils^hj^^es, represenlativas or other agents may disdose to any and alt 

persons, without limital'on of any kind, the U.S. federal at^^ale incomes treamenl and the U.S. federal and slate income lax slnjcture of the 
transactions contemplated hereby and all materials oj^ny WB^nciurimg Binions orotfieriax analyses) that are provided to the Company relating to 
such lax treatment and tax structure irrsofar as such tBhlfnen^bii'oi' s^^ure relates to a U.S. federal or state income tax strategy provided to the 
Company by JPMorgan. 



rffering^ifecll^^i^ndifecttv. a favorable research rating or specific price target, or offering to change a 
Tation or TOucemenl for the receipt of business or for compensation. JPMorgan aiso prohibits 
ivolvement in investment banking transactions except to the extent that such pariknpation is 


JPMorgan's poRcies prohrtrft employes froi 
rating or price target, in a sulked company^ 
s research analysts from being c 
intended to beneti! investors. 

JPMorpan is a marketing naii 48 B B 8M6tia^^hn ki^busir>esses of JPMorgan Chase &Ca. and its subsidiaries worldwide. Securities, syndicated 
loan arranging, finanda! advisofl®Woth^wH^'cnt banking activities are performed by a combination of J.P. Morgan Securities Inc., J.P. Morgan 
pic. J.P. Morgan Secu^Ji^glBni^^jarvmprialrtyScwTsed subsidiaries of JPMorgan Chase & Co. in Asia-Pacific, and lending, dsrivativGS and 
Other oommercaal bMffngadi^«a^®|dormed by JPMorgan Chase Bank, N.A. JPMorgan deal team members maybe employees ol any of the 
foregoing entities, j 

^ H 

a commitment by any JPMorgan entiiy to underwrite, subscribe for or place any securilies onto ext«rd or 
services. 


FRB-PSI-200833 


J.PMorgan 
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JP Morgan has built a world class client-focused commodities busi 


Why Commodities at J.P. Morgan? 
n Our clients require solutions to manage their commodity 




SIT^S A 


20+ locations worldwide) 


The Franchise 

Over 2.000 clients including corporate, investor gS 
Deep expertise across all commodity type^^^O ? 

Expansive financial and physical plat^jg 

Key Elements of our Strategy 

Client focus : Their needs first 

innovation : We must aB^^^espon'5 to a rapidly changing environment 
Risk taking : We ^ williiT^ risks that support our clients’ needs 
sir Balance str^gth : Using our size and scale effectively 

Ijpl^e relevance across all key geographies 

ence : Have ability to meet client needs and manage risk in ail markets 


FRB-PSI-200835 


lEMorgan 




:8s macie significant inves'oTjents in builaing out and diverging 
>rc3i'!ic3lly and throi^h strat^lc acquisiuons, sudi as RBS 

Globa* Commodities Group offers cliaits a comprehwisf'® set ( 
warehousing capabilities across the ftiii spectrum of 


making, structuring, risk management, 


J.r!Morf?a.n 


FRB-PSI-200836 
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J.P. Morgan Commodity Capabilities 
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; As a group we have been involved 
over the past 30 years. We hav^ 
sometimes turbulent markets 




J.P. Morgan's Global Metals Group 

s A core component of the Global Commodities Group 
Our primary aim is 

a to facilitate price risk management for dients with exposure 

- Precious metals - gold, silver 

- PGWs - platinum, palladium, rhodium 

- Base metals - copper, aluminium, zinc, iead^^kelj^na'^gc, aluminium alloy, tin, cobalt and 
molybdenum 

- Ferrous metals - iron-ore, steel 

-f* by providing risk management and and meaningful 


pactions and provided consistent service to our clients 
1 as a strong, reliable and committed house to these 


trends and product development as we expand the breadth and depth 
lompassing all sectors of the Industry 

ash settled metal OTC derivatives and listed contracts and we also trade in 
► 

£the i§^est private bullion vault in London and has recently opened vaults in New York and 
^ry Bath^ a world leading logistics prowder specialising in the storage and shipping of exchange based 

FRB-PSI-2@0838 J.PMorgan 


id the globe 



Tl'ie Londo!' Metsi Exohange (tME) is 
■ s Hf)!-Rc)lied Coil Steei fnr US Midvw 
Capper also Irrides on COMEX dn 


Products Traded: Swaps and ' 
hedges (average of the rr<or5thJ 


MEX divison of 

Options refcreri^LME. CO^. C 




ai seitJiamant. Irafisactions in multiple currencies, Aslan-styie 


.h .^jnericae Special Aiuminum ATtoy 


f 1 ^ ' 'i' ’ K - . 

!..oriciQ n..is o#'!he-couniBr (OTC) {.rating ofmo^praoDts metals 

of NYMEX) is Ihs largest futures and options market. Good volumes are also tratJsrt cm ttie CBOT. Martceta are also in 
ffignah, Tokyc^OCOM). Sydney. Hong Kong and eiMV\»iere, aHhewgb not as liquid. 

'^ptaljrium ^ palladium, London and Zurich are the mo^ liquid OTC markets. The majority of meta) dears toco Zuridu 
prod^^^ded: Forwards for physical nr cosh seKtement, opfens, transactions In multiple cutienclos 

FRB-PSl-2©0839 


J.RMorgan 
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Morgan’s Metals Trading Business 


Exchange Memberships: JPMorgan is a member of ail the WDrW’s leading g^a l- 
Member of The London Metal Exchange which 5s the global cenb'e for 
Market Making Member of The London Bullion Market Association aM a clear? 
metals contracts 


exch^^s^cluding a Ring Dealing 
of base^^tais. JPMorgan is also a 
major OTC and exchange traded 


Risk taking capability: We trade metal forwards and options 
history in the metals market enables participation in larger!^ 


contracts. JPMorgan’s balance sheet and 


On-line Trading; We offer metals products to our 
MORCOM 


trading platforms, JPMorgan Metals and 


Physical Trading: JPMorgan is a leading Irac 


icialising in the origination and delivery of metals 


Market reach: We trade with major cons uge rs^K 
franchise provides us access to suDeriotmgittei im 


bflners and processors and investors. The breadth of our 
pricing, and liquidity 


Partnership: We work closely wit ^ ^r ci^^mef^^pro?^ing optimal service and appropriate idea and strategy generation 

S5 Confidentiality: We pride oui^yes^^mfidentiatity, trust, and long-term commitment. This is especially relevant when 
dealing in more illiquid markets^W ei^^ing large volumes. We have significant experience in out-sized transactions and 
significant hedging ^ 


FRB-PSI-2©0840 


IPMorgati 
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Physical Metals - 19 Henry Bath Warehouse Locations & 3 JP Morgan Bullion 
Vaults Worldwide 



FRB-PSI-2eoa41 .tEMorgm 
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J.P. 



Morgan’s Global Coal and Dry Bulk Freight Platform 


Morgan is a majtM’ partdpant m She intemaMcsal j^iystcaJ/TmaoK^ 
3i tfsfiing pro<f(jcte anti ri^-jnansgemenf solutions to its e^snstve 

ns of Bear Sleams in 2004 (cotTipleied Aptii 8. 2008) and the more 
led July 1, 201Q). J.P. Ktorgan has further enhatced its posifion » 
ilamationat coa! and fi^ht (Jenl tass ttirot^hCMl She 

■mptisccJ of 10 professionaJs a develcpmen! presence 


Morgan coal franchiss 


of RBS Sempra 
Firm end is now (uiiy 


ye sxperiise and experience In all aspects 


FRB-PSI-200842 


J.RMfir'gart 




Ch»Fl> r 


as, Taitar rade feua , 
d»!terorVpy^&, 
contracts - 


Trads spread or 
individual of all dry 
bulk routes 


a J.P- Morgan Tra<^ 
sj J.P. Morg^ 


regulated by the FSA 


)A contract referencing “Sub Annex I' 


J.PMorgan 


FRB-PSi-2O0843 
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Our client franchise spans the corporate and financial spectrum - from 
commodities producers and consumers to diversified asset 


Refiners A Proi 
Energy 
' Base A 


hedqs Funds A CTAs 
Macro investors 
* T echnical funds 


Sovereigns 
« Centra! Banks 
' Govemmenl 
Investment 
« Supemationats 


Physical Traders 
* Physical merchants 
Physical trade houses 


Brokers and Banks 
' Proprielary trading desks 
' Third party brokers 
* Rctgional banks 


road, rail, shipcMng 
Utilities: power, gas, oil, emissions 
Industrials; feedstocks, light & heat 


FRB-PSI-2Q0844 


j;EMorgan 
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Our focus on buiiding a client franchise was recognized in Greenwich 




M»;rAU5 Mlfhc ' 

iCorpOi itt 




ENERGY* 1'-ioMuKiP.n€t?.«»'o i 'n OIC Dun,* i 
ates of tre.ponaortlM 


Associates’ most recent Energy & Metals Corporate Derivative Suffeys 


Note: 20t1was 
jnSiol stsjvey, prsof 
periwi (Mmparison 

no! avs!lB!>!e 


Market Penetration; JPM has a dominant position in ovcrai! disnt 
penetration at 61%: impressively, over half of our dients iftdicate we 
are a “lop 3“ dealer {53%) and 2S% Indicate we are their Lead dealer, 
more than double any of our comjwlitcra 

Quality: We have market- leading clieift service as well, with a 
significant #1 rartt in the in Greenwich’s '’Q.iJBiity’’ Index 

Strategic Rotationships; Ranked H2 (befilnd a nitrhe player) in 
accounts that would consider JPM for strategic OTC transactions 

Sales Coverage: JPM rated 1st in voles Indicating the GCG 
satespcfson was a “top 3" or “best" coverage provider. 


Market Penetration: In addition to our !op^|^tic^^^vera(); dient ' 
penetration {at 41%). JPM leads kidicalir^ we 

ara a "top 3’’ deeler (32%) aio' 

Quality: JPM tied for #1 index, which 

snccKTipasses sales sup^rt, traoin^^ps^fies, and back office 

Strategic Relationship^^arsked accounts that would consider 

JPM for straie^^g tr^tectiona^^ horn 4tii in 2009 


: JPM tisi^or tst in votes indicating the GCG 
s "top S&versge provider. 


Sales Coves 
salesperson' 


FRB-PSi-2<K)845 


J-fiMorgiUi 
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hy^iMfx^^kfriPrt\ioltf*WLL '* , • ’ s-/ 


sv Index linked or with em 
9 Delivery at fnine 


® Delivery to a r^'.ery 


"'O' 


(subject to jurisdicBon and terms) 


may be possible de^jefKiing orr trade specifics (e.g. grain or dore) 


r term off-take agreements 


* Contract Kp«ciHt;s such as iiirisdlcUon, <}uality, larin elc will 
bB subjaoi to complioncs arid uivdit approvai 


FRB-PSI-200847 
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thrmdsr ttquid out o' ail { ic pree^ it rn 'd!>i 


1 -4 year - She' most liquid time buckets " ■ ^ 

5-7 years - Siquidity is more constrained due to infrequent activi! 



; 8-10+ years liquidity is more constrained again 

5? Given tfie contraction in the global GoW 
market from the Producer sector on the 
However, JP Morgan as a market 
Gold derivatives portfolio that aff^^us the^ilil 

W 


The Gold Spot Market is' 


Aver% last 12 


■x We estimate 


^verl|^ last 12 years, activity in the Gold forward 
5 debased (ex project finarms related trades), 
i^^he Gold market has an active and mature 
feffecUvely exectJte and manage large-scale 


oz goes through Uie OTC Gold spot market each day 


ffls Aoproximatef^^^tek^licoes through COMEX 

IB We coirid execute up to 1mio oz over 1 day on a active trading day; 5m(o oz over 

appr®imateiy^/e^ 

cona^nent Is where liquidity can become an issue on the eel! side given historical low ' 


E.g, 1^0 02 per year out 5 yre (5mio oz total) would take approximately 2-3 weeks to execute due to 
^l^ialPwdrd component of the risk 

FRB-PSI-2O0848 J.EMorgai'i 
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The Copper Market 


Cash to 18mths - the most liquid time buckets 
-IT IBmtbs to 4 years - liquidity Is more constrained 
ss 4-7 years liquidity is more constrained again 

¥ jp Morgan has considerable experience 
having executed some of die largest hedge’ 

i Volumes; 

Most of the volume goes throu] 

On a nonnal volume da^^^woi 


O 


a high volume 

orward compone^^wf^^j 
1 0OK 

a 



base metals market, 


300-500K metric tonnes to go through the 3M 

On a high volume day'^fe^vy^S expe^ around 750K-1m1o metric tonnes to go through the 3M 
The Forward componen^^'lf^Jiqujdlty can become an issue 

;h E.g. 1 0OK out 3 years would take approximately 1 week to execute 


FRB-PSi-2tS0849 


vIPMoi’gan 
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Execution 




. Marc Shan ever before, the careW selecSion of the right counterparty {wttfi suff 
in liandiing large cominociity trzsnsactojrra, and gSot^ reach to source 
iiTiportan! factors in ihe soccsss d tetge commafity hedging programs 

i Important considerations in Wie selectbn of the hedgirrg counletparty 
The recent financial crisis has signilicantty affetrt^ the 
waretiouse commodity marhei risk and raising amesrns 
•>! A number of traditions! pure investment faaikir^ plaj®rs^ 
costs significantly (higher funding costs uiUmataly 
n There are few participants tliat have ogserience in 
the execution pcorly leadmg to undesirable 
Si There are (sw houses wth sirfRcient 
to create significant liquidrty outside the ex( 


ist Cijoosirtg ttse wrong tnatlicxl erf 
if! Allowing experienced pla; 

program movirrg the price 
ra Lo(.tkir>g'"!n poor 
m Not being able to 



ibility to warohoL 
iGthod of execution . 





players in the industry, reducing their ability to 
efients 

funding sources dry-tjp, w^ich has increased their funding 
prices on iied-ges) 
lodity hedging programs (an incxperiericed plsyer can handle 

reach <!o source interest on the otfier sice of the trade with dients) 



fery co^ and can yield undesirable results such as 
t to recognize that toere is a large program being executed, who can try to Tronf-rvin“ the 
the client 

to unnecessary "slippage’ 

voftrmes 

due to lack of speed - Ihe sfower (he program is executed the- greater the piobabirity that exiernal 
unfavourably 

loiit the ability to vrarehouse risk totemally: i.e. not a REAL markst-inaker in Gold, This “bBck-to-baddng” 
in-houso capabilities and can result 'm increased costs, higher visibility to the market (a 3rd party will need 
to inefficlenl execution 


FRB-PSI-200850 


J.E.Moi-g'an 
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Piranc.il ^trf'ngth 


AbiLtv to warehouse 
ribk 


Gtohni reach to source 
liquidity 


s J.P. Margan’s sfrong capftaiizatk 
credit risk as a counterp^ty for c 


iduces its 


it to warehouse more market price risk than 


e experience in executing large corrmrodity hedging 
can handle the execution poorly leading to 


d a number of large, complex siratEgic programs for voiurries that 
ivaiting liquidity on the exchanges, its abiilty to do so successfully 
rea<^ of dients as one of the largest oommodily franchises in 


^ are few players wifo suffident in-house trading flows and globel readt (to sourer 
jrest on the otha- side of the trade with clients) to create significant liquidity outside 
^changes 


sxP. Morgan adtvely looks to support clients beyond just the execution. We actively work 
with dients to prowde training, market colour, advise on operational issues, and 
ongoing valuations 


.vlI?M<3:rga.n 


FRB-PSi-2Q0851 
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M&A-R«latDd (e.g. deal 
nsonetisation/reslmcti. 


FRB-PSI-2a0852 


J.RMorgan 
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Page(s) 

Redacted By The 
Permanent Subcommittee 
on Investigations 


FRB-PSI-200853 - 856 
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Copper Zero Cost Collars 


J.P. Morgan 

Cash setBed monthly against the 
Can3-Cai15 ^ 

$6CD0permt ^ 

$■9225 per mt 


Buyer 

Expiry 

Periods 

Boijgiit Put Strike 
Said Cal! Strike 




Gail Strike 


Market Swap 


Put Strike 


FRB-PSl-220858 


J.EMorgan 
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L635 


commits \o deliver to JP. Morgan a fixed 
- tKcl’fjnqu, pioducer receives upfront pa^n^t^ 
present value of thn 


J.P. Morgan ad^«nces funds based on a p 
reserves. Allows for additlona! fi 


Loan payments are badtedl 
structure can reduce v 
offtake c 




on a monthly basis, 
jornmitted, based m the 


'-weigfifed assessment of client’s existing 
case of non-producing assets or assets 
tage. 

commodity production volumes. Hedge 
increasing debt capacity. JP. Morgan acting as 
credit enhancement for the producer. 


lead of project completion in exchange for .subsequent 
>dity. Structure can be used for brownfield and greenfield 
projects. 


fxor?ipo^nt of bid price in asset acquisition finance or M&A deals by making 
^ts contingent upon upward market movements in the commodity underlying, 
^entialiy avoids over-paying for asset if market subsequently fails. 


FRB-PS}-2fl0861 
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Page(s) 

Redacted By The 
Permanent Subcommittee 
on Investigations 


FRB-PSI-200862 - 863 
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Natalie Censor! 
Metals f 



JP Morgan Commodity Group Contacts 

Kevin Roberts 

Global Head of Metals Sales 

|< e vi ri . d ,,ro b e ids (g) i prnor, 9 >?n_,cprn 
+44 {0) 207 777 3485 

Georges Tijbosch 
Co-Head Energy Sales Europe 

+44 (0) 207 777 4005 


FRB-PSI-2Q0865 


J.EMorgan 
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From: Jennifer Gallagher [mailto:jennifer.c.ga!lagher@frt).gov] 
Sent: Tuesday, October 28, 2014 1:12 PM 
To: Bean, Elise (HSGAC) 

Subject: RE: Outstanding requests 


With respect to the copper question, the Federal Reserve is not bound by the OCC's definition of 
"bullion" for purposes of the National Bank Act, but section 225.28{b)(8)(iii) of the Federal Reserve's 
Regulation Y allows BHCs to buy, sell, and store gold, silver, palladium, platinum, and copper as 
activities closely related to banking. Under the Federal Reserve's regulations copper is treated 
similarly to gold in the hands of bank holding companies. Since copper can be held under this 
separate authority, rather than complementary authority or section 4(o) authority, holdings of 
copper would not need to be counted by a financial holding company towards the 5% 
complementary limit or the section 4{o) limit on grandfathered activities. 


Redacted By 

Permanent Subcommittee on Investigations 


Permanent Subcommittee on Investigations 


EXHIBIT #81 
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From: Ross, Steven f mallto:sross(aAKINGUMP.COM1 
Sent: Thursday, October 23, 2014 5:29 PM 
To: Bean, Elise (HSGAC) 

Cc: Prober, Raphael; Greer, Megan 

Subject: Response to your question from earlier today 


In response to your earlier email seeking clarification regarding legal entities. JPMorgan 
conducts the majority of its base metal trading through the Bank and also through a UK sub of 
the Bank, J.P .Morgan Securities pic., which is a Category 1 ring dealer on the LME. There is 
also a small amount of activity through JPMorgan Ventures Energy Corp. 

• The Bank engages in OTC derivatives with clients and holds warrants as hedges; 

■ J.P.Morgan Securities pic. as a ring-dealing member, is a market-maker on the LME. 

The metals desk employees are employed by the Bank or by J.P.Morgan Securities pic. They 
are empowered to act for other legal entities within the JPM group through service 
agreements that are in place between entities and through “dual-hatting” arrangements, 
whereby individuals can be officers of more than one legal entity in the group. 

Steve Ross 
Akin Gump 


The information contained in this e-mail message is intended only for the personal and 
confidential use of the recipient(s) named above. If you have received this communication in 
error, please notify us immediately by e-mail, and delete the original message. 


Permanent Subcommittee on Investigations 


EXHIBIT #82 


PSI-JPMorgan-16-000001 
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Akin Gump 

STRAUSS HAUER & FELD LLP 


STEVEN R. ROSS 
202.ee7.4343/fax: 202 B87 4268 
sross^akingurnp.com 


Ociohcr.^ 1.2014 


VIA HAND DELIVERY 


The Honorable Carl Levin 
Chairman 

Permanent Subcommittee on Invc.stigations 

Committee on Homeland Security & Government Affairs 

United Stales Senate 

Russell Senate Office Building, SR-iy9 

Wa,shington, DC 20510 

lit-: .IPMor^an Cluise it Co 's Rcspoii.wx to l-'oUow-Up Questions 
Dear Chairman Levin: 

On Irchaif of JPMorgan Chase & Co (“J.P.Morgan”), 1 write in connection with your 
questionniiirc dated January II, 2013 regarding physiciil commodities. This submission includes 
further informtition and documents responsive (o the additional que.siions posed by your staff on 
October 13, 2014. As discussed with your staff, J.P.Morgan is working to provide the Inilance of 
the foilow-up information requested. In addition, J.P.Morgan is compiling the relevant trade 
records referenced below and will submit those to the Subcommittee next week. J.P.Morgan’s 
re.sponse to the specific question below is as follows; 

Question IS: Please confirm that JPMorgan purchased approximately $1.5 billion of physical 
copper in late 2011). If so, plca.se provide details regarding the position, including the purpo.se 
and the tonnes involved.' 

Response: J.P.Morgan’s positions generally (with re.spcct to copper and other mctiils as well) are 
driven by its customer business, which includes, amongst others, commodity trading -advi.sors 
(“CTAs"), investor clients, and producers/consuincrs of metal. With respect to J.P.Morgan’s 
metals positions in 2010, a large portion of lhc.se positions were attributable to the fact that its 
clients (particularly CTAs and investor clients) generally had long position.s, did not want to take 
physical delivery of the metal as those pasilions became due, and .so were looking to roll those 


' And aJUitional related iiifurmatinn requested by Siilicommittee stalT in subsequent eonversntiiins. 
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positions forward. As a result, clients lent (i.c. sold and then entered into forward contracts to 
repurchase) their metal to J.P.Morgan, which left J.P.Morgan long inventory and short forwards. 
J.P.Morgan could, in turn, either lend the metal to the market or take it up and pay warchou.se 
rent for the metal. This is consistent with J.P.Morgan ’s role as markct-niiiker, liquidity provider, 
and financial intermediary. 

We believe that J.P.Morgan’s copper warrant positions in December 2010 tire consistent 
with this gcncrtil framework. While these trades were sevcrtil years ago and the J.P.Morgan 
traders thus do not have specific recollections of the individutil trades. J.P.Morgan has reviewed 
the contemporaneous trade data to determine the following; in late 2010, J.P.Morgan’s copper 
warrant position on the LME reflected its ongoing and .sustained trading activity, including trades 
involving more thtin 50 different J.P.Morgan clients. The trade data does not appear to support 
the theory that J.P.Morgan’s copper warrant position was the result of a single large trade. 

As detailed in the charts below," in early December 2010, J.P.Morgtin’s copper inventory 
(meaning all copper inventory owned by J.P.Morgan, most of which was on warrant) ranged 
from approximately 198,000 metric tonnes to 213,000 metric tonnes. At this lime, official LME 
copper warrants were approximately 350,000 metric tonnes.' Thus. J.P.Morgan’s total copper 
book included cash/warrants of tipproximately 57% to 61% of LME copper warrants.' Of 
cour.se, LME copper is but one portion of the global copper market. 


' J.P.Morgan has included data ticyond that of Dcecinher 2010 in order to present a fuller view of 
its total copper inventory during this time period. In addition, the daily values of J.l’.Morgan’s copper 
inventory, as determined at the close of business in New York, are included in the enclosed ch.irt, which 
has been marked as JPM-COMM-PSI (llltl(164 to JPM-COMM-P,SI-(llX)t)66. It is also important to note, 
regarding this daily data, that LMl; trading activity frequently eliistcrs around the third Wednesday of the 
month (the “monthly prompt dale"). These diites. .such as Novemltcr 17, 2(110 and December 15, 201(1, 
generally arc amalgamations of hundreds or more client-driven trades on the LME, 

' Just like LME members' |xtsilioiLs change from ihiy-to-diiy, the total inventory of LME copper 
frequently fluctuates. For instance, according to public re|>orls, llic amount of LME eop|jcr had decreased 
from approximately 550,000 metric tonnes in Februiiry 2010 to approximately 3.50,000 metric tonnes ten 
months later. See Ctirolyn Cui & Dan Fitziwtrick. “Big Bank Silting On A Big Pile Of Copper.” Wai.I. 
StreetJourNaI,, Dec. 7. 2010. 

^ Exiicl figures would of c-ourse depend on the precise amount of LME atppcr warrants on a 
given day. 

' Around the end of 2010, refined coiqrcr global prmiuclion was repttrledly approximately 18 
million metric tonnes per annum and global slocks were 2.5 million metric tonnes. Thus, J.P.Morgan 
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In the Rrst chart, we have provided J.P.Morgan's total copper inventor>’, by day, in 
addition to its net copper position, which rcprcscnt.s the della between .I.P.Morgaii’s long 
inventory and .short forwards. 



The second chart details more fully the blue line above, showing J.P.Moigan's net copper 
position. As you can sec, during the December 2010 timeframe the Subcommittee SialTha.s 
asked about, ].P.Morgan’.s net copper position ranged from short 50 metric tonnes to long 10.875 
metric tonnes. 


holding even 61% of LME copper warrants on a particular day would have been equivalent to 
approximately 9% of global copper stocks and approximately 1% of refined copper global production. 
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It is not unusual lor entities to hold large positions of l-ME metals as part of their overall 
portfolios, and the LME has rules addressing concentrated holdings to ensure that these holdings 
are made available to the market at mandated borrowing rates, thereby avoiding any possibility 
of a supply squeeze. In 2010. there were more than 600 instances of this so-called “Lending 
Guidance,” which occurs svhen a member or client holds 50% or more of the warrants and/or 
cash in relation to stocks.'’ In accordance with these guidelines, because J.P.Morgan's wan-ant 
position in late 2010 was slightly greater than 50% of I,,N4E copper warrants, it quickly made 
plans to sell a portion of this metal back to the market. This was accomplished on December 1 5, 
2010, when J.P.Morgan delivered copper back to the market and .I.P.Morgan’s inventory 


*The LME also confinned in early December 2010 that the recent copper market activity ivas 
"not unusual." At that time, LME head of compliance Dianmiid O’llcgarty svas quoted as .saying. “The 
LME has noted recent coinment.s about the current circumstances in the copper market. Such 
circumstances are not unusual and the exchange ks e.vcrcising its well established procediirc.s lor 
maintaining an orderly market,” .See l.,oiiisc Armitsicad & Rowena Mason, “JP Morgan revealed as 
mystery' trader that bought £ 1 bn-wortli of copper on LME,”Tin-;Tl';i.EORAl>H, Dee. 4, 2010. According to 
that same article, Mr. O’Megarty "added that large trades were not a cause for concern because the 
market’s rules dictate that holdcre have to lend out a proportion of tlieir stock to ensure ii smooth .supply of 
the metal." See Ut 
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decreased to 56.01)0 mclric Iniines. Accordingly, J.I’.Mnrgan's lolal c-op|icr inveniory reduced lo 
roughly 16% of l.MH copjier warrants al lhar lime.' 

Finally, we note lira! ,l,P.Morgaii's copper htrldings iliiring Ihi.s lirncrraine, and at all other 
limes, were related to its customer biisines.s and not lo the Ihcn-propo.sed ,1PM Xl'^''' Physical 
Copper Trust (the “Copjier ETl'"), As discussed with .SubcoinmiUcc .sltdT, ,l.P.Morg;m look.s 
forward to providing a telephone briefing on ibis .sidrjccl ne.sl week. 

As we have also discussed with Subconimillec staff. J.P.Morgan currciilly has no plans in 
biuiich the Copper HTF in the foreseetible future. However, even if the Copper li TF were lo 
launch, it would have nothing lo do with J.P.Morgan's trading books related lo its cuslnnier 
busine,s.s. 


Redacted By 


Permanent Subcommittee on 


Investigations 


Plea.se let me know if you have any r|ueslioas. 

.Sincerely. 

Sleven U. Ross 

Counsel for JPMorgan Chase & Co 


cc; The Honorable .lohn McC ain. Ranking Member 


Again, this is measured again.sl an appro.xiinale .t.stl.notl melrie tonnes o! I.MF copper stock. 


PSI-JPMorgan-18-000005 



1648 


Daily Copper Inventory Owned by J.P.Morgan 
& J.P.Morgan Net Copper Position 


Date 

Inventory 
(metric tonnes) 

Delta 

(rnetric tonnes) 

i4-OcMQ 

142350 


15-OcMO 

bhheubii 

■■■KSSS 

18-Oct-lO 


(6{K)) 

20-0a40 


2,450 

21-Oct-lO 

193,275 

3,425 



1,200 

HHBESESSEI^ 

BHHEEEES3' 

3,400 

■HHEgggJQjl 

HHHIIBS 

3,42S 

i 27-Oct-lO 

179,475 



HBHGIQBi 

4,400 

iHHHEBSBSES 

■HBiSSEI 

800 

HHHBilSEESEQi 


6.375 

HHHEEISS3 

■■■[[BSSSI 

5,200 

1 4*Nov-10 

■■BSI 

5,975 

lllllllllll^^ 

167,000 

2,925 


167,000 

2,575 



5,825 

1 lO-Nov-lO 

145,000 

1,875 

jHHKBEE&Eil 

144,000 

3,700 



5,500 


ihhkssesei 

■■■EQI 

HHHKSSESSIS 


2,400 1 

■hkbbese&i 

189,000 


HBHKESIS^I 

193,000 

■■■EJSI 

HHBEEBZEBE!!] 


5,950 



5,825 

hhhe&^sb 

l■■■QSESEI 

5,275 


195,000 

8,575 

■■■EBBEEI 


8,025 



6,725 

IHHES&EBB!] 

{■HKOBI 

l■■■■S2Ei 


198,000 

7.425 

l-DeC'lO 

203.000 

(SOI 

2-Dec-lO 


■■■■EEEE3 

3-Dec-lO 

lHli^K^sE3 

6.825 

6-Dec-lO 

205,000 

6,625 

7-Dec*10 

201,000 

4,825 

8-Dec-lO 


7,025 

9-Dec-lO 

199,000 

9,000 

iTiyi"!iyr 

198,000 

9,950 

13-Dec-lO 

IBHBEEl^Sl 

10,000 

14-Dec-lQ 


^mniiifiiiiii^j^j^ 

15-Dec-lO 

56,000 

9,250 

16-Dec-lO 

50,000 

7,050 

17-DeC'lO 


7,375 


1 58,000 

9,150 
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Date 

Inventory 

Delta 

{metric tonnes) 

{metric tonnes) 

21-Dec-lO 

HHIE£SSI 

9^225 

22-Dec-lO 

66.000 

7,825 

23-Oec-lO 

63,0)0 

HHHESsEI 



6,000 

27-Dec-lO 

62,000 

6,150 

2S-Dec-10 

6J.000 

6,375 

29-Dec-lO 

IIIIIIIIIIIIIIIIIIIIIIII^II^^J 

4,000 

30-Dec-lO 

66,000 

5.125 

gli'l'itl'Jlil*! 


5,125 

1 4-Jan-lI 

79,000 


■■■IIIIIQQQ] 


5,000 

6‘Jan-lI 

72,000 

6,300 

7-jan-ll 

60,000 

7,375 

10-Jan-il 

83,000 

2,750 

lllllllllll^^ 

83,000 

6,900 

1 12-ian-ll 

83,000 

9,900 

■■■KEQQQ] 

83,000 

7,300 

■■■BSH!] 

77,000 

6,700 

HHHHEEBESSB 

78,000 

7,600 

i^hbubss 

HHHESE3 


■■■BIB 


7,450 

20-ian.ll 

130.000 

7,950 

21-i3n-ll 

128,000 

7,850 

■■■ESSiSS 

128,000 

8,900 

t 25*ian-il 

123,000 

2,750 

■■■I^&EEI 

126,000 

4,975 

■■■■BSI 


4.900 



9,950 

■■KEBESSB 

i■■■EESEEEI 


■■■■ssiss 

144,000 

■■■■SEi 

2-Feb-li 

146,000 

6,750 

3-Feb-n 


9,225 

4-Feb'U 

181,000 

10,350 

7-Feb-n 

181,000 

10,225 

8'Fob-ll 

177,000 

6.875 

9-Feb*ll 

175.000 

750 




■■■OgglSB 

{■■■ESSSI 

2,675 

■■KBSEQ 

IIHBlSi 

11,750 

1 15-Feb-ll 

149,000 

10,100 


[■■■lISJEliSl 

13.125 

■■■KSSSSi] 

iIHHBSI 

4.625 

■■■EBQ53S] 

IHHHBiSs&Si 

4.000 

1 21-Fcb-ll 

limiiifiQgjjuQ 

100 



4,925 

23-Feb-ll 

185,000 

6.950 

24-Feb-Xl 


6,625 



6,725 

1 28-Feb-ll 

138,000 

7,350 
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Date 

Inventory 

Delta 

(metric tonnes) 

(metric tonnes) 

miHilllEEIS&S 

■■HBISI 

3.325 


HHHSiSSSi 

6,025 

HHHBSSS! 

HHKIBSI3 

4,925 

IHHHESiElSS 

HHHESSSSI 

5,550 

i 7-Mar-ll 

181,000 

2,175 


187,000 


HBBKBSIBB 

BHHgQI 


IHBBSSSSSES 

HBHBSiBI 



HHHEEQBI 



134,000 

3.025 i 

HHHEBESilBI! 

136,000 


■■■QBiSi 

171,000 


■■■mQ 


4,250 


185,000 

3,575 


182,000 

4,125 

1 23-Mar*il 

HHBE0SS!!l 

6.825 

HHHSBSSSS 



IIHHIIIIII^BSSSSEO 

imBEBi 

2,650 

HHEISEEEQ 



1 29-Mar-il 

204,000 

(3.925) 

HHIEISSS!! 

202,000 



PSl-JPMorgan-1 8-OOOOOB 

JPM-COMM-PSI-OOOOS6 
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12 U.S.C. 24(7) 

o 


CoinptroJIer of the Currency 
Administrator of National Banks 


Washington, D.C. 20219 
Hay 2 , 1991 


Interpretive Letter No. 553 
May 1991 


Mr. Frank J. Murphy, Jr. 

Vice President and Associate Legal Counsel 
HCNB Corporation 
Charlotte, NC 28255 

Dear Mr. Murphy: 

This responds to your operating subsidiary notice indicating that 
NCHB National Bank of North Carolina wishes, through an operating 
subsidiary, to engage in brokerage of gold, silver, and platinum 
coins and bullion. For the reasons given below, we have 
determined that this activity is permissible. 

National banks have express authority to buy and sell "coin and 
bullion". 12 U.S.C. § 24(7). In the past, the OCC has permitted 
national banks to buy and sell, as agent for customers and for 
the bank*s own account, gold, silver, and platinum coins, and 
gold and silver bullion. We have not permitted national banks to 
buy and sell platinum in bullion form because platiniiin was not 
widely used in making legal -tender coins and so was not generally 
regarded as "bullion". Recently, however, several countries have 
introduced platinum coins. Although most dictionary definitions 
of "bullion" continue to mention gold and silver only, the term 
"bullion" is frequently used in financial reporting to describe 
platinum coins and bars/ Nearly all courts called upon to 
define "bullion" have defined it as "gold or silver intended to 
be coined". However, none of these cases directly addressed the 
possibility that other precious metals could also be bullion. 
Further, numerous state statutes refer to platinum bullion, and 
at least one explicitly defines "bullion" to include platinum. 
Statutory definitions of "precious metals" generally include 
platinum as well as gold and silver. 

These authorities indicate that the scope of the term "bullion" 
has expanded, and that it should now be read to include platinum 


See , e.g. , Wall St. J. , November 17, 1988, at CIS; N.Y, 
Times, September 11, 1988, at 66? Wall St. J., August 22, 1988, 
at 23? N.Y. Times, May 19, 1987, at D14. 
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as well as gold and silver. Trading in platinum bullion is 
therefore within banks' express power to buy and sell bullion. 
Alternatively, trading in platinum bullion can be viewed as 
functionally equivalent' to trading in platinum coins (since 
both forms of platinum trade based on the value of the underlying 
metal) , and therefore incidental to banks' express power to trade 
in coins. You may, therefore, proceed with your proposal. 


Sincerely, 



Senior Deputy Comptroller 


^Ih H S M Leasing Com, v. Seattle First national Bank . 563 
F.2d 1377 (9th Cir. 1977), cert, denied . 436 U.S. 956 (1978), the 
court found that the leasing of personal property is Incidental 
to the business of banking under the Arnold Tours test because a 
property lease is "functionally interchangeable" with a loan of 
money secured by the leased property. 563 F.2d at 1383. 


PSI-OCC-01-000113 
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Comptfoltar of #10! Currenoy 
Adml nlsttittBr of- Motional Baik» 

Washinotom DC 20219 


Sayaiiste 14, ■1995 


12 V.S. C. ’24(7)5 
ll llS^C. 2406 


UOapritive tet^r Ma, 03 
Pecaiier J05 


fe: Natiplifl Bstk May Buy arid ^1 Copper Pnfsuant to 12 U.S.C. i llfSevenBi) 


This U «t reply ib your teeter requesting that the OCC cooimn your opinion that 

(" a wholly-owasd Operating subsidiary of ,may expand 

its activities to iistude buying and selling copper (aitsuant to a national bank's express authority 
to btty and Sell “coin and bullion' under the Natiotial Bank Act.' For the reMcms set fonlt 
lidaW, ft & Our View that 12 ti.S.C. | 24<Sevenlh) authorizes a nadonal bank to taiy and sell 
coppH under this entimerated povterand as pan of orincidenQl lo the business of banUng. iPor 
the teasons discussed below, the OCC cbncludes that 'it illegally' petmisrible for uational banks 
to buy and sell eopper and conduct ftaancial derivarives activities with rtgaid to the underlyitig 
commodity? 

X SfckErOUnd 

is! currerily puykg and selling gold.: rilvef, platinuin, and psdladium. You indicate Aat 
this business is conducted in confonnity with written policies and procedures, and in arCvirdanec 
with ^tablishted rhktet practices and regulations relating to these metals. The conipany wivtiL'S 


' ^ 12 TJ:S.C, I Z4<ScveBih), 

* We address Bnanoial derivatives transactions iri this response because yOU Indicaie that 
will en^ge in hedging activities with copper. 
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10 add copper to its iiKtals a^vities, and juaifies dib on sevenl gnmnds. 

The fiist is that their established policies, practices, procedures and experiences in dealing with 
precious metals gives them the expertise oecessaiy to buy and sell copper. Secondly, 
notes that there is an increasing similarity between traiKactfons involvit^ co(^ and those 
BansKtions already being conducted by n^nal banks with reflect to gold, tUver, ptadnum, 
ami palladium ('GSP&P*). There is also a similarity between the policies, n^xxis and 
procedures already administered by with respect to iB GSP&F transactions and those 
required for the idminisiration of copper transactions. perceives an expanding need from 

Imsiness and indumy, including their existing customer bate, for a reliable smirce of supply and 
rmandng of refuted copper and use of copper as a vehicle fm hedging maita risk. Finally, 
believes the benefit in Offering a product to the comnumiQr which b appropriate^ offer^ 
by a bank subsidiary experienced in metals transactions will enhance ‘s competitive 
position in relation to non-bank metals dealers. 

A national bank may engage in activity pursuant to 12 U.S.C. { 24(Seventh) if the activity is 
pan of or incidental to the business of banking. The OCC previously has concludol that 
national banks have authority to buy and sell, as agent for customers and for the bank's own 
account, gold, silver, platinum and palladium coins and bullion pursuaiK to the enumerated 
power in 12 U.S.C. § 24(Seventh) to buy and sell "exchange, com, and bullion.’’ 

A. Enumerated Power to Buy and Sell Coin and Bullion 

Paragraph Seventh of 12 U.S.C. § 24, authorizing the purchase and sale of ’coin and bolHon*. 
does not deflm the terms. While the seaion does not specify that copper may be bewghi and 
sold under this enumerated power, neither does it place a limitation on the types of metals that 
constitute coin and bullion. 

The OCC has previously concluded that the term 'bullion' includes uncoined gold and stiver in 
bar or ingot form, consistent with the first dictionary dcfniition of the term "bullion" as "gold 
or silver considered as so much metal." Ss Banking Circular 58 (Rev.KNovember 3. 198li 
(‘BC-58"). This circular also defines the term "coin" as coins held for tbeir metallic value 
which are minted by a government, or exact resirikes of such coins mimed at a later date hy or 
under the authority of the issuing government. Tbc OCC has cotKluded that the leim 'hutliiin' 


’ Interpretive Letter Ko. 553 (May 2, 1991), reprinted in [1990-1991 Transfer Binder! KcJ 
Banking L. Rep. (CCH) 1 83,300; see also Inteiprelivc Letter No. 648 (May 4, 1994), reprintyvl 
IE [1994 Transfer Binder] Fed. Banking L, Rep. (<XH) 1 83,557. 

‘ Webster's Ninth New Collegiate Dictionarv 186 (1986). SSE llS U.S. Depanmem oi 
Interior Bureau of Mines, A Dictionary of Mining. Mineral, and Related Terms 150 ( lUMt 
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iho includes pUtinum’ mi piUadkm.* Thb coodusioa w*» luj^xKted by sevenl 
considemi<w: mukct dcveioiHaerai Uicaling ttai pIstfaBun «nl ptOidtuiD were pan of ite 
Iwtiton baiddog Buttoet, she sjsher cwranon dictionary ^fioition of ‘twllicm' as ■meal In a» 
mass', the raiming of ptathuia and jaMtan coins,’ anJ die fact dat »ffle ntie law defUMB 
of 'precious metal* induded piainum palladhiin. In re«diiag she conclusion that 'taillmn' 
enosHopawi platinum aid palladium, the OCC iodicaied that other metals also may be 
chamterired as bollton. 


One of ttie defimtkms trf bdlk>D is 'natal in the naa.** Anodier (fefiattkia is 'tpiantWes of 
gold, silver or co;^ coins wlwn measured by weight." Odier r&tionsy definhiocB ofbullioa 
meatkm gold, silver, or the term 'precious metal.*'* A sauabcr of stale laws now include 
ctqiper in thcu stmutory dermitiom of ‘precious metals'”, and al least ooe state statute 
explhdtly tdeis to ct^ipm' in builkm fcem.” 


’ buerprelive Letter No. S33, fiijQ. 

* Interpretive Letter No. 683 (July 28. 1995>. reprinted in [1994-1995 Tramfer Binder) Fed. 
Batdcing L. Rep. (CCH) 1 83.631. 

’ Oxford English Dktionarv 1170 (Compact ed. 1971). The etymology of the word 
'laillltwi' indicates a coimeeiion between bullion and the minting irf currency. Consittere with 
the ‘metal iu the mass' definition is die descripiioa in The Meuts Handboofc 6 (8ih ed. 1961) 
of d» American Socieiy for Metab, stating that bullion b; ‘(1) A semirefiiicd alloy containing 
sufTiciem (»ecious tneial to make recovery proruable. (2) Refined goW or silver, uncoined.* 

' WdBter'l Third New iMematio nal Dictionafv 294 (1971). Sse Charles J. Woelfel. 
Illti2KlipPia.20Jai*.m 35 (1994); Charles J. Woclfel, EncydfflSlkSlJJaiiMlS anlJB^ 

160 noth ed, 1994). 

* F. B, Ptsrry, A Pi aioreifv of Ba nking 4l (2d ed, 1983) 

Se£. Thomas P. Fifc*. Picti onaiY Of BaiAini! Tetms (2d od. 1990), dctincs builuai js 
•gold or Other precious metals in bat or com foim * 5SS ilifl American Bankers Associaihm. 
Batdaire TctroinQloev 46 (3d ed. 1989), which defines bullion u 'unnimied precious pwi-jls 
suitable for coining.* 

" SfiE. ex. An. Rev. Sui. Ann. § 44-1801(14X1994); Cal. Corp. Code | 29515 iWcm 
1995); Cok) Rev, Sat. § ll-53-103(13>(1994); (ja. Code Ann, } 10-5A-l(l2Kl994i: ldjb.t 
Code. § 30-1501(1994); Did. Code Arm. § 23-2-6-15 (Bures 1994). Mont. Cede Atm. § .ill lU- 
103 (1994); Ni*. Rev Slat. § 8-1713 (1994); Nev. Rev, Slat. Arm. | 91. 140 (1993); Or Rev 
Sat. 5 645.020 (1994); Uah Code Ann. § 61-1-13 (1994). 

” Nev. Rev, Sta. Atm. 5 519,080 (1993). 
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Tbe OiU suppraM tbe OCCs c^Kchaion with reqiect a plMbiini sod pttladiinii 

goietally techukw of ashler w^iln the and buUloo aothorty of okk^ haidcs. 

lUx pteism and (mlladRnn, has been used to ntmt t^al-teider IIk Uotel 
States, China and Britain lave issued copper coins.'' AdditionaUy, copper, Iflx ptatusooi and 
laltadium. is bought and sold as metal in a mass standardised as to sveighi and puriQr.'* 
"s ernmaem increasingty expect m be able m ei^p m tbe range of in«^ 
tnmtKtMm ftotn a reii^le source of supply and ftnaocii^, and a mioiba' of stile laws now 
define tbe tenn ‘precioia metal* to tnchide copper. At cme aa» swne itefines 'coins* 
to itKhKfe inoiwti^ buUkm or o^r ftnms of money inHSsfit»ed bom gold, silver, ptatirum, 
paliadium or other such metals.'' Based on the foregoing, it is teasonible to ctmchide that the 
tmdBng and dealii% of ct^per a encompassed within the enumerated power of natiotal banks to 
buy and sell coin and bullion. 

fi. ftisiness of B anking 


The bask framework that governs the powers and permissible actrvkks of national badcs was. 
at last, resolved in a clear fashion by the Supreme Court’s recent dechiem h KMiwtsBatde v. 
Variable Annuity life Insu rance Co. i'VAlJC*! . 1 IS S.Cl. 810 fl995V Tbe onuunKW Court 
heU thd dM 'business of banking* which is authenized to banks in the Hatkml Baidt Act 
('Act'), 12 U.S.C. S 24fSeven(h). is not limited to those activities and powos expressly 
enumerated in the statute. Rather, the Court found that the business of bardcing is an expansive 
oimcein ark that the powers emunerated in the Act are merely iltustmive. Tbe Court’s dc£isk>n 
al% rea^timed that Coutu shmild accoid deference to reasoned deciskns by the OCC 
interpreting the powers of national lankt. 


In deciding whether a particular activity is pan of or incidenQil to the business of banking and 
therefore within the OCCs discretkn to permit, H is helpful to apply tbe criteria which VALIC 
and prior cases have used in nukiiy such dei»QiinaiioRS. The factors may be fiamed in the 
form of questtoos; (1) Is tbe aotviiy a cotaemporary fUnctiotul equival»H or kgica] outgrowth 
of a recognized banking function? (7) Does the activity benefit cusimneis and/or strengthen the 
bank? (3) Are i.he risks of tbe activity simitar to tbe type of risks already assumed by banks'”* 


SttC, Krause, 


; (20th ed. 1993) 


“ A two petreni tolerance is allowed on the contract weight when delivering with tenlemna 
on d* delivered weight. A copper contract may be in the form of wir^rs or cathodes K«h 
with set standard dimeitsiotB for delivery and a specific type of copps. Brackoibury. Itoli'b! 

; 24-25 (1976). 


** Sk Colo. Comm. Code | 39-26- 102(1994), 

“ ge nera II y Julie L WilRams & Mark P. Jacobsen. TheBusroeaof&mfcing, LsA int 

t o tire Funge . 50 The Btsims Lawyer 783. 783-785 (1995) (cxplalM^ the VAUC cjv jnJ 
tlw evolraion of the 'business of banking* concept). 


PSl-OCC 01«»0i3« 
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AfRnnative reposes to KKti ipieKima lead coBvircinsty to die CffiiCbnioo dat as Kthrity is 
ctiarxi^nzcd as pan of the busmess trf banlang in the evcdving fUBOckl mvto 
marketplace. The OCX brieves diat each cd these tiuee fagots is s^fied here. 

Fuse, the trading Ktivit^ wUch will conduct with respect to ct^jper are tocdtHany 
equlvateal Co the Indies activities h is ourently conducting with tes]ect to OSP&P. Cof^, 
tfoi^ with GSP<hP. is at^Uabte cm vartais comznodiiy excha^es for oamKhiom whh atid 
WKif^ the general ptdilk.'^ C^t^gier is legularty traded over the txmitcr, on the Lixitoi Metal 
Eitthil^e (*LME’). and on the (X>MHX divisioa of the New Ytuk Mercantile Exchange 
CNYMEX"). As a r^t. co]^ prices are (bunl on recognized raaikets. Opli<»B for coj^ 
ate (jueued os the NYMEX, the LME. and in various cash matktss. Because ct^per is tjix^ 
atxi tratted on these eiKhanges, there is i wbsttntisl affiouis (rf tkpiidiiy for ft. The 
administracion and policies of relating to copper will be the same as feu cUIxr pcotioQS 
meuls 'll buys and sells. Additiosally. all capper transactions are (xoposed to be done with 
ippcoved veodors and only NYMEX aivl/or London acceptable brands will be aewpted. All 
Mpper will be smb)ected to the same testing criteria as CSP&P. 

iimmd, tSiying and seBfi^ copper will beiwflt 's cxistii^ customer base. 'i 
omonuirs hai« indicated their desire to obtain a id'iabic source of supply and ftnanang of 
refined copper. Buying and selling copper will allow to diversi^' (be types of metals that 
it can offet to its clients for financing, constgnmenc, and hedgii^. As a lesuli, *s 
customers will be offered an addiiioaal product from a bank sub^diary experienced in metals 
tranuctioiB and not have to go to numerous sources to supply their metal needs. will also 
be strei^tbeoed because it will be better lUe lo compete with non-bank metals dealers by 
offering a wider sclocdon of meuls. 

TMnl. the type of risk asneiated with iwyii^ and selling copper is similar to the risks 
currently manages in iu dealii^s with GSP&P. amicipates that its co{per iransactiom 

wilt coieBitute only a small percentage of die overall precious meuls business ^ will primarily 
be cuttomcT'driven. Because copper trading activities arc functionally equivalent to CSP&P 
cradiiig activities, wih be able to utilizB established precious metals policies approved. 

»uhofizcd, and regulaicd by the OCC in accordance with BC-58. 

KI-$8 sets forth general safety and soundness guiiklincs which naiioiial banks should implemert 
in ihetr conduct of coin and bullion activities. You indicate that follows l)w guid^e for 
in CSP&P transactions, and will do so with copperas well. It will subject the copper activities 
to the same general credit, lending, saiekeeping. accounting, and management standards for its 
other ptecious meuls rctivities. 


” Daniel Rappapcel. Ametfcan Metal 

Market, June 7, 1995, at lOA. 


PS-occ-oi-oQoi:^ 
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Tbc rids pmed in famocial (ferivtcives timmactiou faivc^vbtg ne abo of 

tbe ^iBned by mtkMm] baz^ in caiuxction (hdr doivati a^vitks in odKr 

BKOb. cuncMly oip^ in lodging activitiei inviriviog GSP&P fw its coaoam. 

Becawae die ftMrial derivative mn^ions that wffl engage fai with copper are ^imlar 
to the financial derivative activities isvedvinc GSPAP. will be d>le to utilke established 
policies devekiped in accordance with CXX: Banking Oroilar 277 (Octeto 27, 1993) 
(•K:-277-). 


BC-2n pfovUet gskUines banks to ^>pty tnconductiag their finwcial derivatives activttks 
in a safe and tcamd maima^. Tbe guidelities address senior maraganeM and board oveisigla, 
market risk maatgement, credit risk management, liquidity risk managonesa, opetalloM and 
^rstam ridt managmieM, legal Ismcs. and capital ulequacy. a»hits its 

financial derivative Kbvttks involving GS*dtP in accordance with BC-277, nd will (k> (he ssne 
with copper. 

Alihoagh the trading risks associated with copper and with GSP&P are simitar, eppper is 
dirferem from GSP&P in two ways. Co(^r is handled in larger q^iantitks than OSP^, and 
its prices ^id m be mote volatile than GSP&P prices. intends to atktpt several polkks 
aiKl priKixrb to addms the volatile price issue. It will «td>&sh smaller tt»lii^ timhs for 
copper than its existing precious metals trading lanhs. Inventories of copper wiU be matmined 
at minimum levels, the company retaining only enough to satisfy normal commercial donand. 
Hedging tramactkms involving copper wVI te balanced in lams of maturity and quamky. 
Opitom related to copper will be em(doyed only to offia commercial demand. And finally, 
will hire an experienced copper dealer who will lepott regularty to management. 

Because copper b normally handled in larger quantities than GSPAP, 's faciliiia for 
copper storage, sale, and (Ayskal delivery will be laiga those that lequircd for GSP&P. Tbe 
copper wiU be stored in CQMEX-approved warchentses for coppa that roea 's mairiiy 
requiremoits for precious metals. It will also be transported by approved armored tran^xm 
carriers. 

Based 00 tbe ^Mve stated reasons, buying and selling coppa b pan of or incidental to the 
businos of banking MKhmized ki 12 U.S .C. i24(Sevcinh), and ttuy buy and sell co^ 
and engage in financial daivasives activity involving copper in accordance with peninem safety 
and stwndnos gokletines. 

HI- CsffldisKn 

Ba^ (m the foie^oii^, it b my opinioa thu buyiog and seUii^ cr^^r and eonductit^ financol 
daivadve aoivitks are enc(mi{a»ed within the eoumerved auitority of a nannal tai& m I' 
U.S.C. S 24(&vendO >0 buy and seU coin and bullkm, and thm sudt aoivity b legaSy 
pcfinbs^ as part of or incidenui to tbe business of banking. Please note that buyii^ toJ 
selling coppa and financki doivatives aaivity with regard to coima, u desofoed above, nr 
sob^ to (he pinctples and goidelmes set for^ in Banking Circulars 54 and 277. 


PS-OCC-Ot'«»(*C 
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I trust this lepiy is fe^Mvi to^^Our inqu&jr, 
Vugttnllx yoois, ^ 


i 


luUe l^ Williams 
Chief Ccuiisel 


PSI-OCC-01-000M1 




'United States Senate 

COMMITTEE ON 

HOMELAND SECURITY AND GOVERNMENTAL AFFAIRS 
WASHINGTON, DC 20510-6250 

July 16, 2012 


VIA EMAIL lrule-commenls@sec.govl 

Elizabeth M. Murphy 
Secretary 

Securities and E.schange Commission 
100 F Street, NE 
Washington, DC 20549 

RE; Proposed Rule Change to List and Trade Sharc.s of the JPM XF Physical 
CopperTrust Pursuant to NYSE Area Equities Rule 8.201; 

Release No. 34-67075; File No. SR-NYSEArca-2012-28 

Dear Ms, Murjihy: 

The purpo.se of this comment letter is to e.Tprcss concern about a proposed rule change by 
the NYSE Area, inc. (“NYSE Area") to list and trade shares of,)PM XF Physical Copper Trust 
(“the Trust”), a commodity-based Exchange Traded Fund (“ETF”) linked to copper. There is 
ample evidence that the proposed ETF will disiupl the market supply of copper by removing 
from the market a substantial percentage ofthe copper available for immediate delivery. This 
supply disruption is likely to affect the cash and futures market for copper, increasing volatility 
and driving up its price to create a bubble and burst cycle. The proposed ETF is unlike any other 
metal ETF currently listed on llic NYSE and would allow speculators to create a squeeze on the 
market. The proposed rule change is inconsistent with Section 6(b)(5) of the Securities 
Exchange Act of 1934 (“Act”), which requires that rules be designed to prevent manipulative 
acts and protect investors and the public interest. This letter re.spectfully .suggests that the 
propo.sed rule change should be denied. 

Exchange Traded Funds. Exchange Traded Funds enable investors to buy and sell 
shares in the fund on a stock exchange in the same way that investors can use the stock exchange 
to buy and sell shares in a corporation. ETFs linked to commodities appeared on U.S. slock 
exchanges for the first time in 2004, when an ETF linked to gold was offered for sale. Today, 
retail investors and other market participants can use stock exchanges to buy and sell shares in a 
wide variety of commodity-based ETFs, some of which track broad commodity indexes, others 
of which track sub-indexes, and some of which reference a single commodity. By buying and 
selling these shares, commodity-based ETF traders gain exposure to commodity prices without 
ever having to transact business on a commodity exchange subject lo CFTC oversight. 

The particular type of ETF addressed in the NYSE Area proposal is structured as a trust 
whose assets are limited to a single physical commodity, copper. The ETF’s investment 
objective is to track the spot price of copper, less trust expenses and fees, and provide its 


Permanent Suheommittee on Investigations 

EXHIBIT #86a 
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shareholders with exposure to ehanges in the commodity price. The ETF does not sell or redeem 
individual shares, but instead sells large blocks or “Creation Units,” in units of 2,500 shares 
eaeh, to broker-dealers or other financial institutions known as Authorized Participants (AP). In 
return, as a condition of the sale, APs are required to deliver to the ETF a speeified amount of the 
physical commodity to support the value of the ETF shares being issued. 

APs then sell the individual ETF shares to investors through the stoek exchange. If the 
eommodity price inereases, the share values increase, and the investors gain; if the price drops, 
the share values fall, and investors lose. If the fund attracts more investors, the ETF typically 
sells more creation units (or blocks of shares) and receives additional physieal eopper deliveries 
to support those shares; if investments in the fund decrease, the ETF typically reduces its 
eommodity holdings. The eopper underlying the ETF may be purchased in cash markets or in 
commodity futures markets. 

Subcommittee Investigations. The Permanent Subcommittee on Investigations, which I 
chair, has conducted several in-depth investigations into commodity markets, examining how 
speculation overwhelms normal supply and demand factors and increases prices at the expense 
of consumers and American businesses. 

In 2006, for example, the Subcommittee released a report which found that billions of 
dollars in commodity index trading on the crude oil market had pushed up futures prices in 2006, 
caused a corresponding increase in cash prices, and was responsible for an estimated $20 out of 
the then $70 cost for a barrel of oil.' In 2007, the Subcommittee released a report showing how a 
single hedge fund named Amaranth made huge, speculative trades on the natural gas market 
using futures on a regulated futures exchange and swaps on an unregulated electronic energy 
exchange.^ These trades pushed up futures prices and increased natural gas prices for consumers 
and American businesses. 

In 2009, the Subcommittee released a bipartisan 260-page staff report and held a hearing 
examining commodity index trading in the wheat market.^ One key topic was the impact of 
commodity index-based ETFs on futures contracts and commodity prices. Essentially, the report 
found that the purchase of wheat futures contracts to support the commodity index financial 
instruments, including ETFs, swaps, and exchange traded notes, had created a new demand for 
those futures contracts; had distorted the prices of those futures contracts by overwhelming 
normal supply and demand factors; had interfered with the convergence of wheat futures and 
cash prices; and had hurt American businesses and consumers by causing unreliable wheat prices 
and hedging failures. 

In 201 1, the Subcommittee held a hearing on excessive speculation in commodity 
markets and compliance with the Dodd-Frank Act. We studied the rise of commodity index 


' “The Role of Market Speculation in Rising Oil and Gas Prices: A Need to Put the Cop Back on the Beat,” U.S. 
Senate Permanent Subcommittee on Investigations Repoit, S. Prt. 109-6S, June 27, 2006. 

’ “Excessive Speculation in the Natural Gas Market,” U.S. Senate Permanent Subcommittee on Investigations 
Report, S. Hrg. 1 10-235, June 25 and July 9, 2007. 

’ “Excessive Speculation in the Wheat Market,” U.S. Senate Permanent Subcommittee on Investigations Report, S. 
Hrg. 11 1-155, July 21, 2009. 
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funds, commodity-related Exchange Traded Products, and the mutual fund industry.'' Our 
investigation discovered that these funds had put billions in speculative money into U.S. 
commodities markets, causing increased price volatility. The investigation indentified the risk 
posed to the American economy from unstable prices for materials essential to industry, 
including copper.^ 

In January of this year, the Subcommittee investigated mutual fund speculation in 
commodity markets. Through our investigation we learned that IRS private letter rulings had 
allowed mutual funds to use either wholly-owned offshore corporations or financial instruments 
called “commodity linked notes” to make unrestricted commodities investments, although the 
law restricts them from deriving no more than 10% of their income from commodity 
investments. These investment strategies permitted a flood of billions in new speculative 
commodity investments.* 

Copper Market Background. The global copper supply comes either from primary 
production through the extraction and processing of copper ore or from secondary production 
through the recycling of copper scrap.' The supply of copper is inelastic,* in part because 
extraction from old mines is declining and new mine projects have encountered delays.’ 

Copper is used in vital industries such as the construction, electrical, and electronics 
industries. " It is used to produce cable and wire used in power transmission and generation and 
in telecommunication, as well as for pipes used in plumbing and heating." Copper demand 
comes from fabricators and manufacturers who create these products and copper is used as an 
end product by consumers throughout the world. 

The majority of the copper produced aimually is sold though long-term supply contracts. 
While such contracts specify the amount of copper to be delivered, price is typically not fixed 
until the time of delivery, exposing market participants to price uncertainty.'^ Copper prices tend 
to experience wide and unpredictable fluctuations." Producers and consumers participate in 


^ “Excessive Speculation and Compliance with the Dodd-Frank Act," Opening Statement of Senator Carl Levin 
before the U.S. Senate Pemianent Subcommittee on Investigations, November 3, 20 1 1 . 

’/rf. 

‘ “Compliance with Tax Limits on Mutual Fund Commodity Speculation,” Opening Statement of Senator Carl 
Levin before the U.S. Senate Permanent Subcommittee on Investigations, January 26, 2012. 

’Amendment No. 5 to SEC Form S-1 Registration Statement for JPM XF Physical Copper Trust, July 12, 201 1, at 
p. 32-3't {hereinafter “Registration Statement”). 

' Inelasticity of supply means that an increase in the global demand for copper cannot be met with a short-term 
increase in supply. 

’ Registration StatemenL at p. 32. 

'°/rf.,atp. 34. 

" Id, at p. 31. 

" SEC Notice of Filing of Proposed Rule Change to List and Trade Shares of the JPM XF Physical Copper Trust; 
Release No. 34-66816; File No. SR-NYSEArea-2012-28, April 16, 2012, at p. 13 (hereinafter “SEC Notice"); 
available at http;//www.sec.gov/rules/sro/nysearca/2012/34-66816.pdf. 

” Registration Statement, at p. 1 4. 
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copper futures exchanges to hedge against this price instability.*'' Speculators also participate in 
these exchanges, buying price risk in exchange for potential profit.'’ 

The London Metal Exchange (“LME”) is the largest and most influential copper futures 
exchange. “As a result of daily trading [of copper futures contracts on the LME], prices are 
‘discovered’ and published by the LME.”'^ TTie LME’s prices are then used by producers and 
commercial end-users around world as the basis for the contract price for the physical purchase 
or sale of copper.'’ In addition to the base price, copper has an added “locational premia” based 
on the supply and demand for copper at the location from which it is supplied.'* 

The LME is the main source of information about the physical demand for and supply of 
copper, because it has traditionally been a “market of last resort” for producers to sell excess 
stock and consumers to fill short-term needs for copper beyond the amount for which they have 
contracted.'’ Copper is sold on the LME through “warrants,” or “bearer document[s] evidencing 
the right of the holder to possession of a specified lot of metal at a specified LME warehouse 
location.”’’ Copper sold on the LME must be Grade A and of an “Acceptable Delivery Brand,” a 
brand registered with the LME.’' 

Disrupting Supply. There is ample evidence that if the ETF shares are listed and traded 
on the NYSE exchange, the Trust will disrupt the global supply of copper. Although the Trust’s 
registration statement cites that in 2008 there was an estimated 2.47 million metric tons of copper 
stocks in the global copper market, only 390,000 metric tons of this copper was registered with 
exchanges.” The copper registered with exchanges is part of the small percentage of global 
refined copper stocks that are “liquid stocks” available for immediate delivery.” For example, in 
2011, total global copper stocks were 3.515 million metric tons while liquid stocks were only 
808,000 metric tons.’^ 

Of those “liquid stocks,” only a small percentage of physical copper is truly available for 
purchase by third parties. When one removes from the calculation of “liquid stocks” extra 
copper held by consumers and producers, stocks that are waiting to pass through customs into 
importing countries, and stocks on the Shanghai Futures Exchange (“SHFE”) which are 


“SEC Notice, alp. 14 
"id. 

“ Registration Statement, at p. 40. 

"id 

'* SEC Notice, at p. 25 
“ Registration Statement, at p. 4 1 . 

”/ot, at p. 40-41. 

” Id, at p. 42. 

“/ot,atp.20. 

” Report on Refined Copper Inventories on the Global Market, Table 3: “Refined Copper Balance Detail," 
Bioomsbuiy Minerals Economics Ltd, October 12, 201 1 (hereinafter ”BME Report'')* Available at 
http://www.scc.gov/comments/sr-nysearca-20l2-28/nysearca201228-5,pdf as Exhibit A of Submitted Comment 
from Robert B. Bernstein, Vandenlwrg & Fettu LLC, July 13, 2012, p. 15. Bloomsbury Minerals Economics is a 
specialized consultancy engaged in base metals market and price analysis, focusing In particular on copper. 

" BME report, Table 3. 
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unavailable outside of China, it appears that most of the remaining copper stocks available for 
immediate delivery are on the LME and Commodity Exchange, Inc. (“COMEX”).^’ 

Additionally, the proposed EFT will accept and hold only Grade A copper of an 
“Acceptable Delivery Brand,” exactly the type of copper on the LME.^* Thus, even though the 
copper held by the Trust will not be held through LME warrants,^’ the set-up of the Trust makes 
it extremely likely that its copper will be acquired from LME warehouses. 

In August 201 1, the LME reported that it possessed approximately 464,000 metric tons of 
copper stocks and the COMEX had about 81,000 short tons (or about 73,500 metric tons), giving 
them combined approximately 537,500 metric tons of copper stocks.^* As discussed above, 
copper supply is inelastic, so even with advance warning about an increase in the demand for 
copper, supply on these exchanges is not likely to increase. According to the Trust’s r^istration 
statement, the T rust will acquire 6 1 ,800 metric tons of copper to back its initial shares.” In 
addition, on June 22, 2012, NYSE Area filed a rule proposal to list another copper trust, 
iShares® Copper Trust, sponsored by BlackRock Asset Management International, Inc., which 
would also significantly increase the demand for physical copper.^® If BlackRocks’s copper ETF 
is also approved, it will acquire an initial 121,200 metric tons of copper.’' Together these Trusts 
would hold approximately 34% of the stocks of copper available for immediate delivery.” 

Effecting Price. Removing one third of the available copper stocks undoubtedly will 
affect and increase the price of copper. If the supply of copper available for immediate delivery 
drops by about 34%, it naturally follows that the price of copper will rise. As the price of copper 
in the market rises, demand for shares of the Trust will likely increase as well, leading the Trust 
to create more shares, removing even more copper from the market and further decreasing the 
liquid supply. This artificial supply and demand pattern is likely to create a boom and bust cycle, 
as speculators enter and leave the market. 

The Trust itself warns that “[bjecause there is no limit on the amount of copper that the 
Trust may acquire, the Trust, as it grows, may have an impact on supply and demand for copper 
that ultimately may affect the price of the shares in a maiuier unrelated to other factors affecting 
the global markets for copper.”” 

Moreover, according to the Trust’s registration statement, “[p]urchasing activity in the 
copper market associated with the purchase of Creation Units from the Trust or selling activity 


“ Id. The Commodity Exchange, Inc., or COMEX, is a division of the New York Mercantile Exchange. 

“ Registration Statement, at p. 44. 

” Registration Statement, at p. 43. 

■' LME Stock Report, J.P.Morgan, 9:07 AM, August 10, 201 1. 

” Jack Farchy, JP Morgan copper ETF plan would ‘wreck havoc, ‘ Financial Times, May 24, 20 1 2, 

SEC Notice of Filing of Proposed Rule Change to List and Trade Shares of iShares Copper Trust; Release No. 
34-47237; File No. SR-NYSEArca-20 12-66, June 22. 2012. 

” Jack Farchy, JPMorgan copper ETF plan would ‘wreck havoc, ‘ Financial Times, May 24, 2012. 

See LME Stock Report, J.P.Morgan, 9:07 AM, August 10, 201 1 ; and Jack Farchy, JPMorgan copper ETF plan 
would 'wreck havoc, ‘ Financial Times, May 24, 2012. 

” Registration Statement, at p. 20. 
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following the redemption of Creation Units may aflect the price of copper . . There is 
nothing to prevent high investor demand from causing an increase in copper prices or a quick 
drop in demand from driving down copper prices. The risk of a bubble in the copper market 
creates a corresponding risk that the bubble will eventually burst. When it bursts, investors may 
dump thousands of metric tons of copper back onto the rriarket, swamping the market and 
depressing the price, and again impacting the world economy at large. 

U.S. Impact. The impact on copper supply and price will be strongest in the United 
States because it is likely that the ETF’s copper will come from LME warehouses in the United 
States. The Trust will likely acquire its initial copper holdings from the location with the lowest 
locational premia. In addition, of the countries where the Trust has “initially permitted 
warehouse locations,” the United States is the country with the lowest locational premia. 

Moreover, because of the difficulty and expense of transporting copper,^* it is likely the 
Trust will acquire its copper in the same location as where it plans to store the copper. The 
Trust’s registration statement says that “under most circumstances, the Trust will hold most of its 
copper in the warehouse . . . that is in the cheapest-to-deliver location [with the lowest locational 
premium]. Therefore, that Trust’s storage of copper may ultimately be concentrated in only a few 
warehouse locations or even a single warehouse location.”^^ As discussed above, the United 
States is likely to be that “cheapest-to-deliver location.” Also, most of the copper in LME 
warehouses in the United States is stored by the Henry Bath Group, a J.P. Morgan affiliate, 
which has been designated the warehouse keeper for the Trust.’* The Trust could acquire the 
copper currently stored by Henry Bath for the LME and have it already located in a Trust- 
permitted warehouse location without any transportation costs. 

As of August 201 1, there were only about 257,000 metric tons of copper in LME 
warehouses in the United States and only about 73,500 metric tons in COMEX warehouses, for a 
total of about 330,500 metric tons of copper stocks available on exchanges in the United States.” 
The Trust’s initial 6 1 ,800 metric tons alone would remove about 1 9% of the U.S. supply of 
copper available for immediate delivery. If BlackRock’s 1 2 1 ,200 metric tons are included, these 
ETFs would remove over 55% of available U.S. copper stocks from the market. 

Unlike Existing ETFs. While the SEC permits U.S. exchange sales of commodity- 
backed ETFs for gold, silver, platinum, and palladium, these metals and their markets are 
substantially different than copper. These four permitted metals are the only precious metals that 
are currently treated as world currencies. For this reason, they are commonly held for 
investment purposes. As a result there are substantial existing supplies of these metals which 
could be acquired to back an ETF without affecting the world market price in these metals. 


” Id., at p. 28. 

” SEC Notice, at p. 26. 

’‘/d.atp. 11. 

” Registration Statement, at p. 20. 

" Id., at p. 2. 

” LME Stock Report, J.P.Morgan, 9:07 AM, August 10, 2011. 
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Conversely, copper is not curxently held for iaveslment purposes because it is, relative to 
precious metals, very expensive to store and difficuU to transport/' Because copper has not been 
held for investment, there is not the same existing supply ofcopper for the Trust to acquire to 
back its ETF. Holding copper for investment purposes will have a significantly greater impact 
on the copper market than ETFs holding palladium, platinum, silver, or gold had on their 
respective markets and the broader economy. 

Squcciing the Market. If the proposed rule change is approved, it will make the copper 
market more susceptible to squeezes and comers by speculators. Creating this market condition 
is inconsistent with Section 6(b)(5)’s requirement that exchange rules be designed to prevent 
manipulative practices. A squeeze on the copper market is when a lack of supply and excess 
demand forces the price upward, and a comer is when oite party acquires enough copper to be 
able to manipulate its price. A squeeze on the copper market already purportedly occurred this 
year in April when one entity took control of up to 90% of the cash contracts and inventory on 
the LME.'" The ETF w'ill make the market more susceptible to squeezes, because it could be 
used by market participants to remove copper from the available supply in order to purposefully 
artificially inflate the price. Moreover, their activities would go undetected by the LME, which 
conducts surveillance for dominant market participants, because ETFs are not currently subject 
to any form of commodity regulations. By holding physical copper rather than LME wananls, 
the Trust can control more of the available supply of copper without triggering LME reporting or 
rules. 


Section 6(b)(5) requires that NYSE rules be designed to prevent manipulative acts and 
protect investors and the public interest. The proposed rule cliange is not designed to prevent 
manipulative acts. To the contrary, it may encourage such acts. This ETF may allow speculators 
to squeeze or comer the market in copper. If approved, the ETF is likely to distort the global 
price of copper, leading to a boom and bust pricing cycle which will hurt manufacturers who rely 
on this essential industrial product and will ultimately hurt consumers and the larger econorhy. It 
is not in the public interest for a new investment instrument to disrupt the delicate balance of 
supply and demand that sets the price for an essential commodity. The proposed rule change 
will benefit speculators at the expense of consumers and American businesses. The proposed 
rule change should be denied, 

Thank you for this opportunity to comment on tlic proposed rule. 



Carl Levin 
Chairman 

Pemiancnt Subcommittee on Investigations 


^ Registration StatenieiH, at p. 36-37. 

Eric Onstad, Coppsrmarket expects squeeze, hi^ holding appears. Reuters, July 2, 20t2. 
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United StiitcB Senate 

COMMITTEE ON 

HOMELAND SECURITY AND GOVERNMENTAL ATT-AiRS 
VYASHINGTON, DC 20&’i0 fil-T-O 


March 1 1, 2013 

VIA U.S. MAIL & EMAIL ('davisiz@5ec.gov> 


The Honorable Elisse B. Walter 
Chairman 

United States Securities and Exchange Commission 
100 F Street, NE 
Washington, D.C. 20549 

RE: JPM XF Physical Copper Trust, Form S-1 

Re 2 istratiQn Statement (Amendment No. 6; filed Jan 17«2013) 

Dear Chairman Walter: 

The purpose of this letter is to express concern about the inadequacy of the disclosures in 
the above referenced Form S-1 Registration Statement (S-1) filing for the JPM XF Physical 
Copper Trust (JPMXF). The JPMXF registration statement was initially made October 22, 2010, 
and amended 6 times subsequently. The most recent S-1, filed on January 17, 2013, is 
incomplete on its face and should not be declared effective until it adequately describes the 
nature and scope of the activities of JP Morgan Chase & Co and its affiliate entities’ 
(JPMorgan’s) in the physical copper market, including its inventory positions and its role in 
mining, financing, refining, storing, transporting, and trading physical copper; its long and short 
copper positions in the futures, swaps, and options markets; and its policies, procedures, and 
practices for pricing services from related parties, identifying and resolving conflict of interest 
issues, and preventing and delecting any price manipulation, squeezes, corners, and price 
distortions by JPMorgan affiliates in the copper market. 

Absent detailed information on these activities, the S-l’s disclosures concerning J.P. 
Morgan’s market power and its potential or actual conflicts of interest are insufficient to meet the 
requirements of the law. This letter respectfully requests that the Commission, pursuant to its 
authority under Section 8(b) of the Securities Act of 1933,' require more complete disclosure of 


' Section 8(b) states; 

(b) If it appears to the Coininission that a registration statement is on its face incomplete or inaccurate in 
any material respect, the Commission may, after notice by personal service or die sending of confirmed 
telegraphic notice not later than ten days after the filing of the registration statement, and opportunity for 
hearing (at a time fixed by the Commission) within ten days after such notice by personal service or the 
sending of such telegraphic notice, issue an order prior to the effective date of registration refusing to 
permit such statement to become effective until it has been amended in accordance with such order. When 
such statement has been amended in accordance with such order the Commission shall so declare and the 
registration shall become effective at the lime provided in subsection (a) or upon the date of such 
declaration, whichever dale is the later. 


Permanent Subcommittee on InvestiEations 

EXHIBIT #86b 
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these material activities prior to declaring an effective registration statement for JPMXF Physical 
Copper Trust. 

A. Background 

Exchange Traded Funds. Exchange Traded Funds (ETFs) enable investors to buy and 
sell shares in a fund on a stock exchange in the same way that investors can use the stock 
exchange to buy and sell shares in a corporation. ETFs linked to commodities appeared on U.S. 
stock exchanges for the first time in 2004, when an ETF linked to gold was offered for sale. 
Today, retail investors and other market participants can use stock exchanges to buy and sell 
shares in a wide variety of commodity-based ETFs, some of which track broad commodity 
indexes, others of which track sub-indexes, and some of which reference a single commodity. 

By buying and selling these shares, commodity-based ETF traders gain exposure to commodity 
prices without having to transact business on a commodity exchange subject to oversight by the 
Commodity Futures Trading Commission (CFTC). 

JPMXF in General. According to its filings, JPMXF is structured as a trust whose 
assets are limited to a single physical commodity, copper. The ETF's investment objective is to 
track the spot price of copper, less trust expenses and fees, and provide its shareholders with 
exposure to changes in the commodity price. The ETF does not sell or redeem individual shares, 
but instead sells large blocks or ’’Creation Units," in units of 2,500 shares each, to broker-dealers 
or other financial institutions known as Authorized Participants (AP). In return, as a condition of 
the sale, APs are required to deliver to the ETF a specified amount of the physical commodity to 
support the value of the ETF shares being issued. APs then sell the individual ETF shares to 
investors through the stock exchange. If the commodity price increases, the shares increase in 
value, and the investors gain; if the spot price drops, the shares fall in value, and investors lose. 

If the fund attracts more investors, the ETF would likely sell more Creation Units (or blocks of 
shares) in exchange for additional physical copper deliveries to support those shares; if 
investments in the fund decrease, the ETF would likely reduce its commodity holdings. The 
copper underlying the ETF may be purchased in cash markets or in commodity futures markets. 

The S-1 filing also discloses that JPMorgan affiliates will play an active role in JPMXF, 
filling key administrative posts as well as acting as the purchaser of the initial Creation Units, as 
an Authorized Participant selling the initial shares to investors, as a market-maker encouraging 
the buying and selling of JPMXF shares, and as a physical dealer for the copper backing the 
Trust. 


JPMXF would be one of the few asset-backed ETFs on U.S. stock markets, and would be 
the first to rely on copper for its value. While the SEC already permits U.S. exchange sales of 
commodity-backed ETFs for gold, silver, platinum, and palladium, those precious metals and 
their markets are substantially different than the industrial market for physical copper. Prior to 
the establishment of commodity-backed ETFs for gold, silver, platinum, and palladium, these 
four precious metals were already treated as world currencies and commonly held for investment 
purposes. The supply and demand functions for these precious metals were already a 
combination of those who needed the metal for commercial or personal uses (for example, to 


' Registration Statement, at p. 92. 
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make electronic components) and those who sought to hold it as passive asset (for example, to 
hedge against inflation). 

Conversely, copper has not historically been held for investment purposes. It is, relative 
to precious metals, very expensive to store and difficult to transport.^ Its supply and demand 
functions have traditionally been set according to commercial and personal uses only, and not as 
a store of value. Thus, for the first time, fabricators, manufacturers, and other industrial 
businesses who use copper will be forced to compete in the marketplace against the Trust and 
others seeking to hold the copper as a passive asset, thus changing the dynamic of copper’s 
supply and demand functions. 

For that reason, acquiring and holding copper for investment purposes will have a 
significantly greater impact on the physical copper market than ETFs holding palladium, 
platinum, silver, or gold had or have on their respective physical markets'* and the broader 
economy^. In addition, because it appears to participate extensively in all aspects of the copper 
market, as detailed below, JPMorgan may be positioned and ineentivized to effect or benefit 
from changes in the value of copper and participation in the ETF. Those interests may be at 
times in line with, and at times against, the investors in the ETF. For example JPMorgan’s 
interests in negotiating high warehouse fees or shorting copper ftitures may contradict investors’ 
interests in low administrative expenses and higher copper prices. Further, JPMorgan’s other 
business interests may directly or indirectly benefit from copper price distortions, squeezes, 
comers, or other price manipulations, which the Trust may knowingly or unknowingly help them 
to achieve. 

Subcommittee Investigations. The Permanent Subcommittee on Investigations, which I 
chair, has conducted several in-depth investigations into commodity markets, examining how 
excessive speculation can overwhelm normal supply and demand factors and increase prices at 
the expense of consumers and American businesses. 

In 2006, for example, the Subcommittee released a report which found that billions of 
dollars in commodity index trading on the crude oil market had pushed up futures prices in 2006, 
caused a corresponding increase in cash prices, and was responsible for an estimated $20 out of 
the then $70 cost for a barrel of oil.* In 2007, the Subcommittee released a report showing how a 
single hedge fund named Amaranth made huge, speculative trades on the natural gas market 
using futures on a regulated futures exchange and swaps on an unregulated electronic energy 
exchange.’ This trading activity pushed up futures prices and increased natural gas prices for 
both families and American businesses. 


^ JPMXF Physical Copper Trust, Form S-1 Registration Statement, Amendment (1/17/2013) (hereinafter 
“Registration Statement”), at p. 40-<l 1 . 

■' See “Speculative Influences on Commodity Futures Prices.” (2010), by Christopher Gilbert. 
httD://unctad.or°/en/dQcs/o5gdD20 1 0 1 en.pdf . at p.8 

^ See “The Growing Financialisation of Commodity Markets ; Divergences between Index Investors and Money 
Managers,” Journal of Development Studies, Vol, 48 , Issue 6, (2012), JOrg Mayer (UNCTAD), at p. 752-753. 

^ “The Role of Market Speculation in Rising Oil and Gas Prices: A Need to Pul the Cop Back on the Beat,” U.S. 
Senate Permanent Subcommittee on Investigations Report, S.Prt. 109-65 (6/27/2006). 

’ “Excessive Speculation in the Natural Gas Market," U.S. Senate Permanent Subcommittee on Investigations, S- 
Hrg. 110-235,(6/25/2007). 
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In 2009, the Subcommittee released a bipartisan 260-page staff report and held a hearing 
examining commodity index trading in the wheat market.* One key topic was the impact of 
commodity index-based ETFs on futures contracts and commodity prices. Essentially, the report 
found that the purchase of wheat futures contracts to support the commodity index financial 
instruments, including ETFs, sw'aps, and exchange traded notes, had created a new demand for 
those futures contracts; had distorted the prices of those futures contracts by overwhelming 
normal supply and demand factors; had interfered with the convergence of wheat futures and 
cash prices; and had hurt American businesses and consumers by causing unreliable wheat prices 
and hedging failures. 

In 201 1 , the Subcommittee held a hearing on excessive speculation in commodity 
markets and compliance with the Dodd-Frank Acrt. We studied the rise of commodity-related 
Exchange Traded Products, commodity index funds, and the mutual fund industry.’ Our 
investigation discovered that these funds had put billions of dollars in speculative money into 
U.S. commodities markets, causing increased price volatility. The investigation indentified the 
risk posed to the American economy from imstable prices for materials essential to industry, 
including copper.” 

In 2012, the Subcommittee investigated mutual fund speculation in the commodity 
markets. Through our investigation we learned that IRS private letter rulings had allowed 
mutual funds to use either wholly-owned offshore corporations or financial instruments called 
“commodity linked notes” to make unrestricted commodities investments. The IRS rulings 
unleashed billions of dollars in new speculative commodity investments." 

Copper Market Background. The global copper supply comes either from primary 
production through the extraction and processing of copper ore or from secondary production 
through the recycling of copper scrap. The supply of copper is relatively inelastic, in part 
because extraction from old mines is declining and new mine projects have encountered delays. 

Copper is used in vital industries such as the construction, electrical, and electronics 
industries. It is used to produce cable and wire used in power transmission and generation and in 
telecommunication, as well as for pipes used in plumbing and heating. Copper demand comes 
from fabricators and manufacturers who create these products, and copper is used as an end 
product by consumers throughout the world. 

Tire majority of the copper produced annually is sold though long-term supply contracts. 
While such contracts specify the amount of copper to be delivered, price is typically not fixed 
until the time of delivery, exposing market participants to price uncertainty. Copper prices tend 
to experience wide and unpredictable fluctuations. Producers and consumers participate in 


® "Excessive Speculation in the Wheat Market,” U.S. Senate Permanent Subcommittee on Investigations, S. Hrg. 
111-155,(7/21/2009). 

’ “Excessive Speculation and Compliance with the Dodd-Frank Act.” before the U.S. Senate Permanent 
Subcommittee on Investigations, S. Hrg. 112-313, (11/3/2011). 

Id., Opening Statement of Senator Carl Levin. 

' ' “Compliance with Tax Limits on Munial Fund Commodity Speculation," Opening Statement of Senator Carl 
Levin before the U.S. Senate Permanent Subcommittee on Investigations, S. Hrg. 1 12- , (1/26/2012). 
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copper futures exchanges to hedge against this price instability. Speculators also participate in 
these exchanges, buying price risk in exchange for potential profit. 

The London Metal Exchange (“LME”) is the largest and most influential copper futures 
exchange. “As a result of daily trading [of copper futures contracts on the LME], prices are 
‘discovered’ and published by the LME.”'^ The LME’s prices are then used by producers and 
Commercial end-users around world as the basis for the contract price for the physical purchase 
or sale of copper.'^ In addition to the base price, copper has an added “locational premium,” the 
amount of which is based upon the supply and demand for copper and the storage and 
transportation expenses applicable to the location from which it is supplied.''' 

The LME is the main source of information about the physical demand for and supply 
and price of copper, because it has traditionally been a “market of last resort" for producers to 
sell excess stock and consumers to fill short-term needs for copper beyond the amount for which 
they have contracted. Copper is sold on the LME through “warrants,” or “bearer documenl[s] 
evidencing the right of the holder to possession of a specified lot of metal at a specified LME 
warehouse location.”"’ Copper sold on the LME must be Grade A and of an “Acceptable 
Delivery Brand,” a brand registered with the LME.'^ 

B. S-1 Fails to Detail Trust’s Impact on Copper Supply 

There is ample evidence to suggest that if the JPMXF registration statement is declared 
effective and its shares are traded, it will disrupt the global supply of copper, which will affect 
copper prices. 

The S-1 registration statement is incomplete, because it focuses on and provides 
information about the total size of the copper market, but ignores the much smaller amount of 
copper that is registered with exchanges. Since the prices for the broader market are largely 
determined by the prices on the exchanges, any reasonable analysis of the impact of JPMXF on 
market supplies and prices should also provide information related to the exchanges. 

For example, although the Trust’s registration statement states that, in 2008, there was an 
estimated 2.47 million metric tons of copper stocks in the global copper market, the registration 
statement and its related filings do not disclose that most of this copper was already allocated for 
delivery through long-term arrangements, and only 390,000 metric tons was registered with 
exchanges.'* The copper registered with exchanges is part of the small percentage of global 


” Registration Statement, at p. 43. 

” Id. 

” SEC Notice of Filing of Proposed Rule Change to List and Trade Shares of the JPM XF Physical Copper Trust; 
ReleaseNo. 34-668l6;FileNo. SR-NYSEArca-2012-28, April 16,2012, atp. 13 (hereinafter "SEC Notice*'); 
available at http://www.sec.gov/rules/sro/nyseaTCal20 1 2134-66S I O.pdf. , at p. 25. 

“ Registration Statement, at p, 44. 

“ Id., atp. 44. 

"id., atp. 45. 

Id., atp. 20-21. 
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refined copper stocks that are “liquid stocks” available for immediate delivery.'^ For example, in 
2011, while total global copper stocks were 3.515 million metric tons, liquid stocks available for 
immediate delivery totaled only 808,000 metric tons.^° The JPMXF registration statement does 
not adequately disclose information about the limited supply of liquid copper stocks actually 
available for immediate delivery, 

Moreover, of those “liquid stocks,” only a small percentage of physical copper is truly 
available for purchase by third parties, including for placement in an ETF inventory. When one 
removes from the calculation of “liquid stocks” extra copper held by consumers and producers, 
stocks that are waiting to pass through customs into importing countries, and stocks on the 
Shanghai Futures Exchange which are unavailable outside of China, it appears that most of the 
remaining copper stocks available for immediate delivery must be purchased through the LME 
or the Commodity Exchange, Inc. (“COMEX”), the second largest metals exchange,^' Because 
the ETF represents an even greater portion of the liquid stocks available for purchase by third 
parties, its impact on copper supplies and prices will be greater than indicated in the S-1 . The 
JPMXF registration statement does not adequately disclose material information about the 
limited supply of liquid copper .stocks actually available, not only for immediate delivery, but 
also for purchase and placement in an ETF. 

Additionally, the S-1 filing has stated that it will accept and hold only Grade A copper of 
an “Acceptable Delivery Brand,” exactly the type of copper available on the LME and 
COMEX.^^ Thus, even though the Trust states that it will accept copper supplies outside of those 
held through LME warrants, “ the Trust’s restrictions on the type of copper that it will accept 
makes it extremely likely that its copper will be acquired from LME or COMEX warehouses. 
Otherwise, copper supplies offered for delivery to the Trust would have to undergo expensive 
testing to establish their acceptability. 

In August 201 1, the LME reported it possessed approximately 464,000 metric tons of 
copper stocks, while the COMEX had about 81,000 short tons (or about 73,500 metric tons), 
producing a combined total of approximately 537,500 metric tons of copper stocks.^^ As 
discussed above, copper supply is relatively inelastic, so even with advance warning about an 
increase in the demand for copper, supply on the two exchanges is unlikely to significantly 
increase. According to the JPMXF’s registration statement, it will seek to acquire 61,800 metric 
tons of copper to back its initial shares."^ That amount represents over 1 1% of the total supply 
through the LME and COMEX exchanges. In addition, on February 25, 2013, the SEC approved 


Report on Refined Copper Inventories on the Global Market^ Table 3: “Refined Copper Balance Detail,” 
Bloomsbury Minerals Economics Ltd., (10/12/ 2011) (hereinafter “BME Report”). Bloomsbury Minerals 
Economics is a specialized consultancy engaged in base metals market and price analysis, focusing in particular on 
copper. 

“ BME report. Table 3. 

Id. The Commodity Exchange, Inc., or COMEX, is a division of the New York Mercantile Exchange. 
Registration Statement, at p. 1 6. Ailhough it does not use the term "Grade A,” the COMEX uses a similar term, 
“High Grade,” to describe the copper available on the COMEX. See http://www.astm. oru/Standards/B 1 i 5.htm . 
http://www.fcx.com/metal 5 /copper_cathodes.htm. 

^ Registration Statement, at p. 46. 

LME Stock Report, J.P.Morgan, 9:07 AM, (8/10/201 1). 

^ Registration Statement, at p. 2 1 . 
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an NYSE ARCA rule to list another copper trust, iShares® Copper Trust, sponsored by 
BlackRock Asset Management International, Inc., which would also significantly increase the 
demand for physical copper.^* BlackRock’s copper ETF has indicated that it would seek to 
acquire 121 ,200 metric tons of copper to support its initial shares.” Together, these two ETFs 
would seek to hold approximately 1 83,000 metric tons, or 34% of all liquid stocks of copper.^® 

The Commission - indeed, U.S. investors and the U.S. business community -- have never 
before contemplated commodity-backed ETFs which may gain “legal” control of such a 
disproportionate share of an industrial metals market. Such ETFs are not only likely to disrupt 
global supplies and increase prices, but also raise legal issues related to whether and how the 
ETF’s copper inventories and business activities may trigger concerns involving price 
distortions, squeezes, comers, and other manipulations in the copper market. Such activities also 
raise questions about the SEC’s and CFTC’s abilities to police for these potential violations due 
to the lack of transparency in the physical copper markets. 

C. S-1 Fails to Detail How JPMXF Would Affect Price 

Actions taken by JPMXF to remove such a large percentage of the available copper 
stocks from commodity markets to sit untouched in one or more warehouses for an indeterminate 
amount of time undoubtedly will affect and increase the price of copper. If the supply of copper 
available for immediate delivery' drops by about 34%, it naturally follows that the price of copper 
will rise. As the price of copper in the market rises, demand for shares of the JPMXF will likely 
increase as well, leading it to issue more Creation Units requiring the removal of even more 
copper from the market and further decreasing the liquid supply. If allowed to occur, this market 
activity is likely to create a boom and bust cycle, as speculators enter and leave the market. 

The impact on copper supply and price will be strongest in the United States, because it is 
likely that Authorized Participants will acquire needed copper supplies from LME and COMEX 
warehouses located in the United States due to lower costs. Of the countries where the Trust has 
“initially permitted warehouse locations,”^’ the U.S. warehouses have the lowest locational 
premia and, thus, the lowest initial acquisition costs. 

As of August 2011, about 252,000 metric tons of copper were located in LME 
warehouses in the United States, and about 73,500 metric tons in COMEX warehouses located in 
the United States, for a total of about 325,500 metric tons of U.S. copper stocks available on the 
two exchanges.’" The JPMXF’s purchase of an initial 61,800 metric tons alone would remove 
about 19% of the U.S. supply of copper available for immediate delivery. If BlackRock’s 
121,200 metric tons are included, the two ETFs would remove over 56% of available U.S. 
copper stocks from the market. The S-1 filing is silent, however, about the e.xtent to which 
acquiring copper supplies from U.S. warehouses would restrict U.S. and world copper supplies 


“ SEC Notice of Filing of Proposed Rule Change to List and Trade Shares of IShares Copper Trust; Release No. 
34-67237; File No, SR-NYSEArca-2012-66, (5/22/2012). 

Jack Farchy, JPMorgan copper ETF plan would ‘wreck havoc, ' Financial Times, (5/24/2012). 

See BME report, Table 3; and Jack Farchy,. /FAforgan copper ETF plan would 'wreck havoc, ’ Financial Times, 
(5/24/2012). 

SEC Notice, at p. 26. 

” LME Stock Report, J.P.Morgan, 9:07 AM, (8/10/201 1). 
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and affect prices, and what steps the Trust might take, if any, in response to U.S. price volatility, 
supply disruptions, or price distortions. 

The S-1 generally recognizes that “the Trust, as it grows, may have an impact on supply 
and demand for copper that ultimately may affect the price of the shares in a manner unrelated to 
other factors affecting the global markets for copper.” ’ Moreover, according to the JPMXF 
registration statement, “[pjurchasing activity in the copper market associated with the purchase 
of Creation Units from the Trust or selling activity following the redemption of Creation Units 
may affect the price of copper . . While these general statements demonstrate that JPMorgan 
Chase is well aware of the impact that its copper ETF may have on copper supplies and prices, 
the S-I fails to provide any specific information to investors about the next level of impacts. 

For example, the S-1 fails to provide details regarding policies or actions the Trust or 
JPMorgan might take in response to copper price volatility which, in turn, would affect the value 
of the ETF investments. Because the S-1 says it has “no formal procedures to resolve potential 
conflicts of interest,” it indicates that either the Trust has no policy or it may have inadequate 
procedures to protect investors in the event that JPMorgan affiliates trade against the Trust. 

In addition, the S-1 does not identify, discuss, or present actions that could be taken to 
address the legal issues that might arise if the ETF itself is seen as fostering price distortions, 
squeezes, comers, or other price manipulations in the copper market. Nor does the S-] detail 
what policies and procedures JPMorgan would follow to ensure that its other trading and 
business interests are not impermissibly conflicted with those invested in JPMXF. For example 
JPMorgan controls a wholly owned subsidiary that warehouses copper and could create a short 
term squeeze by slowing release of copper from the warehouse. That warehouse subsidiary also 
control rates charged for storage and could drive copper prices up by driving up the embedded 
cost of storage. 

As currently configured, the Trust contains no provisions to prevent high investor 
demand from causing an increase in copper prices or, alternatively, a quick drop in demand from 
driving down copper prices. The risk of a bubble in the copper market creates a corresponding 
risk that the bubble will eventually burst. If that happens, investors may dump thousands of 
metric tons of copper back onto the market, swamping the market and depressing the price, 
impacting not only copper-reliant industries around the world, but also possibly producing large 
gains for any parties shorting the copper market. Again, the S-1 fails to adequately disclose or 
discuss the extent of this risk and its impact on the value of JPMXF, 

D. S-f Fails to Detail JPMorgan’s Expansive Role in Copper Markets 

JPMorgan’s public filings, as well as press reports about its commodities activities as 
described above, raise questions about the firm’s concentration of economic power in the 
commodity markets, generally, and more specifically in the copper markets, the extent of which 
is not adequately disclosed in the S-1. 


Registration Statement, at p. 20. 
’’ Registration Statement, at p. 28. 
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JPMorgan’s public filings and public reports suggest that it controls and owns affiliate 
entities in nearly all aspects of the commodities business, providing it vertical integration in 
financing, transportation, storage, and trading for its customers and proprietary positions in the 
physical and financial markets. It is one of the largest derivatives dealers in the world and is a 
major trader in commodities markets.^^ Its affiliates appear to be active participants in virtually 
all aspects of the copper market, some of which also plan to provide services to JPMXF. The S- 
Ts disclosures regarding the role of JPMorgan’s affiliates with respect to JPMXF, the possible 
and actual conflicts of interest that may arise, and how investors may be affected are incomplete 
on their face. 

According to JPMXF’ s most recent S-1 filing, JP Morgan affiliate entities will play an 
extensive role in supporting the operations of JPMXF, including administering the Trust, 
warehousing its copper inventory, acquiring initial and subsequent copper supplies to support the 
Trust, and marketing and selling the Trust shares. The S-1 filing states: 

“The Trust, the Sponsor, the Administrative Agent, the Warehouse-keeper and 
J.P. Morgan Securities LLC, the initial Authorized Participant, are all affiliates of 
JPMorgan Chase & Co. In addition, the Sponsor will appoint an affiliate of 
JPMorgan Chase & Co. to act as marketing agent for the Trust. It is currently 
expected that a JPMorgan Entity will purchase the Initial Creation Units of the 
Trust and continue to act as an Authorized Participant for the Trust after the 
issuance and sale of the Initial Creation Units and act as market-maker for the 
shares or act as a physical dealer of copper. JPMorgan Entities may also buy or 
sell shares, on their own behalf, as part of a hedge or on behalf of a client. In 
addition, certain JPMorgan Entities are currently active participants in the copper 
market and other commodities markets, including in the physical markets for 
commodities, the futures markets (on multiple commodity exchanges) and the 
OTC markets, including the trading of commodity swaps, options and other 
derivatives.” 

The S- 1 filing also discloses that “A significant portion of trading in the physical copper market 
is currently conducted by such JPMorgan Entities,” (Emphasis added.) 

The S-1 does not go beyond this general disclosure, however, to provide investors with 
key information about the so-called “JPMorgan Entities,” failing even to provide a 
comprehensive list of those entities and the services each may perform for JPMXF. While the S- 
1 filing discloses, for example, that the Trust Sponsor and Warehouse Agent are owned by 
JPMorgan’s wholly-owned subsidiary', J.P. Morgan Ventures Energy Corporation, it does not 
disclose the extent to which J.P, Morgan Ventures Energy Corporation subsidiaries and affiliates 
appear to be active in copper markets.^'” Those subsidiaries and affiliates include J.P. Morgan 


“ See, e.g., “OCC’s Quarterly Report on Bank Trading and Derivatives Activity Third Quarter 2012,” Tables 1, 2, 
5, Office of ComplTolIer of Currency, http://wwsv.occ.gov/topics/capital-markets/financial- 
markets/trading/derivatives/dqO I2.pdf. 

Registration Statement, at p. 92. 

Registration Statement, at p. 93. 

JPMorgan Chase & Co., Form 10-K (201 1), Exhibit21. 
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China Commodities Corporation, J.P. Morgan Commodities Canada Corporation, J.P. Morgan 
Commodities Sari, J.P. Morgan Metals & Concentrates LLC, J.P. Morgan Metals Group 
Limited, and J.P. Morgan Metals Limited.^^ None of them are mentioned in the S-I , and the 
roles which they may play in JPMXF are not disclosed. 

The S-1 does provide more specific information about one JPMorgan affiliate. The Henry 
Bath Group, which has been appointed warehouse-keeper for the copper of JPMXF. The S-1 
states; “The Henry Bath Group is a warehousing services provider specializing in the storage 
and shipping of exchange-traded metals and soft commodities around the world. The Henry 
Bath Group operates a global platform of exchange-approved storage warehouses for holding, 
making and taking delivery of physical commodity products.”^* “The Henry Bath Group has 
over 200 years of experience in storage and handling of metals traded on the LME (London 
Metals Exchange).” 

The S-1 filing also generally states; “Banks provide a variety of services to the copper 
market and its participants, thereby facilitating interactions between other parties. Services 
provided by the banking community include traditional banking products as well as mine 
financing (both secured and unsecured), physical copper purchases and sales, hedging and risk 
management and inventory management for industrial users and consumers.” 

The S-1 filing does not, however, disclose any policies, procedures, or practices for 
pricing the services to be provided by JPMorgan affiliates and ensuring those services are 
provided in a reasonable way to benefit the Trust and its investors, The filing does not disclose, 
for example, whether JPMXF will allow JPMorgan affiliates to charge it the same price as each 
affiliate charges other JPMorgan affiliates, the lowest price charged by the affiliate to any third 
party client, the highest price charged to any client, or some other price, but is instead silent. The 
only related disclosure is that the firm "has not established formal procedures,” but then fails to 
describe its infonnal or actual procedures, even though pricing of required services will be 
central to the profitability of the ETF. Recent history has shown that a financial institution’s 
affiliates, when involved with administering a complex financial instrument sold to investors, 
can administer their duties in ways that advantage their parent corporation at the expense of 
investors.'" Adequate information about which affiliates will be providing which services to 
JPMXF using what pricing and administration principles is essential to investors making 
informed decisions about the returns on a JPMXF investment. 

Moreover, based on publicly available information beyond what is contained in the S-1, 

JP Morgan appears to be a major merchant in physical commodities and plays a dominant role in 

r w. 

Registration Statement, at 3. 

” Id. at 3. 

“ Id, at 34. 

See, e.g., “Wall Street and the Financial Crisis: Anatomy of a Financial Collapse,” U.S. Senate Permanent 
Subcommittee on Investigation, S, l-Irg. 112-675, Volume 5, (4/13/201 i), at 687-703. That Subcommittee 
investigation found that a Goldman Sachs affiliate had acted as the Liquidation Agent for a financial instrument in 
which the investors held the long side, but another Goldman affiliate secretly held the short side. The Liquidation 
Agent then delayed selling certain assets that were losing value because, although the reduced value damaged the 
long investors, it benefited the short investment held by another Goldman affiliate. See also id., 703-718 (discussing 
how a Goldman affiliate handled default swap collateral purchased in connection with certain financial instruments). 
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global commodity markets. JPMorgan filings and public reports suggest that it controls and 
owns affiliate entities in nearly all aspects of the commodities business, providing it vertical 
integration in financing, transportation, storage, and trading for its customers and proprietary 
positions in the physical and financial markets. Although the public information is limited about 
JPMorgan copper related entities, in 2008, the firm acquired the physical commodity trading 
assets of failing Bear Steams. In 2010, JPMorgan bought the global coinmodities business of 
Royal Bank of Scotland. Both of these businesses were major players in the commodity 
markets. In 2012, JPMorgan reported to the Federal Reserve that its gross fair value of physical 
commodities inventory was $17.2 billion respectively.^^ 

In late 2011, JPMorgan bought a stake in the London Metals Exchange (LME) from MF 
Global and is now the exchange’s largest shareholder.’'^ According to the LME’s website, “The 
London Meta! Exchange is the world centre for industrial metals trading and price-risk 
management. More than 80% of global non-ferrous business is conducted here and the prices 
discovered on our three trading platforms are used as the global benchmark.” The LME’s prices 
“are used the world over by industrial and financial participants for referencing, hedging, 
physical settlement, contract negotiations, margining and portfolio evaluations . . The prices 
discovered on tire LME are used the world over as the reference price for physical 

- • ^■44 

negotiations. 

Press reports also indicate that JPMorgan has been buying up copper since 20 1 0, in 
anticipation of its ETF launch.**^ In April 2012, the firm reportedly held 30-40% of total copper 
positions on the LME.‘'‘ This may already have artificially inflated the price of copper, which is 
up more than 1 5% since 2010. 

Nevertheless, it is not clear whether JPMorgan intends to use its copper supplies to 
provide an inexpensive source or to buy copper ahead of JPMXF investors at a lower price, 
profiting when it resells the copper to the Trust at higher prices to the investors in JPMXF, an 
obvious conflict of interest which is unaddressed by the S-1 . 

The general disclosures in the S-1 filing about JPMorgan’s broad, commodity activities 
also does not adequately address the firm’s ability to remove from the market and store in its 
own warehouses for indeterminate periods of time vast quantities of this critically important 
metal, potentially distorting not only the copper trading and financial markets, but also JPMXF’s 
expenses and financial viability. The S-1 does not sufficiently describe the firm s dominant 
position as a major dealer and market-maker in the physical and financial copper markets, nor 


" JP Morgan, Form FR Y-9C, (12/31/201 1), Schedule HC-D “Trading Assets and 
Liabilities," Item M.9.a.(2), and !P Morgan, FR Y-9C, (3/3 1/2012), Schedule HC-D “Trading Assets and 
Liabilities,” Item M.9,a,(2). Form FR Y-9C is a quarterly report filed with the Federal Reserve Board by bank 
bolding companies with total consolidated assets of S500 million or more. 12 U.S.C. § 1844; 12 C.F.R. § 225.5(b). 

Mark Scon & Michael J. De LaMsmd, JPMorgan Said to Btiy MF Global Slake in London Metal Exchange,}^. 
Y. TIMES, (11/23/2011). 
http;//www.ime.com/pricing-and-data/pricing/ 

Louise Annitstead & Rowena Mason, JPMorgan as mystery trader lhal bought £!-bn-worth of copper on LME. 
TELEGRAPH, (12/04/2010). 

“ CESCO week: Glencare.JPMorgan hold dominant copper position as back flares - sources. 
ETALBULLETIN.COM, (4/18/2012). 
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does it adequately disclose copper positions that may be held by JP Morgan, its affiliates, 
sponsored tods, and its customers. Because JP Morgan is so involved in every segment of the 
copper markets, its concentration in copper markets may be great and it may be in a position to 
exert improper influence over its price and take advantage of JPMXF investors. Greater 
disclosure is called for so an investor may weigh the true risk of the firm’s ability to self deal 
through its affiliates. 

E. S-1 Fails to Address Pervasive Conflicts of Interest 

Issues related to how the Trust would handle copper acquisitions, price volatility, 
warehousing, service costs, and legal issues involving price manipulation, squeezes, comers, and 
price distortions are further complicated by pervasive real and potential conflicts of interest 
arising from the active involvement of JPMorgan and its affiliates in the copper market. 

Although the S-1 discloses that JPMorgan and its related entities “may” have a eonfliet of 
interest between the bank’s own interests and interests of the investors in the trust, the filing does 
not adequately describe the extent of such conflicts or acknowledge that those conflicts do, rather 
than “may,” exist."*’ Because of the limited disclosure in the S-1, the nature and extent of 
JPMorgan’s involvement in copper activities remains incomplete. The S-1 filing’s description of 
JPMorgan’s role in copper is at best an outline of its activities. The details of each JPMorgan 
entity’s role in copper mining, mine financing, refining, transportation, storage, delivery, sales, 
marketing and trading activities, including the extent of its proprietary positions in the physical 
and financial markets, needs to be disclosed, because such information is materia! to investors so 
they may evaluate the likelihood of JPMorgan’s incentive to trade against them. 

The use of “may” is also inadequate if JPMorgan’s conflicts already exist. The S-1 
states: “[t]hese affiliations and trading activities may present a conflict between the interests of 
shareholders and the Trust, on the one hand, and the interests of JPMorgan Entities, on the 
other,” Unless it is able to establish that the conflict does not exist at this time, the use of “may” 
is misleading."** There is ample evidence in the public domain that actual conflicts exist which 
require JPMXF to make greater disclosures. As noted above, in April 2012, the firm reportedly 
held 30-40% of total copper positions on the LME. If true, this position and any other copper 
positions held by the firm through its affiliates and sponsored funds must be disclosed in its 
registration statement. In addition, JPMorgan reported to the Federal Reserve its commodities 
inventory was over $17 billion in 2012. To the extent that inventory includes physical copper, 
investors are entitled to know this information to evaluate the magnitude of this actual conflict. 


Registration Statement, at p. 4, 92. 

'' A federal court has held, for example, that disclosing a potential adverse interest, when a known adverse interest 
already exists, can constitute a material misstatement to investors. See, e.g., SEC v. Czuczko , Case No. CV064792 
(USDC CD Calif.), Order Granting Plaintiffs Unopposed Motion for Summary Judgment (Dec. 5, 2007) (finding 
defendant made a material misstatement to potential investors when he disclosed that officers, directors, employees 
and members of their families “may” trade in the stocks recommended on his website, without disclosing that he, his 
father, and business partner were trading in those stocks and had an interest in them). See also In re Arleen Hughes . 
Securities Exchange Act Re!. No. 4048 (Feb. 1 948) (holding a broker-dealer, who is also a registered investment 
adviser, had to disclose the “nature and extent” of its adverse interest): In re Edward D. Jones & Co., L.P.. 
Exchange Act Rel. No. 50910 (Dec. 22, 2004) (settled order), at 21 (disclosure inadequate for failing to disclose full 
nature and extent of the broker-dealer’s conflict of interest). 
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If its copper holdings are located in warehouses under the control of its affiliates, those holdings 
must also be disclosed — because JPMorgan would be in a position to delay deliveries and 
impact price. 

In addition, in the S-1, JPMXF disclosed “A significant portion of trading in the 
physical copper market is currently conducted by such JPMorgan Entities.” (Emphasis added.) 
That general disclosure is incomplete and inadequate, because it does not explain what is meant 
by “significant,” does not detail which JPMorgan Entities engage in copper trading, and, in 
particular, does not specify the extent to which JPMorgan Entities hold long versus short 
positions in the physical, futures, swaps, and options copper markets. 

Investors are entitled to information about the extent and nature of these trading activities 
and positions, so that investors may evaluate the extent of JPMorgan’s incentives to trade against 
them, to favor higher or lower copper prices, increase price volatility, the issue additional 
Creation Units to remove more copper from the market, or redeem of existing Creation Units to 
release more copper into the market. Recent history is replete with instances of financial 
institutions using their affiliates to sell financial products to their clients, only to take an 
opposing position in one or more financial markets and trade against their clients. Studies have 
also shown how commodity speculators can affect copper prices. To ensure investors 
understand the conflicts of interest, in appearance and reality, that will affect how JPMorgan and 
its affiliates vvill trade with respect to JPMXF, the JPMXF registration statement must provide 
full disclosure of the trading activity and the long and short copper positions held by JPMorgan 
Entities, in particular those entities contemplating involvement in the operation of the ETF. 

In addition, investors must understand the degree of JPMorgan’s vertical integration in 
the copper markets. The physical commodities markets are opaque, and public information on 
holdings in each layer of the vertical chain is limited. At a minimum, the S-1 should disclose the 
extent to which JPMorgan Entities retain ownership, leasing, or collateral interests in copper 
mines, refining facilities, transportation facilities (such as railroad or trucking facilities dedicated 
to copper), supply contracts, and storage facilities. Each of those activities could have a direct 
impact on the ETF’s costs and profitability - how much it will cost JPMXF to acquire copper 
supplies, refine copper into Grade A condition, transport it from the refinery to a warehouse, 
store it, and, if necessary, sell it. 


See, e.g., “Wail Street and the Financial Crisis: Anatomy of a Financial Collapse,” U.S. Senate Permanent 
Subcommittee on Investigations, S. Hrg. 1 12-675, Volume 5, ('1/13.t201 1), at 661-662. Among other examples, the 
Subcommittee investigation determined that, while Goldman Sachs was actively marketing Timberwolf securities to 
investors at inflated prices, its own trading desk was shorting the underlying Timberwolf assets. Not only were 
investors not informed of those aggressive shorts, but Goldman may have also benefitted from the decision to 
market Timberwolf at inflated values, because it may have allowed its trading desk to buy shorts at lower prices than 
would have been available had the Timberwolf securities been marked down to accurate prices. 

^ Sec “Speculative Influences on Commodity Futures Prices.” (2010), by Christopher Gilbert, 
http://unctad.orafen./docs/osedD20101 cn.pdf . at p.S; “The Growing Financialisation of Commodity Markets : 
Divergences between Index Investors and Money Managers," Journal of Development Studies. Vol. 48 , issue 6, 
(2012), JOrg Mayer (UNCTAD), at p.752-753. 
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In addition, by participating directly in virtually every aspect of the physical copper 
market, JPMorgan and its affiliates will have an unfair informational advantage regarding the 
ETF’s positions and could easily manipulate their services or trading to take advantage of 
JPMXF investors. To make an informed investment decision, investors need to understand the 
incentives applicable to JPMorgan Entities, and what policies, procedures, and practices will be 
used to counteract the apparent, pervasive conflicts of interest. Currently, the S-1 ’s disclosures 
are wholly inadequate to enable investors to perform that conflict of interest analysis. 

JPMXF acknowledges in the S-1 that although it “attempts to monitor these conflicts, it is 
extremely difficult, if not impossible, ... to ensure that these conflicts do not, in fact, result in 
adverse consequences to the Trust.”*' Presumably, JPMXF describes monitoring the conflicts of 
interest as “extremely difficult,” because of the lack of transparency regarding the activities of all 
the JPMorgan Entities involved in the copper business. If JPMXF finds it impossible to monitor 
conflicts, it creates an even greater need for disclosure of all known material facts that exist 
relating to JPMorgan’s global reach and dominant position in commodities prior to its 
registration statement being declared effective. 

F. S-1 Does Not Detail Indemnification of Affiliated Entities. 

One shareholder right that has been severely curtailed in the JPMXF filing is the right to 
sue. Specifically, by providing essentially unlimited indemnification of all JPMorgan affiliates 
providing actual services to the Trust, the filing appears to attempt to cut off any right of action 
against those parties.*^ The indemnification requires the Trust to defend any and all of the “bank 
affiliated entities” with investor funds, with no limits on the expenditure amounts, even in the 
case of negligent performance. At the same lime, the S-1 does not provide a complete list of the 
affiliated entities given such sweeping indemnification. The result is that investors are 
apparently limited to pursuing the sponsoring entity, a shell company, in the event of 
misperformance, yet even there, the S-1 fails to disclose the extent to which that shell company 
will be capitalized or insured to cover possible losses or damages.*^ At a minimum, investors 
should be fully informed of all of the bank affiliated entities that are being indemnified, receive 
notice that even affiliates providing negligent services are indemnified with investor funds, and 
obtain a clear explanation of the extent to which the Trust will acquire insurance to pay litigation 
costs, losses or damages in connection with investor lawsuits, without recourse to investor funds. 

G. Additional Disclosures Needed in JPMXF S-1 

The JPMXF S-1 filed on January 17, 2013 is incomplete on its face and should not be 
declared effective until it provides meaningful disclosures of at least the following matters which 
provide critical information for investors to make an informed evaluation of the JPMXF 
investment: 

(1) the nature and extent of the role and business activities of JPMorgan and its 
affiliates in the physical copper market, including the role played by specified 


” Registration Statement, at 92. 
” Jd. at 83. 

"Id. 
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JPMorgan afBliates or entities in the mining, financing, refining, transport, 
storage, or trading of physical copper; 

(2) the Grade A and non-Grade A physical copper inventories held by JPMorgan 
and its affiliates each month during the six-month period prior to JPMXF’s 
launch, including whether those inventories were held under LME or COMEX 
warrants, whether they were held at warehouses under the control of JPMorgan 
or its affiliate, and how those copper inventories compared to total world copper 
inventories, liquid stocks available for immediate delivery, and liquid stocks 
available for immediate purchase; 

(3) material trading positions held by or for JPMorgan and its affiliates in the 
futures, swaps, and options copper markets each month during the six-month 
period prior to JPMXF’s launch, detailing long and short positions without 
netting; 

(4) an enhanced discussion of the Trust’s potential impact on the price and 
volatility of the copper market, including enhanced disclosures of the risks to 
investors arising from the Trust potentially constituting such a large portion of 
the exchange market; 

(5) a description of JPMXF policies, procedures, and practices to identify and 
address conflicts of interests between JPMorgan and investors in JPMXF, 
including the determinations of whether to issue new interests in the Trust; 

(6) a comprehensive list of each JPMorgan affiliate or entity expected to provide 
services to JPMXF, together with, for each such entity, the services to be 
provided; 

(7) a description of JPMXF policies, procedures, and practices to determine how 
services provided by a JPMorgan affiliate or entity will be priced, and whether 
those services are being provided in ways that disadvantage JPMXF investors; 

(8) a comprehensive list of each JPMorgan affiliate or entity that will be 
indemnified by the Trust in connection with providing services to the Trust; and 

(9) the extent to which the Trust will obtain insurance to respond to investor 
lawsuits and pay any losses or damages, without using investor funds. 

Thank you for the opportunity to provide comments on the JPMXF filing to increase 
nvestor safeguards. 


Sincerely, 

— . 

Carl Levin 
Chairman 

Permanent Subcommittee on Investigations 
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VANDENBERG &.FELIU 

LLP 


ATTORr^FVS AT LAW 
Robert R. Rcrnsfetn 
TUM'HLINI: 


Via Email 


July 18, 2012 


Elizabctli M. Murphy 
Secretary 

Securities and Exchange Commission 
100 I- Street, NE 
Washington, D.C. 20549-1090 

Re: File No. SR-NVSE Arca-2-12-66 

Dear Ms. Murphy: 

This firm represents represent Southwire Company, Encore Wire Corporation, 
Luvata, and AmRod, as well as RK Capital LLC. Southwire is based in Georgia, Encore in 
Texas, Amrod in Now Jersey, and Luvata has plants in Ohio, Connecticut, Missouri, Kentucky, 
Califoniia, Wisconsin, Texas and Florida. Together these companies comprise about 50% of the 
copper fabricating capacity of the United States. RK is an international copper merchant with 
oniccs in London and New York. We oppose the rule-change. 

This is the second of two rule-changes that NYSE is proposing to list and trade 
shares of a physical copper-backed exchange traded fund or •‘ETF.” The first proposed rule 
change, on behalf of JPM XF Physical Copper Trust, calls for the initial removal from LME and 
Comex warehouses of as much a 61 ,800 metric tons of physical copper, the second proposed rule 
change, on behalf of BlackRock’s iSharcs, calls for the initial removal from these same 
warehouses of as much 1 2 1 ,200 metric tons of physical copper, for a total of 1 83,000 metric 
tons. 


Almost all of the refined copper produced annually worldwide is subject to long- 
term delivery contracts with copper fabricating companies. By contrast, the copper in the l.ME 
and Comex warehouses is the only refined copper generally available for immediate delivery. 

At present, there is only about 240,000 metric tons of copper in LME warehouses 
worldwide, and an additional 60,000 metric tons of copper in Comex warehouses in the United 
States, or about 290,000 in total. 1 f successful, the listing and trading of shares for these two 
funds would result in removing from the market as much as 63% of the copper from these 
warehouses. 


As shown below, the removal of so much copper from these warehouses would 
disrupt the copper market, particularly in the United Stales, in numerous material ways. Indeed, 


Mt lA.sr -tJMD -Uru'iT. 
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the risks associated with the removal of so much copper from the market could have potentially 
devastating cflects not just on potential investors in the shares, which should be of concern to the 
SKC, but also on existing and future investors in industries that depend on copper for their 
primary feedstock - because it is these companies that will face artificially inflated prices, 
shortages of supply and increased price volatility if the listing and sale of these shares is 
successful. No ETK backed by a base metal used exclusively for industrial purposes has ever 
before been listed and sold on any nationally recognized exchange in the United States, 

Significantly, even though the registration statements for bntli the JPM and 
QIackRock ETFs were first proposed in October 2010, because of the huge risks involved, they 
have had to be amended numerous times and yet, the SEC's Coiporation Finance Division, 
which has been waiting for nearly a year for additional amendments from both applicants, has 
still not allowed either registration statement to become effective. 

Indeed, BlaekRock’s most recent draft registration statement was filed on 
September 2, 201 1 - nearly a year ago. Thus, the Exchange’s latest proposed change in the rules 
- to allow shares of BlockRock’s copper ETF to be listed and sold - is therefore based on a draft 
registration statement that is nearly a year old and whose contents will almost certainly be 
subject to change. 

It is against Uiut background that the Exchange believes the SEC should 
nevertheless now allow the Exchange to be permitted to list and sell shares in botlt BlackRuck's 
and JFM's copper ETFs. We respectfully disagree. 

First, there should be no doubt that the purpose of the BlackRock ETF, like the 
JPM ETF, is to remove enough copper from the market for copper available for immediate 
delivery, i.e., copper from the L.ME and Comex warcliotiscs, to Ciitise an artificial rise in price. 
Thus, the only copper that can qualify for delivery to the BlackRock Trust is copper that meets 
the LME specifications for copper on warrant. The most obvious and freely available source of 
such copper is copper on warrant in l.ME warehouses today; Comex copper will also qualify. 

All other copper that might qualify is cither (i) part of the supply chain of copper that is subject 
to long-tcnn contracts between producers and comeumers and therefore not available to be 
acquired, or (ii) copper held in bonded warehouses in China and destined for the Chinese market; 
only on rare occasions arc small amounts of such copper ever delivered to LME warehouses in 
Asia; or (ill) copper held by tJte governments of China and South Korea, respectively, for 
strategic reserves, and also not available for purchase. See Report on Refined Copper 
Inventories on the Global .Market. Table 3: "Refined Copper Balance Detail,” Bloomsbury 
Minerals Economics Ltd., October 12, 201 1 . Available at Exhibit A of Submitted Comment from 
Robert B. Bernstein, Vandenberg & Feliu LLC, July 13, 2012, p. IS. Bloomsbury Minerals 
Economics is a specialized consultancy engaged in base metals market and price analysis, 
focusing in particular on copper. 

BlackRock’s draft registration statement tries to convoy the false impression that 
because there is copper tonnage outside of LME and Comex umrehouscs, such copper ntust 
therefore be available for its ETF to acquire. Thus, BlackRock states that in 2010, refined 
copper production totaled 19,075,000 tonnes, “more than 33 times greater than the 568,057 
tonnes of combined copper inventories held in warehouses registered with the LME, the 


PSI-VandenbergFeliu_to_SEC(July2012)-000002 



1684 


Shanghai Futures Exchange and the Comex division of the CME Croup," that "at the end of 
2010 world slocks of refined copper totaled 1,289,000 tonnes” and that “there are at least tin 
additional 1.5 million tonnes of refined copper in global inventories based on reported Chinese 
copper usage and trade flow data statistics for China,” BlackRock draft prospectus, dated 
September 2, 20 1 1 , at 10-11. 

However, BlackRock has no evidence to suggest that any of this non-exchange 
inventory is available for delivery for its ETF. Indeed, all BlackRock states in this regard is that 
“[m]clal stored in the area of the warehouse approved by the exchange that is not registered with 
the exchange |i.e., not on warrant] is not reported in exchange inventory data," that “there are no 
comprehensive statistics or data on physical copper stockpiles held by all commercial and non- 
commercial market participants," and that “the quantity of copper available in the physical 
market that meets LME specifications for “good delivery” cannot be calculated because detailed 
reporting on copper specifications is not typical for the industry." Id. at 10,22. In short, 
BlackRock appears to be playing fast and loose in not explaining that there in fact is no copper 
available for “good delivery” to its ETF other than copper in the LME and Comex warehouses, 
which may be one reason why the SEC’s Corporate Finance division has not allowed 
BlackRock’s registration statement, upon which the Exchange’s rulemaking is based, to become 
elTeclive without further amendment. 

What is more, BlackRock's draft registration statement makes clear that by 
depleting warehouse stocks, they (and others marketing similar F.TF products) will be able to 
artificially raise prices for copper and thus of the ETF shares themselves. First, BlackRock states 
that no matter how much copper stock may be available outside of the exchange warehouses, it is 
“inventory levels at exchange warehouses [which] tend [] to reflect market conditions." 
BlackRock then slates that “[a]n increase in the demand for copper, driven by the success of the 
trust or similar investment vehicles, could result in increases in the price of copper that are 
otherwise unrelated to other factors affecting the global copper markets.” Id. at 10. 

BlackRock further explains that in order for the investment to be successful, they 
will have to continue to be able to remove enough copper from the market in order to keep 
raising prices high enough to cover the monthly costs of storing the copper. Thus, BlackRock 
states: 


"If all of the 12,120,000 Shares registered in this offering had been issued on the 
day the initial Shares were issued to the Initial Purehascr at a per-Share 
consideration of 10 kilograms of copper, a total of 121 ,200 tonnes would have 
been deposited into the trust at that time. . . . The amount of copper rcprcsetited by 
the Shares will decrease over the life of the trust due to the sales necessary to pay 
trust expenses. Without increases in the price of copper sufTicient to compensate 
for that decrease, the price of the Shares will also decline and you will lose money 
on your investment in the Shares. However, because dtcre t'.s no limit to the 
number of Shares that the tnist can issue, a very enthusiastic reception of the 
Shares by the market, or the proliferation of similar investment vehicles that issue 
shares backed by physical copper, would result in purchases of copper for deposit 
into the trust or such similar investment vehicles that could be large enough to 
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result in an Increase in the price of physical copper, if tlial were the case, the price 
of the Shares would be expected to reflect that increase." 

Id. at 10. (emphasis added). 

However, os with all artiftcially created squeezes, there comes a lime when the 
boom will bust, and BiackRock admits that may occur here os well. Thus, BluckRock states: 

“It is impossible to predict whetlter, or at what point, the demand for copper- 
backed investment instruments like the Shares would eventually stabilize and, if it 
does, whether the price of copper would remain stable or return to historical 
levels. An investor purchasing Shares at a time when they reflect a temporarily 
inflated price of copper will sustain losses upon the sale of such Shares afler the 
effect of such events causing such inflated prices has ceased and the price of 
copper has returned to a deflated level." 

Id. 


Given these disclosures, it should be clear that the listing and trading of shares in 
physical copper backed investment instruments like that being proposed by BiackRock and JPM 
- and the consequent drawdown and removal from the market of most of the copper in LME and 
Comex warehouses ~ risk endangering the price discovery functions of the LME and Comex. In 
addition, industries which rely on copper as a feedstock will face artificially high prices, price 
volatility when prices collapse, and a risk that suirplics from the market for copper available for 
immediate delivery may not be available when most needed to satisfy consumer demand. 

IkTiat is more, these elTccts are, as a practical matter, most likely to be felt mo.st 
directly in the United States. The reason is that, os with the JPM offering, the copper that is 
cheapest to acquire will most likely be copper on warrant in United States warehouses. This is 
because, for the most part, the cheapest location premiums for copper on warrant is from copper 
in LME warehouses in the United States. The “Authorized Participants," like Goldman Sachs, 
who will be authorized to acquire copper for the BiackRock I'rust will wont to acquire copper at 
the cheapest location premiums possible in order for the price of ETF shares to be issued in 
exchange for the copper to mirror as closely os imssiblc, the price per nictric ton of copper on the 
LME. ITius, depletion of copper from the LME warehouses will most likely be felt the hardest 
in tile United States and, once copper from the LME warehouses is depleted, copper from the 
Comex warehouses will be depleted as well, as copper there is moved to LME warehouses in 
order to take advantage of higher prices. 

The principal victims will in the first instance be United States consumers who 
typically rely on supplies of copper for immediate delivery to augment their long-term supply. 
These fabricators will not only be forced to pay higher prices, and incur the risk of price 
volatility once prices collapse, but there may be periods of lime when those who can least afford 
it will be unable to get supply. 

Most U.S. copper fabricators enter into long-term supply contracts for about 85% 
of their annual requirements. In that way, they can protect against the risk of reductions in 
demand for product without having to incur the added expense of storing inventory they cannot 
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use. Thus, U.S. copper fabricalors depend on the market for copper available for immediate 
deliver}', which is to say, they depend on there being copper available in the LME and Comex 
warehouses. Hut the physical copper backed instnimcnts that BlackRock and JPM wish to list 
and trade on the Exchange will substanliully reduce the supply of copper available for immediate 
delivery in the United States, and with that comes the risk that some fabricators will not be able 
to acquire the supply they need to meet demand - particularly if the housing market were to 
recover and demand were to spike. 

As supplies of copper in the United States get tighter as a result of the listing and 
trading of shares of physical copper backed investment instruments such as these, the chief 
beneficiary will likely be competitors in China. China eonsumes 40% of the world's copper, 
which makes it the world’s largest copper consumer. Because the copper being taken olT market 
will come mainly from the United States, Chinese manufacturers will have the copper feedstock 
on hand to produce copper rod, tubing and wire, while at least some of their American 
counterparts will not. 

And to make mailers even worse, it now appears that the overall market for 
copper globally, which has been in deficit for the past several years, will continue to be in deficit, 
that is, annual global demand will exceed annual global supply. Sec e.g., Bloomberg, “Looming 
Copper Surplus Contracting as Mining Fails: Commodities,” July 18, 2012, Thus. Bloomberg 
reported today that "[alnnlysts are slashing predictions for the first copper glut in four years as 
producers from Chile to Indonesia contend with aging mines and strikes at u time of record 
demand." A copy of this story is enclosed. 

In short, the proposed ETF is unlike any other metal ETF currently listed on the 
Bxchiinge and would allow speculators in the guise of purchasers of shares to create a squeei'e on 
the market. The proposed rule change is therefore ineonsistent with Section 6(b)(5) of the 
Securities Exchange Act of 1934, which requires that rules be designed to prevent manipulative 
acts and protect investors and the public interest. 

Finally, we agree with the comments of Senator Levin, dated July 16, 2012, in 
opposition to the Exchange's proposal to list and trade shares of the JPM XF Physical Copper 
Trust. Those comments apply with equal force here. Likewise, we incorporate by reference the 
comments and attachments which this firm filed on behalf of our clients also in opposition to the 
E.xchange's proposal concerning the JPM Trust. 
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From; Jenntfer.Giordano@iw.com [maiito:Jennifer.Giordano@lw.ajm] 
Sent: Monday, November 10, 2014 3:39 PM 
To: Sean.Berkowitz@lw.com; Gellasch, Tyler (HSGAQ 
Cc; Lueptow, Michael (HSGAC) 

Subject: RE: Rna! Questions 


Ty~ 

In response to your second question below, we assume that you are referring to the LME's public "Warrant 
Banding Report". Published daily, the warrant banding report shows the number of market participants with 
a concentration of LME warrants. The report from December 15, 2010 is set forth below. 

Please note that the report is segmented by metal and displayed in five bands: 30 - <40%, 40 - <50%, 50 - <80%, 
80 - <90%, 90 - 100%. Figures are reported two business days in arrears. The holdings indicated in this table 
may no longer be held. Whenever a participant's holdings of LME warrants is 30% or more of the total LME 
warrants it appears in the respective band below. 

Bep.QrtJ3ate.CQB 

15/12/lQ 


Figure 

AH 

CA 

2S 

Nl 

PB 

SN 

AA 

NA 

30 - <40% 

1 

0 

0 

0 

0 

0 

0 

0 

40 - <50% 

0 

0 

0 

0 

0 

1 

0 

0 

50 - < 80 % 

0 

1 

1 

1 

0 

0 

0 

1 

80 - <90K 

0 

0 

0 

0 

0 

0 

1 

0 

90 - 100% 

0 

0 

0 

0 

0 

0 

0 

0 

Unreported Warrants{%) 

0 

0 

0.3 

0 

0.5 

0 

0 

0 


Key 

AH 

Primary 

Aluminium 


CA 

Copper 


zs 

Zinc 


Ni 

Nickel 


PB 

Lead 


SN 

Tin 


AA 

Aluminium Alloy 


NA 

NASAAC 


With respect to your third question, the LME submits the following clarifications, which we believe makes the 
statement more accurate and complete: 
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CONFIDENTIAL - Methodoiogv for Calculating Capacity Payments for Purposes of 5% Limit 
Background 


The letter (the "Letter") from the Board of Governors of the Federal Reserve System (the. 
"Board") to JPMorgan Chase & Co. ("JPM") dated June 30, 2010 approved energy tolling as 
complementary activity for J PM. JPM committed to include the present value of all capacity 
payments to be made by it In connection with energy tolling agreements in calculatin^ts 
compliance with the limit of 5% of tier 1 capital on the aggregate market value of the 
commodities that it and its subsidiaries hold. The Letter stated that JPM committed I 
energy tolling activities in accordance with the restrictions, definitions and coi^^ons p1^ Tsiy 
imposed by the Board on the conduct of those activities. In Its approval Ba^ f 

Scotland Group pic. The Royal Bank of Scotland Group pic. 94 Federal Bul!^®^60 


(2008), the Board (the "RBS Order"), the Board defined "capacity p; 
payment that compensates the power plant owner for its fixed 
of the fixed periodic payment, including those which cover vari^ 
expense and profit to the plant owner, are not within the definition 
do not need to be included in the computation. JPM hai 
payment that it makes in its 5% limit calculation throii&t- 




below describes how JPM calculated the "fixed 
calculation and going forward. 

Methodology 


The following procedure describes ^ 
demand payments attributable to fi; 


A. First, we note that the ft 
normally do not have acg^ to it. 
estimate of the futura^ph flo 




"a fix^^^riodic 
components 
perating^^d maintaining 
Rapacity ^yment" and 
^e entire fixed 
methodology 


the November 2010 limit 


aine^^fe value of the portion of the toll 
kts in order to comply with the Letter. 


jorm?i^Q«rtbe power plants is non-public, and we 
H^^feweappiy the following line of reasoning to get an 
itthbi^^le to the fixed operating costs. 


^re the main source of revenue for the power plant owner. Fixed 
^ered from that revenue. 

^independent on the capital structure of the plant (e.g., 
j|ther the plant is equity financed or debt-financed), 
nanaged on a stand-alone basis (I.e., is not supported by the 
^if it makes cash distributions from the toll demand payments (e.g., for debt 
Vidend payments, management fees, etc.) then the fixed operating costs 
bvered only from the cash remaining after these distributions, 
jiants that JPM tolls are debt-financed at the plant/project level. The information 
fdebt payments is available in the debt offering memoranda. Further, the offering 
memoranda provides additional information (such as Debt Service Coverage Ratios, 
Management Fees, Interest Rate Hedge information) that may be used to infer equity 
dividends, interest rate swap payments, etc. Note that such information is usually 
supported by the rating agencies reports produced for the purpose of the financing 
rating. 

Consequently, the difference between the toll demand payments and the known 
distributions (debt/dividend/fees/ctc.) provides the upper bound forthe fixed operating 
, costs of the plants. 
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}n certain cases, JPM sold tolls to third parties against the existing tolling positions ("re- 
tolls"). We believe the demand payments that JPM receives from these re-toiis can be 
applied to offset the fixed operating cost component of the corresponding existing tolls. 
For example, assume JPM entered into a 10 year toll with counterparty A whereby JPM 
pays $lmm/month to A. Further assume that the fixed operating costs portion of the 
demand payments is $4()0k/month. If JPM re-tolls for 2 years with counterparty B fi 
$800k/month then the fixed operating costs to be calculated against JPM's 5% limit 
fully offset by the re-toll demand payments (as $800k > $400k) during the 2 y^^ of 
re-toll, if the re-tol! demand payments were $300k/month then JPM would a^ 
$100k/month to the fixed costs out of the$400k previously determined. 

o Currently, we have partial re-tolls of the AES4000 plant to SCS^^WR. 
o We assumed that the re-toH netting is done on semi-annuatoas^ffime /ith 
the debt payments), and excess re-toll payment in on^^^year p^^ pt 
offset fixed costs for another period 

In certain cases we may have a toll on a part of a project^o^ction^^^wer plants, 
while other plants of the same project may be tolled sefS^ely, The fi^^ial 
information mentioned above (on cash distribution to debt/^^y/etc.) isnormaliy 
available only at the total project level. In such further estimates 

to determine which portion of the total fixed^eral^ costff^^^roject is 
attributable to JPM tolls. 

Ve a pl^^f AES Southland project. 
tnerg^AES4000 toll that JPM acquired. 
itinn^ ^TO for AES4000 is for all of the 
lign the project cash distribution to 
‘ megawatt capacities. 




Huntington Beach 3 and 4 ("H 
They were not initially a part o' 
The financial (cash distril 
plants in the project, 
these tolls according® the re 


In certain cases we ma 
corresponding plantj 
distributions froi 
tolling contrad 
same power ^ 
be substai^^ly 
for. 

piling 





m extends beyond the term of the 
:e, the financial information on the cash 
planT!^ojecl^^ available for the extended portion of the 
wevei^as tnaextended portion of the tolling contract covers the 
p^^t, we estate the fixed operating costs of the piant/project to 
to those during the period we have cash distribution information 


ifrac^fith Tenaska on the Lindsay Hill power plant goes till 2021, as 
ncing. The toll is extendible to 2027, and JPM includes the fixed 
lerating costs from the extension period 12021-2027) in the 5% limit 

^tions. As the demand payments for the extension period are essentially 
he 3?me as for the preceding period, the fixed operating costs for the extension 
leriod are estimated to be the same percentage of the of the total demand 
payments as they are for the preceding 10 year period, 
cases when there is no information available to JPM for a particular toll, we use 
extrapolations for the percentage of the toll demand payments attributable to the fixed 
operating costs. We extrapolate from the cases of the plants we have information for. 
We make the determination on whether to apply such a percentage based on 
materiality of the outcome. 


B. The 5% calculation calls for JPM to present value of the future fixed operating costs part of 
the toil demand payments. As the toll demand payments represent JPM's contractual liability, 
we believe that the correct discount rate is LIBOR plus JPM’s credit spread as reflected in the 
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CDS market. We believe CDS spreads are appropriate as they are the best representation of 
JPM's pure credit risk and they are the most transparent and observable spreads available in the 
market. We use the CDSspread corresponding to the tenor of the capacity payment obligation 
and we use the bid side of the market. 


Calculation Summary 

The calculations are in the attached spreadsheet. Here are the results in mm$ {roundej 

1. $2,154: the sum of the future values (FVs) of the full demand payments (net^ 
future values of the re-tolls). 

2. $1,770: present value (PV) 

3. $564: PV of fixed op costs NET of re-tolls.' 

Our capacity payment calculation as of month-end November 2010 is i 



FRB-PSI-300347 



1691 





1692 



3N1133H AlHaiavnO Oiad / OOO / 03d 


1693 


Akin Gump 

STRAUSS HAUER & FELD LLP 


STEVEN R. ROSS 
202.BB7.4M3/fa)C 2D1387.428& 
sross@aRfngump.com 


October 21, 2014 


VIAIIAND DELIVERY 

The Honorable Carl Levin 
Chairman 

Permanent Subcommittee on Investigations 

Committee on Homeland Security & Government Affairs 

United States Senate 

Russell Senate Office Building, SR-199 

Washingtoti, DC 20510 

Re: JPMorgan Chase & Co’s Responses to Follow-Up Questions 
Dear Chairman Levih: 

On behalf of JPMorgan Chase & Co ('‘J.P.Morgan”), 1 write in connection witli your 
questionnaire dated January 11, 2013 regarding physical commodities. This submission includes 
information and documents responsive to additional questions posed by your staff on October 13, 
2014. As discussed with youi staff, J.P.lv!organ is working to prov'ide the balance- Of the follow- 
up infoinia.tion requested. Responses to the .specific questions are as follows: 


Redacted By 

Permanent Subcommittee on Investigations 
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From: 

To: 

CC: 

Sent: 

Subject: 

Attachments: 


Lenczowski, Mark 
Kirk, Mike 
Nakkab. Armand X 
1/11/2012 2:59:47 PM 

FW: Consolidated OCC Summary 10 Jan 2012 
OCC Ratio Summary_10012012-xls.zip 


From: Babbage, David 

Sent: Wednesday, January 11, 2012 9:59 AM 

To: Avent, Neal; Holcombe, Nigel; Clift, Neil; Steppacher, Chip; \flcas, Benjamin X 

Cc: Lenczowski, Mark; Baines, Nigei F; Nakkab, Armand X; Bromley, Paul; EMEA Metals Product Control; Camacho, Michael A. 
Subject: Consolidated OCC Summary 10 Jan 2012 

Please note that the aggregate level is subject to a 5.00% fimit 


Index 

Trading Notni IMT] 

Warrant Notni (MT) Daily Ratio 


Monthly Ratio 

ALUM 

40,664,835 

3,492,512 

9% 

9% 

NICK 

1,172,062 

55,397 

5% 

5% 

LEAD 

3,233,196 

47,448 

1% 

2% 

TIN 

98,761 

8,037 

8% 

9% 

STEEL 

76,735 

1,080 

1% 

1% 

ZINC 

13.570,287 

672,717 

5% 

5% 

Agpreqated 

58,815,877 

4,277,192 

7,27% 

7.51% 


David Babbage | JPMorgan j Global Commodities Gfcup | Metals Product Contiol i Floor 3. 20 Moorgate. London, United Kingdom. EC2R 
6DAjT: +44(0)207 7422877] 

This communication is for informational purposes only. It is not intended as an offer or solicitation for the purchase 
or sale of any financial instrument or as an official confirmation of any transaction. All market prices, data and other 
information are not warranted as to completeness or accuracy and are subject to change without notice. Any 
comments or statements made herein do not necessarily reflect tliose of JPMorgan Chase & Co., its subsidiaries and 
affiliates. This transmission may contain information that is privileged, confidential, legally privileged, and/or exempt 
from disclosure under applicable law. If you arc not the intended recipient, you are hereby notified that any 
disclosure, copying, distribution, or use of the information contained herein {including any reliance thereon) is 
STRICTLY' PROHIBITED. Although this transmission and any attachments are believed to be free of any vims or 
other defect that might affect any computer system into which it is received and opened, it is the responsibility of the 
recipient to ensure that it is virus free and no responsibility is accepted by JPMorgan Chase & Co,, its .sub.sidiarie.s 
and affiliates, as applicable, for any loss or damage arisingin any way from its use. If you received this transmission 
in error, please innnediately contact the sender and destroy the material in its entirety, w'hether in electronic or hard 
copy format. Thank you. Please refer to http://www.jpmorgan-conVpages/disclosures for disclosures relating to 
European legal entities, 
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From: Lenczowski, Mark [mai!to:mark.lenczowsto(SiJpmchase.com] 

Sent: Friday, January 20, 2012 12:57 PM 
To: Kirk, Mike 

Cc: Masters, Blythe; Gerrova, Diane M.; Camacho, Michael A.; Nakkab, Armand X 
Subject: FW: Consolidated OCC Summary 19 Jan 2012 

Mike, 

Below is the latest report. Pursuant to our remediation plans, we had lent material into the market and believed that we 
would be under the limit as at Jan 18^^, which is an LME delivery date. However the total trading notional dropped 
from 63 mio tonnes on tbs 17th to 50 mio tomes on the 18th. and as a result we were still over the limit. We therefore 
to ok further action yesterday to lend 100k tonnes of material to the market as well as sell 400k tonnes of material to 
JPMVEC, As at close today, these 400k tonnes will transfer into VEC and we will be at 5.07% (assuming the trading 
notional does not change). The further 100k tonnes delivers Monday, at which time, assuming total trading notional is 
unchanged, we will be at 4.88%. We expect that total trading notional wiy continue to rise tlroughout the month (the 
3rd Wednesday is the big delivery date each month), but senior business management decided that we wil! sell a 
further 100k tonnes of material to VEC to avoid running too close to this limit. We will transact that today, but again, it 
wil not flow into the numbers until close of Monday evering. 

As you know, we calculate the limit as the instantaneous measure of the inventory position divided by the 
instantaneous measure of the total notional of outstanding derivatives, all measured in tonnes. We would Bke to 
investigate with the OCC changing from an instantaneous measure of total notional derivatives positions to a 3 month 
rolling average, to avoid the volatility caused by third Wednesday deliveries as well as fluctuations in trading notionals 
from our customer-driven business. We believe a rolling average wotid be a more accurate measure of our total 
transactions involving these eligible commodities, if we were to use the 3 month rolling average as of today, we would 
be at 4,5%. 

We look forward to discussing this with you and are happy to answer any questions you might have. 

Best regards, 

Mark 


From: Babbage, David 

Sent: Friday, January 20, 2012 12:29 PM 

To: Avent, Neal; Holcombe, Nigel; Clift, Neil; Steppacher, Chip; Vicas, Benjamin X 

Cc: Lenaowski, Mark; Baines, Nigei F; Nakkab, Armand X; Bromley, Paul; EMEA Metals Product Control; Camacho, Michael A.; 
Pa rekh, Amite 

Subject: Consolidated OCC Summary 19 Jan 2012 

Please note that the aggregate level is subject to a 5.oo% limit. 


Index Trading Notnl (MT) Warrant Notnl (MT) Dally Ratio Monthly Ratio 


ALUM 

36,440,850 

2.326,256 

6% 

8% 

NICK 

1,048,359 

35.288 

3% 

5% 

LEAD 

3,150,228 

33.857 

1% 

2% 

TIN 

88,976 

7.046 

8% 

8% 

STEEL 

73,225 

300 

0% 

1% 

ZINC 

11.478.863 

652.349 

6% 

5% 

Apqregated 

52.280,501 

3,055,097 

5.84% 

6.88% 


David Babbage j JPMorgan | Global Commodt^es Group j Metals Product Control i Floor 3, 20 Moorgate. London, United Kingdom, EC2R 
6DAi T: +44 { 0)207 i 

This conumunication is for informational 
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From: 

Masters, Blythe 

To: 

Kirk, Mike 

Sent: 

1/20/2012 6:31:48 PM 

Subject: 

FW; Consolidated OCC Summary 19 Jan 2012 

Mike 



Thanks foryoux consideration. It will not happen a^ln that you leam about it after the fact when it is an issue within 
our control. 

Best rgds 
Blythe 

Sent with Good (w'ww.good.cora) 

This email is confidential and subject to important disclaimers and conditions including on offers for the purchase or 
sale of securities, accuracy and completeness of information, viruses, confidentiality, legal privilege, and legal entity 
disclaimers, available at http;//wwwjpniorgan.com/pages/disciosures/eniail. 
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From: 

Lenezowski, Mark 

To: 

Kirk, Mike 

Sent: 

2/15/2012 9:26:06 PM 

Subject: 

5% Limit Calculation 

Mike. 



Following are our current and proposed methodologies for caiculatii^ the 5% limit. Please call or mail me •\^ith am-- questions 
or comments. 

Best regards. 

Mark 

Current Caiciilation of OCC limit 

The limit is set at 5% and is calculated by dividing the numerator by the denominator. 

The numerator represents the total tonnage of physical base metal inventory' held within JPMorgan Chase Bank, N.A. 
(the ‘‘Bank”) on the particular day for which the limit usage is being calculated (copper is not included). Base metals 
for this detlnitioii include Aluminium, Zinc. Lead. Nickel, Tin and Rhodium. 

The denominator represents the sum of (1) the total tonnage of all outstanding base metal derivatives contracts, 
which includes transactions that will potentially physically settle, trades that will financially settle and options 
transactions, held within the Bank on the same day as the numerator was calculated and (2) the numerator as of such 
day. 

Proposed Calcuintion of OCC limit 

The Bank proposes to change from measuring the denominator at a single point In time to utilising a rolling 3 monthly 
average of daily measurements. The reason for tliis proposed change is to smcKith the volatility of the denominator, as 
at present it can change by as much as 25% on the monthly third Wednesday delivery date on the LME, and thus to 
present a more accurate picture of the Bank's total transactions involving base metals. The Bank would continue to 
calculate the numerator as it does currently. 


This communication is for informational purposes only. It is not intended as an offer or solicitation for the purchase 
or sale of any financial instrument or as an official confirmation of any transaction. All market prices, data and other 
information are not warranted as to completeness or accuracy and are subject to change without notice. Any 
comments or statements made herein do not necessarily reflect those of JPMorgan Chase & Co,, its subsidiaries and 
affiliates. This transmission may contain information that is privileged, confidential, legally privileged, and/or exempt 
from disclosure under applicable law. If you are not the intended recipient, you are hereby notified that any 
disclosure, copying, distribution, or use of the information contained herein (including any reliance thereon) is 
STRICTLY PROHIBITED, Although this transmission and any attachments are believed to be free of any virus or 
other defect that nught affect any computer system into which it is received and opened, it is the responsibility of the 
recipient to ensure that it is virus free and no responsibility is accepted by JPMorgan Chase & Co„ its subsidiaries 
and affiliates, as applicable, for any loss or damage arising in any way from its use. If you received this transmission 
in error, please immediately contact the sender and destroy the material in its entirety, whether in electronic or hard 
copy format, Thank you, Please refer to http;//www.jpmorgan. com/pages/disclosures for disclosures relating to 
European legal entities. 
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From: Greer, Megan [mailto:megreer@akingump.com] 
Sent; Monday, November 10, 2014 11:51 AM 
To: Gellasch, Tyler (HSGAC); Prober, Raphael; Ross, Steven 
Cc: Lueptow, Michael (HSGAC) 

Subject: RE: Responses-Take 2 


Ty, 


Following up on our call on Friday, please find below certain of JPMorgan Chase Bank's (JPMCB's) 
daily aluminum inventory values and the corresponding LME cash price for aluminum. 

On December 21, 2011, JPM Chase Bank's (JPMCB's) total aluminum inventory was 3,322,363 metric 
tonnes, and the LME cash price for aluminum was $1968.5 per metric tonne, for a total value of 
approximately $6.54 billion. 

At the end of December (as of December 29, 2011), JPMCB's total aluminum inventory was 
3,403,571 metric tonnes at $1984.75 LME cash price’, fora total value of approximately $6.76 
billion (’this is based on the December 28, 2011 cash price). 

By the end of January (as of January 27, 2012), JPMCB's total aluminum inventory had decreased to 
2,238,107 metric tonnes. 

The peak notional during this time frame was on January 10, 2012, when JPMCB's total aluminum 
inventory was 3,501,365 metric tonnes, and the LME cash price for aluminum was $2135, for a total 
value of approximately $7.48 billion. Note: The inventory was very slightly higher on January 9, 
2012 at 3,501,535 metric tonnes, but at a lower price; accordingly, January 10, 2012 was the 
notional peak. 

We are also checking on the language you sent on thelMHB transaction, and we will be back to 
you soon on that. 

Best, 

Megan 

Megan L Greer 

Direct: +1 202.887.4517 1 Internal: 24517 
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Akin Gump 

STRAUSS HAUER & FELD LLP 


STEVEN R. ROSS 
202.867 .4343/fax: 202.887.4288 
sross@akmgump.com 


October 30, 2014 


VIA HAND DELIVERY 


The Honorable Carl Levin 
Chairman 

Permanent Subcommittee on Inve.sligations 
Committee on Homeland Security & Government Affairs 
United States Senate 
Russell Senate Office Building. SR-199 
Washington, DC 20510 

Rc; JPM firman Chase & Co's Responses to FoUnw-Up Questions 

Dear Chaimian Levin: 


'■ Redacted by the Pemianent 

Subcommittee on InvestigaHoiu 


On behalf of JPMorgan Chase & Co (“J.P.Morgan”), I write in connection with your 
questionnaire dated January 11, 2013 regarding physical commodities. This submission includes 
further information responsive to the additional questions posed by your staff on October 13, 
2014. As discussed with your staff, J.P.Morgan is working to provide the balance of the follow- 
up information requested. J.P.Morgan's response to the specific question below is as follows; 

Que.stion 3; Please describe the targe aluminum trade that resulted in over SI billion of 
aluminum holdings being booked to JPMVEC. Please include the type and general terms of the 
financial instrument or transaction that required the hedge and the general terms of the trade, 
including the relevant dates of the trade, the number of metric tonnes involved, Ihe tenor, and the 
amount of dollars involved. 


Response: The aluminum trade took place between J.P.Morgan undH^^|in December 
2(111. UmiK contacted J.P.Morgan and proposed Ihc trade on December 12, 2011. At that 
time, as a result of transactions with its clients, primarily investors, J.P.Morgan held a substantial 
volume of LME aluminum futures contracts that were due to expire, resulting in physical 
.settlement, on December 21, 2011 (the next LME selllemcnl date). 


mHH proposed that J.P.Morgan swap aluminum warrants that it would receive upon 
the expiry of those LME contracts in exchange for aluminum warrants that |||||[|m| then held in 
Vlussingcn, Netherlands, a location that J.P.Morgan viewed as advantageous from a hedging and 
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overall portfolio standpoint.' Follovving|||mim| proposal, the parties negotiated and agreed 
to a swap tran.saction in which J.P.Morgan (1) delivered contracts for approximately 860,000 
tons of aluminum to|||^^B (2) paidHHH a locational premium of ten million dollars, and 
(3) received from ||||||H^|warnints for approximately 860,000 tons of aluminum in Vlissingen. 
The transaction was executed on December 20, 2011. The warrants that J.P.Morgan received as 
part of the trade were a replacement for the expiring contracts, which served as a portfolio hedge 
of the customer derivatives book. 

From the standpoint of the OCC 5 % volumetric limit, the effect of the transaction was (1) 
to increase the numerator of the ratio by the amount of warrants received from HmH, and (2) 
to decrease the denominator - the notional amount of outstanding derivatives - due to the 
delivery of contracts to mm. What looked like a one-to-one locational .swap was in fact a 
swap of derivatives that were about to expire, resulting in warrants in unknown but likely 
unattractive locations, for warrants in a known, beneficial location. In addition, the notional 
amount of outstanding derivatives fell due to decreased activity over the holidays. 

Consequently, the relevant percentage went from 4.02% on December 20, 2011, the dale of the 
transaction, to 8.42% on December 21, 201 1, putting J.P.Morgan over the 5% limit. The 
percentage steadily decreased from thtii dtiy, but after discussing the limit with the OCC in early 
January, J.P.Morgan look additional steps to remedy t he breach by selling warrants from 
JPMorgan Chase Bank, the entity that transacted withmiHII' lo JPMVEC in an at-market 
transaction. The percentage fell below 5% on January 23, 2012, 20 trading days later. 

» » » 


Redacted By 

Permanent Subcommittee on Investigations 


‘ As holder of the LME contmcis, at expiry J.P.Morgan would receive those warrants the seller of 
the contracts chose to deliver, which would be those that were cheapest lo deliver or, pul differently, had 
the lowest locational premium. This could include warrants at any LME delivery point in the world, and 
those locations most likely would not have been as beneficial lo J.P.Morgan from an economic 
standpoint. 
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STEVEN R. ROSS 

202.887.‘1343/fax: 202.8B7.4288 
sross@Bkingump.com 


November 5, 2014 


VIA HAND DELIVERY 


The Honorable Carl Levin 
Chairman 

Permanent Subcommittee on Investigations 

Committee on Homeland Security & Government Affairs 

United States Senate 

Russell Senate Office Building, SR-199 

Washington, DC 20510 

Re: JPMorgan Chase & Co’s Responses to Follow-Up Questions 
Dear Chairman Levin: 

On behalf of JPMorgan Chase & Co (“J.P.Morgan”), I write in connection with your 
questionnaire dated January 11, 2013 regarding physical commodities. This submission includes 
further information responsive to the additional questions posed by your staff on October 13, 
2014, As discussed with your staff, J.P.Morgan is working to provide the balance of the follow- 
up information requested. J.P.Morgan ’s response to the specific question below is as follows: 

Question 3: Please describe the large aluminum trade that resulted in over $1 billion of 
aluminum holdings being booked to JPMVEC. Please include the type and general tenns of the 
financial instrument or transaction that required the hedge and the general terms of the trade, 
including the relevant dates of the trade, the number of metric tonnes involved, the tenor, and the 
amount of dollars involved.' 

Response; In addition to the information provided by J.P.Morgan on October 30, 2014, and in 
response to further specific questions, J.P.Morgan has determined the following: on January 19, 
2012, JPMorgan Chase Bank, N.A. (“JPMCB”) sold, in an arms-length, at-market transaction, 

41 9,400 metric tonnes of aluminum to JPMVEC at $2, 1 96.75 per metric tonne, or approximately 


' And specifically with regard to additional infomiation requested by Subcommittee staffby email on 
November 3, 2014. 
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Page 2 


$921 million. That transaction settled on January 20, 2012, The position was hedged with 
forward contracts. 


Further, for reference, the chart below indicates JPMCB’s total aluminum inventory and 
its net aluminum position, which represents the delta between JPMCB’s long inventory and short 
forwards, from October 5, 201 1 to March 30, 2012. 



Uie second chart details more fully the red line above, showing JPMCB’s net aluminum 
position. As you can see, during this timeframe, JPMCB’s net aluminum position ranged from 
short 1 7,5 1 7 metric tonnes to long 46,569 metric tonnes. 
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COPY 


DO *44 20 7025 4514 

e-mai! jonathan,m^rT]se@sjmmons-simmorB.com 


ourref FMFS/O01187-OOOO1/JYWJYM 27 January 2014 

Yoor ref 

Richard Armstrong 

Legal Counsel 

The London Metal Exchange 

56 Leadenhall Street 

London 

EC3A 2DX 


By Hand and Email 

CONFIDENTIAL TREATMENT REQUESTED BY 
MERO INTERNATIONAL TRADE SERVICES LLC 


Dear Sirs 

Notified Investigation • Questions requiring responses 

This letter is submitted on behalf of our client, Metro International Trade Services LLC {“Metro"), 
in response to the London Metal Exchange’s (*LME’s") Notice of Investigation dated 4 December. 
2013 and Questions requiring responses dated 6 December, 2013. Metro responds below to the 
Questions, which we have included below for your convenience. 

We hope that this letter and the attached materials address the LME's enquiries but would 
welcome the opportunity to meet with you to discuss your enquiries further. 

Question 1. Kindly populate a table, in the format set out In Appendix A, to show all metal 
moved from one shed or position within the LME'llsted Metro International Trade Services 
LLC (“Metro") location in Detroit to another shed or position within the same LME-iisted 
Metro Detroit location, from April 2012 to pH^sent. Please populate a row for each 
consignment of metal cancellations, meaning each significant batch of metal reiating to 
cancelled warrants e.g. in Metro’s e>mail dated 31 October 2013 to Hilary Pepperman 
regarding metal eventually placed back on warrant in which you advised that 25,000 
tonnes was cancelled on 7 November 2012, it also detailed that 18,850 tonnes was 
cancelled on 8 November. Therefore the first cancellation would be placed on one line and 
the second on the next, etc. The following questions should be read to relate to all such 
metal and deliveries. 

Response : In response to Request No. 1, enclosed please find a spreadsheet entitled Appendix 
A reflecting information for the relevant movements of metal identified above from records that 
Metro maintains in the ordinary course for its own business purposes.’ Appendix A covers 


’ Appendix B referred to herein was prepared In the same manner. 

Fof details of our international offices please visit www.simmons-sjninwns.cool 

Simmons A Simmers LLP it « riiriM riatttty parinenhip rngislondin England a win numbw OOKTIStnd wHh It reptnred pmea srid phneipM oT business M 
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Suwnons LLP a an em^cyee or eonsiflenl Min ea>vBlenl siandnQ end 0Mkfce*a«. Alisl at menOert and other psitrers lOQelher mVi Uieii proisssional nusillcalionS is 
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cancellations relating to such metal moved during the period from 1 April, 2012 to the date of this 
letter (the ■‘Transactions'). 

Question 2. Please state whether you consider that such movements of metal fulfilled part 
of, or ail of, your delivery load‘Out obligatlorts over the period in which they took place? if 
yes, please explain why. 

Response : Metro considers the movements of metal Identified in Appendix A to have counted 
towards satisfying Metro’s delivery load-out obligations. Speciftcaliy. Metro considers metal that 
'is loaded free on truck {“FOT"), at the owner’s instruction, In accordance with the order of priority 
required by the LME and entitling the warehouse operator to the FOT fee, to count towards the 
operator’s load-out obligations. At that point, the warehouse operator has released possession of 
the metal and thus has loaded-out the metal from its warehouse. The LME has long recognized 
the right of the metal owner to decide what to do with free metal, and, as the operator of LME- 
approved warehouses, Metro is bound to respect the owrrer’s Instruction. 

Metro provided LME auditors (PricewaterhouseCoopers LLP) with detailed documentation to 
substantiate its compliance with these standards as part of inventory audits in 201 2, including bills 
of lading (copies of which are attached) identifying (he shipper, recipient and destination address 
of a Metro Detroit facility. That audit was intended to reconcile the live and cancelled LME 
warrants with LME records published in SWORD. LME auditors reviewed these bills of lading on 
site, and copies were also provided to the auditors for their records. The PWC auditors presented 
their draft summary of the annual audit for 2012 (“Audit Summar/) to Metro, which was reviewed 
in person with Metro personnel and signed and countersigned by the parties to indicate that this 
shipped metal with an associated bit! of lading constituted valid load-out documentation. No 
material issues were noted in the Audit Summary in this respect or raised subsequently in 
corresponderice. 

Question 3. Please detail how the deliveries were reported to the LME. Please explain how 
you feel the relevant stock reporting requiremer^ts were complied with, in respect of these 
deliveries (if you indeed consider that this is the case)? 

Response : For purposes of its inventory reports, consistent with LME requirements, Metro 
deducts metal from its inventory once a bill of lading has been signed by both Metro and the truck 
operator to reflect a transfer of possession from Metro with respect to at least 50% of the material 
associated with a particular warrant. Metro provides this information to its London Agent, iCS, 
who in turn enters the information into the LME's SWORD system database for purposes of 
LME’s public inventory reports. 

Question 4. For the cancellations in question, please provide a chronological timeline of: 

a. cancellation of the warrants 

b. scheduling of the delivery of the metal; 

c. any approach to negotiate retaining the warrants within the Metro Detroit location; 
and 

d. the movement of the metal. 

Response to 4(a). fb) and (d) : The information requested Is contained in the attached 
spreadsheet in Appendix A and Appendix B. 
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Response to 4fc) : We assume this question is meant to cover the commercial alternatives that 
Metro offers its customers with respect to metat storage and the related financial arrangements. 

As a general comment, Metro’s interaction wth customers, the overwhelming majority of which 
are sophisticated financial entities engaged in broader metals trading activity, varies on a case by 
case basis. Metro entertains an ongoing commercial dialogue with its customers. These 
discussions are fundarnsntalty directed at the choices faced by a market participant holding free 
metal, which were described in detail In the LME’s Public Report of the LME Warehousing 
Consultation (5.3.2). Specifically, like Its LME and non-CME warehouse competitors, Metro offers 
commercial alternatives to its customers In relation to off-warrant storage. For an agreed quantity 
of metal, the customer, at the scheduled shipment date of its cancelled warrants, may (1) Instruct 
shipment to a particular destination, such as the premises of a consumer or a non-Metro storage 
facility, or (2) instruct shipment to a Metro Detroit facility for off warrant storage at negotiated rent 
rates. While storing metal off-warrant, the customer may at any time (2.a) instruct shipment to a 
consumer or other non-Metro facility, or (2.b) instruct Metro to create new warrants, i.e., re- 
warrant the metal. Consistent with industry practice, Metro provides customers with physical 
warehousing services and optionality that support LME and off-LME metals trading activity, 
including providing a backstop to the customer's trading activities as referred to In the LME’s 
Public Report of the LME Warehousing Consultation (5.3.2). Depending on its prevailing 
economic rationale, the customer will exercise one or several of the available options, as was the 
case with regard to the cancellations discussed here. 

A time lirre setting out the dates on which particular arrangements relating to the cancellations in 
question were entered Into is set out in Appendix B. 

Question 5. Were incentives offered to keep the material within the Metro Detroit location? 
If so, what were the incentives? Please specify the level, form and payment method of any 
incentives. Who paid the incentives? Who brokered the deal? Please provide supporting 
documentation, correspondence with third parties and an audit trail for your answers to 
this question 5. 

Response : Consistent with industry pradice, Metro negotiates incentives as a means of 
attracting metal to be placed on warrant at its warehouses. Metro does so in the context of a 
highly competitive environment in which it competes with olher LME and non-LME storage 
options. We refer you to the general comments set out in the response to Question 4(c). 
Incentives offered or provided by Metro or Its competitors may include payments as 
reimbursement for freight or other costs incurred by the customers (including, for example, 
previously incurred FOT fees) or as an inducement to direct metal to Metro. Metro offered such 
incentives in respect of the Transactions reflected in Appendix A. Details regarding the incentives 
offered, which were negotiated over the course of the Transactions and were payable by Metro at 
warranting, if elected by the customer, are reflected in the attached spreadsheet in Appendix B. 
Also attached are copies of emails reflecting material terms, key parlies involved and the 
sequence of relevant events. We would be pleased to discuss any additional documentation 
which you may find helpful. 

Question 6. It was stated by a senior Metro staff member during the warehouse audit in 
late October 2013 that Metro took legal advice from counsel at Goldman Sachs before 
entering irdo the deal. Please provide the reason advice was sought. 

Response : It appears that there may have been a misunderstanding. Metro did not, as far as It is 
aware based on a reasonable enquiry, seek adwce from counsel at Goldman Sachs prior to 
entering into the Transactions. That said, as a matter of practice, all transactions entered into by 
Metro are appropriately vetted. The vetting process will vary based on the judgment of Metro's 
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management and, to the extent relevant. Metro's board of directors. Depending on the particulars 
at issue, such vetting may involve review by legal counsel or other advisors. Metro regards its 
vetting practices to be a matter of sound ccwporate practice and governance. 

Question 7. Bearing in mind that legal advice was sought by Metro (see question 6 above) 
and the obligation under dause 11.10 of the Terms and Conditions applicable to 
warehouse companies (the “Warehouse Agreement"), why did Metro not contact the LME 
before undertaking this process? 

Response : See Response to Question 6. Appropriate approvals are part of Metro's norma! 
business procedures. We note as a general proposition the fact that a legal review takes place or 
that legal or other advice is provided does not in and of Itself trigger clause 11,10. 

Question 8. Please confirm who paid for and organized the movement of metal between 
warehouse sheds. Please provide all relevant documentation and correspondence with 
third parties in relation to this. 

Response : Attached are copies of emails showing the shipping instructions for each of the 
relevant releases (see Response to Question 1). On instructions from the metal owners and on 
their behalf, Metro organized and compensated the carriers for the movement of metal from its 
sheds. Relevant email correspondence with the carriers for each release is also attached. We 
are happy to discuss any additional documentation which you may find helpful. 

Question 9. In relation to the metal that has been placed back on warrant, please set out 
how Metro satisfied itself that each warrant was for the appropriate weight at the time any 
of this material was placed back on warrant (see clause 2.1.2 of the Warehouse 
Agreement). Please provide copies of your records of weighings undertaken and any 
other relevant documents. 

Response : Consistent with the standard protocols for any new metal arriving at Metro’s 
warehouse, warrant details were validated. Metro used copies of its original Warrant Receiver 
documents and validated the weight by re-weighing the metal. Metro further validated all other 
warrant details, including heat numbers, shape, brand and size. Please note that where 
discrepancies were detected, the relevant documentation was modified accordingly. Copies of 
Warrant Receivers for all metal placed back on warrant with respect to the Transactions are 
attached. 

Please be advised that the information and spreadsheets provided herein did not previously exist 
in the form requested, and their compilation required the application of technical and manual 
processes in order to collect and present the requested Information. While we believe the 
spreadsheets are reasonably accurate and complete, we cannot make an absolute representation 
that they are or that there were not inadverter^ errors in their preparation. We will provide any 
corrections If we discover missing information or errors. 

Pursuant to Clauses 7.3,3 and/or 9.3.3 of the Warehouse Agreement, Metro requests confidential 
treatment of the attached materials on the ground that disclosure of such material would reveal 
trade secrets or confidential commercial or financial information of Metro or its affiliates, or 
protected personal information. Furthermore, the disclosure of the attached materials may not 
only violate Metro’s or its affiliates’ proprietary rights, but may also grant competitors an unfair 
competitive advantage or compromise competitive advantages possessed by Metro and its 
affiliates, and prejudice Metro’s commercial interests. Metro considers that the attached materials 
are therefore exempt from disclosure pursuant to. inter afia. section 43 of the Freedom of 


l^ltVE_EMEAl :2005e627v2 


Confidential 


GSPSICOMMODS00046664 



1710 


Simmons&Sirmnons 


Information Act 2000. Metro also requests that this letter requesting confidential treatment not be 
disclosed for the aforementioned reasons. 


Should the LME wish to publicly release the atlac^ied materials or information contained in this 
letter, or be requested to do so pursuant to the Freedom of Information Act 2000 or otherwise, 
Metro respectfully requests reasonable notice of Its intent to do so, or of any such request, and 
the opportunity to make representations and to object to such a release or the provision of 
information pursuant to such a request. 

Please contact Jonathan Melrose at 0207 825 4514 with any questions. 


Yours faithfully 



Simmons & Simmons LLP 


(Attachments; 

Appendix A 
Appendix B 
Q2 - Bills of Lading 

Q5 - Incentives: supporting documents 

Q8 - Movement of metal: shipping instructions: correspondence with earners 
Q9 - Validation of warrants: copies of Warrant Receivers) 
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Yeurrrt 

CONFIDENTIAL TREATMENT REQUESTED BY 
METRO INTERNATIONAL TRADE SERVICES LLC 


Attn: Richard Armstrorg 
Legal Counsel 

The London Matal Exchange 
56 Leadenhall Street 
London, UK EC3A 2DX 


By Hand and By Email 



Dear Sirs: 

Notified Investigation - Questions Requiring Responses 

Tttls letter is submitted on behalf of our dlent. Molro International Trade Services LLC {“Metro"), 
in response to ttie letter of the London Metal Exdianga {"LME"') dated 10 March 2014 (Notice of 
Investigation - Further questions requiring responses (the "Questions”)) regarding Metro's 27 
January 2014 response. As we explained In our 27 January response, in determining the 
relevant transadions, we Identified certain movements of metal relating to warrants that were 
cancelled durmg the period 1 April 2012 to 27 January 2014 (the "Transactlona"). 

Befc^e addressing the LMEs specific Qu^ioris. we believe that f^viding some d^fail cohteiid 
for Metro’s responses would be helpful. In light of Industry practice and market dynamics as 
described in the LME's statements and the Summary Public Report of the LME Warehousing 
ConsuKation Pursuant to LME Notice 13/208 (November 2013) (the “Report"). Metro believes 
that It has complied fuHy with the relevant rules vwth respect to the Transactions. 

We note that ihe LME's questions about queues cannot be considered in isolation and Instead 
must be examined In light of broader macro-economic faclors, the system established by the 
LME, and market participants acting In their economic interest (indudiiig their interest to “always 
follow the route which yields the highest price tor toe free mated" (Report at 38)) - aii of which 
operate independently of Metro’s acthftUes in connection with its provision of warehouse services. 

Since the global ecorjomic <msis in 2008, the produclicm of aluminium has exceeded consumption 
each year, resultir^ in an unprecedented slockpie. The robust contango throughout this same 
time period - in combination with very low interest rates - has motivated market participants to 
seek storage for afuminlum. Given this global surplus and increased demand for warehouse 


For dstaits of our iniemaiioraf oRtces picnse visit wsvwjimmons.«bniiKRBXOR! 
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services, the LME has approved a significant expar^lon \n warehouse capacity primarity m certain 
geo^phic r^ions, and warehouse ompanles. Ice Metre}, organized their business {e.g., 
staffing ievef. Investment, and building speoffcallons) based on the then-prevailing LME 
operailonai parameters (e.g., LME-compliant k^d-out rates, building access, and logistical 
capabKitles) to respond to this unprecedented and rapid increase In LME storage demand. Under 
this s^tem, a massive Invenlory of metai was stored in LME-approved warehouses. More 
recenily, madeet participants have sought to retrieve melal from LME warehouses and cancelled a 
substantial arrKXJnt of warrants, which warehouses dealt with in accordance with LME 
reguiremerUs. Sudi cancellations have been partially driven by maricet participanls looking for 
off-warrant storage. As estimated by Wood Mackenzia m 2013, a leading Industry source, about 
8.4 of the 13.9 million metric tons of aluminium in sh»age are stored oulstde the LME warehouse 
system. 

Cognizant of these dynamics, the former chief executive of the LME, Martin Abbott, recognized 
that aiuminium delivery queues in some locations *are the resuit of broader macro-econcxnic 
forces at play in the aluminium Industry" - rather than the result of the practices of any particuiar 
warehouse operator - and that ‘the proper roie of the LME is to reflect the effect of those macro 
economic forces and not try to dtetort them.* (Approved Judgment of the High Court of Justice. 
Queen's Bench Division, Admlnislrative Court, Case ^fo, CO/1 767/201 3. dated 27/03/2014, atf 
30 (the *Rusai Judgment").) 

We also note the very competitive natore of the wrarehouse services market As the LME notes in 
its Report, the "warehouses are part of a competitive metal ecosystem.* (Report at 38.) in an 
effort to attract metai, "it has become common practice for warehouse operators," like Metro, ‘to 
offer ‘ir>centive5’ to melal owners to attract load-in of metals." {Id. at 32.) Even in a market where 
incentives are routinely offered, “norma! econorrac principles of competition continue to apply." 
{td. at 34.) Such competition is espedaiiy \nbrant given the numerous o^Hions available to metal 
owners. As the LME recognizes, *[ajl the core of the economic system is the choice faced by a 
[metal owner] holding free metoi In the markeL* incktding selling to a physical user, disposing 
vrarrants on the LME, or continuing to store the metal either on-warrant or off-vrarrant. {Id. at 37.) 
"Ultimately, it is the right of a metal owner* - like Qiencore and Red KKe - "to decide what to do 
with free metal." (/d. at 38.) Indeed, the “economic decisionfs]* of ihese highly sophisticated 
entities with which Metro entered into the relevant transactions "provideQ an explanation for the 
so-called ^yo trade, under which melal is foaded-oul of one warehouse and into another.' {Id, 
at 38.) 

We further note the LME's role as "a market of last resort" {id. at 68 n.61); ivstoric^ly, drily a v^ 
small portion of the annua! purchase of aluminium by consumers has come from the LME system 
and end-users do not constitute a mearvngfui number of metal owners in the Detroit queue. In 
the summer of 2013, Metro's parent. Goldman Sa^s. offered to take the place of client end-users 
in the queue in exchange for spot aluminium, but this offer eKctted no response from end-users 
given the overall abundant supply. Indeed, toe absolute price of aluminium has remained 
substantially lower toan it was before the financial crisis and is also low in comparison to toe price 
of other commodities. 

Against this backdre^, Metro responds below to the Questions, which wa have Included for your 
convenience. To toe extent that toe LME has further questions about our response. Metro 
reiterates its offer to meet in person and is prepared to make its management available at your 
convenience. 
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Question: Yow response to our Question 2 

You stats: ^Specificafty, Metro considers metal Oiat is loaded free on truck C'FOT'^, at the 
Qwner^s instwciion, in accordance with the ortfer of priority required by the LM£ end 
entitling the Mrare/iouse operator to the FOT fee, to count foM^arcte the operator's load-out 
obligations". Please explain further why you believe this to be the case, in particular, It 
would assist us tf you couid Identify the particular LME Rules you rely upon in support of 
that assertion or, as may be applicable, the basis upon which you believe such LME Rules 
do not apply In the circumstances of this case. 

Re^xmse : LME warrants are Issued by a warehouse operator, but they relate to metal stored in 
fndividuai sheds. Pu^ant to U.S. commerdal taw and consistent wi^ Metro's terms and 
conditions for the provision of warehousing services (which are referenced on the actual printed 
LME warrant), once a warrant has been canceded and meta! has been loaded ‘free on trudc* 
(‘FOT) (on an appointment date requested by the owner and according to ^ LME queue rules) 
^ind the bili of lading has been sigrted, the warehouse operator has released possession of the 
metal and has no dght to charge LME renL and the risk of loss or damage is transferred entirely 
to the carrier for onward delivery at the owner's ins!ructic»i. indeed, once a bii! of lading has been 
signed, the carrier is liable for any losses as a matter of law and contract, and neither the carrier 
nor the ovmer has any further recourse against warehouse operator. At this stage, the matai 
is ‘free metal’ (see Report at 38) under the fuB ixmtrol of its owner and over which the owner has 
full dispositive discretion and responsibility. As such, Metro regards the metal as having been 
loaded out and reduces its LME In^ntory stocks accordingly. 

Once possession of the metal has been transferred as descdbed above, evidenced by the signing 
of the bm of lading, the metal Is no longer ’in wamhouse* (the LME aluminium futures contract is 
an ’in warehouse’ contract) - its stahjs changes from cancelled warrant to off-warrant. The 
warehouse has adhered to the ioad-out order of prk>r}ty required by the LME, and the owner of 
metal, which likewise r^ards such melai as ’free’, is no longer subject to the rules or rent 
obligations of the LME system. In corrtrast, if the carrier failed to collect the metai when 
schooled and no bill of lading was signed, (he owner would continue to be obliged to pay LME 
rent arxl Metro would not deduct the metal from its L^E inventory stock reports. Such treatment 
of ’free metai’ is consistent with the stock reporting requirements pursuant to Clause 6.3 of the 
Warehouse Agreement That provision pro\^es that ^u]ntll such time as stocks of metai are 
reported pursuant to LMEsword . . . metal taken off Warrant, but which is still on the Warehouse's 
premises, must be combined on the stock return with those stocks actually on Warrant ... or 
shown in such other manner as prescribed by the Exchange by noUce." This 'free metai" loaded 
out as described above has, in Metro's view, ieft the r^vant ‘premises” • /.e., the shed to which 
the cancelled warrant relates. 

Metro's Ireatmwt of such “free metal' is corrsistent w^h the LME's own practice. In cttfineclion 
with the LME's administrative audits conducted since Metro b^an Its warehouse operations, 
Metro has provided the LME with requested outbound documentation such as bills of lading - 
including certain biUs of lading (hat Identified the destination address of a Metro Detroit fadity - 
among other records. In reconcfling such documentation with specific slock reports, the LME has 
rnvadabiy accepted a signed bill of lading as sufficient evidence of outbound shipment and such 
acceptance has never been contingent upon (he shipping destination, indeed, Ihe LME has 
never raised any issues with respect to the bills of l^ing as evidence of outbound shipment As 
explained in our 27 January response, the LME's own auditor, PricewalerhouseCoopers, has 
likewise reviewed numerous bills of ladir^ identifying the shipper, recipient and destination 
address of a Metro Detroit warehouse, and no material issues were noted in the Audit Summary 
or raised subsequently in correspondence. Con^tenf with this LME practice. Metro beBeves that 
the ioad-outs of metal from the sheds in which it vias stored pursuant to the Transactions were 
appropriately counted towards Metro's minimum load-out requirement. Indeed, any other 
interpretation of ihe minimum toad-out ruie would constitute a material increase in the warehouse 
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company’s obligations, thereby Wggerir^ the 'consutetkw) and nottRcation* requirement under the 
Warehouse Agreement. (Cteuso 4.2; see ateo Clause 9,11.4 (90 of consultation must be 
underl^en where any proposed change wcHild have the efTect of ‘rT^aleriatiy tncrea^ng the 
obligations of a War^iouse").) Metro has rec^ved no such consultation or notirtcallon from the 
LME. 


Question; Your response to our Question S 

(a) You did not address who brokered the deal. Prom the ematis appended to your 
response, it appears that Metro staff brokered the deals, but please confirm In each 
InstarK^e who brokered the deal. 

Response : We understand that by "brokered, ’ the LME Is refennng to U>e party that originally 
Initsted the Transactions. As we expfaned In our 27 January response, Metro engages in an 
ongoing cormiercial dialogue with its customers - the overwhelming majority of which are 
sophisticated Hnandal entities involved in broader metals trading > about various existing and 
potential deais. in light of this continuing retaUon^ip and fluid Interactions, and based on 
reasonabie Inquiry. Metro Is unable to pinpoint which party first Initiated the Transactions. To the 
extent tiiat the en^ils appended to our 27 January response provide any Insight, we note that in 
the email dated 1 November 2012 relating to OET 1500, a Metro representative stated to a Red 
Kite representative, "Thanks for approaching me with an opportunity to store approximately 
150,000 mt of aluminium which you are holding LME wamants for currently." 

(b) We require a fuller, more detailed picture of these deals than you have provided to 
date. The Appendix B that you have populated appears to give the options available 
to the customer (“/f re-warranted" / ‘V arrangement canceffed and shipped to non- 
Metro facilfty'*^ but K is not made clear in toat table which option was exerdsed by 
the customer In each case. Kindly make this explicit, i.e. provide details of each 
arrangement from the start to the end of each offer and acceptance and execution of 
the incentive — who were the parties involved In negotiating, concluding and 
executing the arrangement; what was paid, to whom and when. Please provide clear 
cross-references to the relevant sections of supporting documentation. 

Response : Respectful, vre believe that we provided the requested information In the 
appendices to our 27 January response, which should be read together. With respect to the 
Glencore deal, Row 5, column M of Appendix A indicates that the metal was re-warranted.'* With 
respect to the remaining deals. Appendix A sets forth the options exercised by the customers. 
Spedticalty, this information Is presented in column G (“of which re•lssl^ed prior to sh^enr),* 
column H (“of which shipped to Non Metro facility"), column I ("of which shipped off-warranl to 
Metro fadlity") end column M CDate New LME Warrant Created (If applicable)*). As noted in 
footnote 2 to Appendices A and 6 that we previously provided, for certain tonnage, customer 
Instructions had been provided but not yet performed, or customer Instructions were not yet 
provided. 


* As we explained in the Appendix A that Metro previously submitted on 27 January, by *re- 
warranting' or “creating a new warrant," we mean uiat a warrant is created at the request of the 
customer for mela! that was previously on-warrant in another warehcxise but has been cancelled 
and shipped out. 

* As we also explained in the Appendix A that Metro pre^riously submitted on 27 January, by "re- 
issuance." we mean that a warrant is re-lssued prior to shipment at the request of the customer. 
Metat is no bnger of cancelled warrants, and the delivery slot Is allocated to customerfs) next 
in queue. 
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In an effort to present the Information in a consolidated forniat as you requested, w© have 
prepared a new Appendix A (Attachment 1, Tab 1) fConsoikiated Summary") and have made 
addrOonal clarlffcati^. Speciftcaliy, we have prepared a ‘Simplified Off Wan^nt Storage Deal 
Example" (Attachment 2) ('‘Sfmplined Example*), which outlines the steps Uiat are referred to in 
the column headings of the Consolidated Summary. A shipping sctiedule per Release, showing 
shipped from/shipped to addresses is also attached (Attachment 1, Tab 2) ("Shipping 
Schedule”) (see a/so response to Question: Foliow-up questions on Appendix A. (a) below). 
Please note that the Consolidated Summary has been updated to reflect customer instructions 
that Metro received after its original submission. The informafion provided by Metro in response 
to the LME's Questions Requiring Responses dated 6 December 2013 has not othenwise been 
updated. 

With reference to the parties involved in negotiating Transactions, this is dealt with in our 
response to Question (a) above. 

With respect to the timeline for the Transactions, we refer you to the Consolidated Summary. 

With respect to the timing, nature and amounts of incentives, we have attached a spreadsheet 
(Attachment 3) (“Invoice Summary') that lists all invoices received and issuaj for the 
Transactions, as weii as copies of ttie invoices referred to In the spreadsheet (Atfechment 4) 
("Deal invoice Copies’). 

(c) We requested an audit trail. We note that the emails you appended to your response 
only clearly state the incentives offered by Metro, and again do not necessarily set 
out whether those offers were taken up andfor what the outcome of the deal was. 
Again, please make the position explicitly clear 

Response: As explained above in response to Question (b). we believe that Appendices A and B 
reflect which offers were taken up and/or the outcome of the Transactions. In response to your 
request, we have provided the requested Infwmatton in the Consolidated Summary. Information 
relating to the level, form and payment method are set out in the invoice Summary and the Deal 
Invoice Copies. 


Question: Your response to our Question 7 

(a) Please confirm whether any consideration was given to making enquiries of the LME 
as to the appropriateness or otherwise of these deals? If not, why not? 

Response : As explained in our 27 January response, all deals entered inlo by Metro, including 
the Transactions, are approprlat^y considered and reviewed. Depending upon the specific feels 
and circumstances, such process may vary based on ttie judgement of Metro’s management, and 
to the extent retevant, it may include a review by Metro’s board of directors or a subcommittee 
thereof, legal counsel or other advisors. Metro r^ards its process for reviewing a!! Iransactions 
to be a matter of sound corporate practice and governance and therefore did not make enquiries 
of the LME regarding the Transactions. The LME and its auditors likewise never raised any 
issues with respect to the movements of metal at issue in connection with, respectively, its 
administrative audits and its 2012 audit. 

(b) Pleas® give details of the specific “approva/s" and/or “vefting” which you reference 
that was undertaken In relation to these deals. Please provide your records of these 
approvais/vetting. For the avoidance of doubt we are not asking you to disclose to us 
legally privileged materia). 
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Response : As part of its review process, Metro’s managemerit considered various economic, 
market and business factors with respect to the Transacttons. Metro's management also sought 
and received approvals on 1 November 2012 (Red Kits) and 14 February 2013 (GierKore)from a 
subcommittee of Metro’s board of directors, the Commerdat Decisions Subcommittee, which is 
responsible for approving certain exparditures above a pre-established threshold. The Metro 
board was subsequently advised of these ap{K 0 ^mfs, 


Question: Your response to our Question 8 

You state that “Metro organized and co/npensafed the cam'ers for the movement of metal 
from fte sheds." On the face of it, this may constitute an incentive, and yet this incentive is 
not set out in your Appendix B. Again, please can you re-preserrt an explicitly clear and 
complete statement of the incentives offered and taken up, as well as providing clear 
cross-referencing to the supporting documentation such as entails and bills of fading. 

Response : In preparing Appendix B, Metro did not include the compensation paid to carriers 
because Metro did not regard this as an incentive to re-warrant metal; rather, Metro agreed to pay 
such corr^ensaUon even if the meta! owrrer dacidad rwt to re-warrant the metal (in light of the 
commercial opportunity to store m^l in Metro warehouses on-wanrant or off-warrant), in 
response to the LME’s request, in the attached Consolidated Summary, the column entitled 
"General Off-Warrant Terms* contains the requested information about compensation paid to 
carriers. 


Question; Your response to our Question 9 

(a) What are the “standard protocois" to which you refer? Please provide copies and any 
related documentation. 

Response : The referenced protocols are Metro's Weighing and Warranting Procedures. A copy 
of each Is attached (Attachment 5) ("Weighing Procedures") (Attachment 6) ("Warranting 
Procedures"). 

(b) You state that “where discrepancies were detected the relevant documentation was 
modified accordingly'. Please can you highlight specific examples In the supporting 
documentation and cross*reference them. 

Response : Attached (Attachment 7) ("Example Modified Warrant ReceiverB") are four 
examples of modified Warrant Receiver documents and a copy of the respective original Warrant 
Receiver documents. The following Is a summary erf the changes: 


Original Warrant # 

Weiaht 

New Warrant # 

Weiaht 

W1O440 

24,057 

HHW10440 

25,034 

W1Q421 

25.065 

HHW10421 

24,961 

W10470 

25,050 

HHW10470 

25,064 

W10441 

25.070 

HHW10441 

24.934 
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Note that the yeitow highlighted bundle detaits cm ttie new Warrant Receiver documents show a 
change in onginal bimdie details. 

(c) You state “Metro used copies of fts orfgina! Warrant Receiver documents and 
validated the weight by re-weighing the meCa/”. Did Metro use the original Warrant 
Receiver documents, or copies of the original Warrant Receiver documents? if the 
former, is it correct to say that where the Warrant Receiver documents were then 
modified to account for “d/screpanc/es**, r>o un-modified version of the Warrant 
Receiver docunr^t remains In relation to the original weighing? 

Resma^e : Metro used copies of the original Warrant Recerver documents. 

(d) Please explain whether Metro considers this process of re-using and amending 
previous notes of weighings to be consistent wHh its obligation under Clause 11.7 of 
the Warehoime Agreement to “fteep proper records". 

Reaaonse : Metro believes that it is in fuil compHance with its recordkeeping obligations pursuant 
to Clause 1 1 .7 of the Warehouse Agreement to "keep pmper records*. Metro maintains Warrant 
Receiver documents for afl individual warrants received into its warehouses, i.e., a unique 
Warrant Receiver for each unique warrant numb«-- 


Question; Follow-up questions on vour Appendix A 

(a) We note that in each row, there are instances of the same address appearing in both 
the “Address departerf' column and the "Address amvecT column. Please conOrm 
whether the metal actually moved from one address to a different address in each 
case and cross-reference to the appropriate supporting documentation. W there are 
any instances where metal did not mova address, please provide details and confirm 
whether such “movements" were counted against your ioadout obligations. 

Response : The informadon presented in Appendix B was aggregated, and some addresses may 
for that reason have appeared in berth the "Address departed column and the “Address aniveif 
column. However, each load was indeed delivered to a different address. 

Columns 0 and P of the Consolidated Summary reDect a breakdown of shipping schedules per 
release, which are set out In the Shipping Schedule. We are also attaching a spreadsheet in 
respect of OET 1500 {Attachment S) (“DET 1500 - Carrier Invoice and BoL Cross Reference*) 
and DET 1524-1524S (Attachment $) (“DET 1524-1524S - carrier invoice and BoL Cross 
Reference*) which Identiries ail 6,600 bins of lading representing the movement of metal 
summarised in the Consolidated Summary, and the ^pective carrier and invoice details for each 
load. These confirm that for each load, metal was delivered to a different address. 

Copies of Ihs bills of lading broken down by Release are attached (Attachment 10) (Xopies of 
Bills of Lading by Release’). 

We have provided by way of ilkJstration copies of six sample invoices (the relevant rows on DET 
1500 - Carrier Invoice and BoL Cross Reference to vhich these invoices relate are highlighted In 
yellow for ease of reference) (Attachment 11) (’Sample Courier Invoices"). We have not 
^vided all invoices as a result of the volume of information, and the fact that the Bills of Lading 
already show the same relevant information. 
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(b) Wndly re-present the mafsrial In Appendix A to clearly list each shipment of metal 
from one address to another on separate r<ws. Please cross-reference each 
shipment from one address to another to the appropriate supporhng documentation 
for that shipment, including correspondence you have provided (or will be providing 
as a result of this letter). 

R6stx??^e: See response to Question (a). 


Question: Follow-up questions on vour Aopendix B 

(a) In the first row, for Qiencore, the “Deal Date Confirmed’' Is stated as “23 Feb 13 & 4 
April iy\ Please explain how there can be two dates for conflnnlng the deal. 

Response: The tonnage for the Transaction In queston was modified at a later date pursuant to 
the customer's request. 

(b) Please explain what you mean by a “Pre-paM incentfve". When, exactly, was this 
offered and paid In each case? Please provide cross-references to any references to 
pre-paid incentives In the documentation you have already provided; or provide full 
documentation In accordance with our previous Question 5. which required you to 
provide an audit trail for all incentives. 

Response : For the Transaction involving Red WIe. Metro and the customer, a highly 
sophisticated nnancial entity, negotiated an incentive in case the customer decided to exerd&e its 
option to re-warrant ttie metal. A portion of the incentive was agreed to be “pre-paid/ at the time 
of cancefiation to offset FOT charges. If the customer decided not to re-warrant the metal, this 
pre-pald amount was reimbursed to Metro as pal of the break-fee. As such, a ‘pre-paid 
Incentive" tan be cornered equivalent to Incenth^ on deals where the full amount is paid at the 
time the metal Is warranted. 

(c) In the "Pre-paiti Incentive” column you have put “W/A”. Does this mean that no pre- 
paid incentive was offered, or that one was offered but not taken up? Please re- 
present the information and clearly distinguish between offers and payments of 
incentives. 

Response : Where it appears in Appendix B, ‘N/A’ indicates that no pre-paid incentive was 
offered to the customer. 

(d) In the **Pre*pa/rf/ncentfve" column you have put ”36*’. 36what7 
Response : This represents $36/mt of prepaid in«ntjve. 

(e) As previously noted, please re-present ttte material in Appendix B to provide a full 
picture of all incentives offered and taken up, Includmg cross-references to 
supporting documentation. 

Response : Please see the Consolidated Summary. 

(f) in the “ff re-warranted' column, what does "discount of 3cts/t/q on published rent 
increase” mean? Please provide a worked example of the calculation of this 
discount, as it was applied In practice to one of the deals in question. What were the 
applicable "published rent Increased’! Please provide full documentation. 
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Respcmse : Metro agreed that between 1 April 2013 and the new warrant issue date of the 
shipped metal, the customer would receive a rent discount or 3cts/ton/day on Metro's published 
2013/2014 rental rate if the customer deeded to warrant the shipped metal. If the customer 
decided not to warrant such metal, the customer wtwid be charg^ the full rente! rate. Please 
refer to the email titled TDetroii All -- off warrarU storage deal *NEW DEAL # DET - ISOO" from 5 
November 2012 that outlines the key terms for this Transaction. 

Set fortfi below is an example of the calculation of this rent discount {on per ton basis) 


per ton 


Rent Rate {2012/13} 

45 cts/d 

Rent Rate (2013/14) 

48 cts/d 

New Rent effective 

Ol-Apr-13 

Average Re-warranting 

20-Dec-13 

Calendar Days 

7.63 days 

Average Rmt Discount 

7.S9$/mt 


QuesSon; FollowHiO questions on emalts provided 

(a) The email with subject line **FW: Detroit Ail - off warrant storage deal * NEW DEAL # 
DET-150(y‘ refers to "f50.00t> mf". Where Is this deal set out in Appendix B7 Again, 
please correct/ro'present the material in Appendix B, if applicable, fn accordance 
With the standards set out In this letter. 

Response : The 150,000mt refers to the Ntial vcHume that was discussed with the customer. 
However, the customer subsequently changed the tonnage several times. The fmal volume of 
cancelled tonnage Included in the Transactkm v«»s 188.875mt of which 6.875mt were re-jssued 
by the aistomer. (For 188,875ml, see the sum of the cells H(6) - H(11) of the Consolidated 
Summary and for 6,875mt, see cell 1(7) of the Consr^Wated Summary.) 

(b) The email with subject line "Re: New Deaf - Gfencore Deirolf’ makes reference to 
Metro providing off-warrant storage free of charge. This may constitute an incentive 
and, rf so, should have been set out In your Appendix B. Again, please re-present the 
material in Appendix B to include a complete s^ement of all incentives offered and 
taken up (including rent discounts, free off-warrant storage, free trucking and 
Inducements in any other form whatever). 

Response : At the LME's request, we have included the off-warrant storage in the Consolidated 
Summary. 


Question; Follow-up auesttons on incentives 

Please state whether Metro considers the movements of metal referred to in this 
correspwdence to be In compliance with Clause 9.3.1 of the Warehouse Agreement, and 
explain why. 

Reaaonse : Metro considers the movements of metal pursuant to the Transactions lo be in 
compliance witti the Warehouse Agreement. As such. Metro does not consider the incentives it 
offered to be “exceptional Inducements' that “artirK^tly or otherwise constrained' the ‘proper 
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functioning of the market through the liquidity and eiaslictly of stocks of metal under WarranL* 
(Clause 9.3.1 of Uie Warehouse Agreement) As Ite LME has recognized, it is “common pracUce 
for warehouse operators to offer incentives to metel ownare to attract load-in of metals”. (Report 
at 32.) The LME has also recognized that neither “the existence of the queues' nor “warehouse 
operators paying incentives" appears 'to cause an economicaiiy-imationai market, in that normal 
economic principles of competition conUnue to apply." (W. at 34.) The incenUves for the 
Transactions were in line with Incentives that Metro evened to other potential customers as an 
inducement to attract their metal To the extent that Metro was able to sometimes (but not always) 
•iilract metal into its warehouses, Metro also believes that such incentives were, in line with 
inducements offered by other market participants and economic parameters In the market at such 
times. 

The only structurai aspect of the Transactiorjs* Incentives that distinguishes them from other 
incentives is that they were offered to a customer at a different point in time in relation to its 
hdding of foe metal. That is, these incentives were offered to customers holding meUil in 
invaitory or in the queue should they decide to re-warrant the metal at a later stage in foe context 
of an off-warrant deal, rather than to owners of metal that were ffrmly committing to deposit metal 
to be warranted. We do not believe that this dlsfeKUon has any bearing on the Interpretation of 
Clause 9.3.1 of the Warehouse Agreement, however, since accepting the Incentive and 
warranting the metai was but one potentlial course of action that the customer could choose to 
take. If anything, the timing of the offering oi these Incentives for the Transactions simply made 
them less likely to be provided than Is generally the case with incentives. 

In negotiating foe Transactions with foe metal owners, Metro recognized foal It was competing in 
i;- market In which metal owners had multiple choices for warehouse services. The evaluation of 
Inducements should therefore be considered in light of these options that - as noted by foe LME - 
are available to metal owners: the 'metal can be sold to a physical user," foe ‘metal can be 
financed," the "metal can be sold on foe LME," and foe "metal can be on-sold to another 
merefoant." (Report at 37-38.) Moreover, "(olnce a{n] (owner’s] metai has reached the front of foe 
queue and becomes free melal, (foe owner) wiU ^ain face the same set of options as to how to 
sell mat metal." {Id. at 37.) As foe LME has noted, "il is the right of foe melal owner to decide 
what to do with free metal, and there Is an ecorwmicaiiy rational explanation for" metal being 
"loaded-out of one warehouse ar»d into artotho’.* {Id. at 38.) It is also important to note In foie 
context that this course of action Is generafiy regarded as a ‘backstop" by foe metal owner {Id. at 
38) and therefore consistent with the stated irte of the LME as "the market of ultimate demand." 
{Id. at 38 n.35) 

As recognized by the former chief executive of the LME, Martin Abbott, In a letter dated 21 
December 2012 to Rusal, “long aluminium queues in some locations" were “the result of broader 
macro-economic forces at frfay in the aluminium Indusby.” (Rusal Judgment at H 30.) In any 
event, it is worth emphasizing that foe overwhelming majorlly of 'free warrants" csome from 
warehouses with longer queues, like Metro's Detroit warehouses. According to foe Report, on 19 
September 2013, 99% of warrants used in LME settlement were from warehouses with queues. 
(Report at 31-32.) Far from constraining foe "liquidtty and elasticity of stocks of metai under 
warrant." the LME warehouses, iike Metro's Detroit warehouses, that have not during foe relevant 
period entered into fixed period storage bansactiems involving aluminium (which would remove 
correspondir^ warrants from foe pool of "free warrants") provide virtually all of the liquidity for 
LME settiements. 

Furthermore the Transactions are akin to “standby” agreements as described by the LME. In 
some Instances, "an external stakeholder demands that the metal owner utilises LME storage.” 
(Report at 30.) For example a bank pfowdir>g metals finance may demand that foe underlying 
metal is backed by an LME warrant.... in this respecL some financing providers are satisfied by a 
'standby' agreCTienl, wherry financed metal is held off-LME (hence banefflting from lower rent 
levels), but with a guarantee from an LME-Bcensed warehouse that the metal can be warranted 
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on-demand...." (/tf. at 30.) In tWs way, a thW-party finandng institution wwiU be able to derive 
comfort that, on a borrower default, the institution woiid be able to deliver In a v/arrant against an 
LME hedge or otherwise have a readily realisable ^set. While Metro has no vlsiblHty on the 
actiMl finandng arrangements of Its customers, the feet that fitetro of^ customers an cation for 
future warranting at agreed terms Is wholly consistent with Industry practice. 

Against this backdrop of market dynamics, industry pracUc© and the “competitiva metal 
ecosystem’ dtat ‘the warehouses are a part or (Repeal at 38), Metro believes It has compiled with 
Clause 9.3.1 of the Warehouse Agreement. 


in your answer, please specificaity respond to ttie following considerations 

(a) Poes Metro consider that the Incentives It offered contffbuted to the perpebiation of 
metal queues In Detroit? if not. please explain why. 

Response : No. From a market perspective, Metro believes that it does not make a difference 
whether a new LME warrant is created from primary metal or from metal that has previously been 
warranted on the LME. In boto Instances, metal is added to the LME system for trading on the 
exchange. Likewise, the payment of incentives in the context of off-warrant deals is similar to 
Incentive payments for primary metal. In both cases, the metal owner or customer has various 
options, Including but not limited to a sale to a physical user, storage in a non-LME approved 
warehouse, self-storage, or a sale on the LME. If the metal owner decides to sell on the LME, it 
will warrant the metal with an LME warehouse operator who may offer an Incentive. As noted by 
the LME, it is ‘common practice for warehouse operators to offer incentives to metal owners to 
attract load-in of metals.’ (Report at 32.) Some vt^ehousas also pay incentives by discounting 
future rent and by having metal owners commit to fixed periods erf storage, resullirrg In the 
removal of these warrants from the pool of "free wairar^ts.* As the LME has also recognized, the 
“practice of warehouse operators paying Incentives do|es} not appear to cause an economically- 
irrational market in that normal economic principles of competit'ion continue to apply." (Report at 
34.) Furlhannore, the actual lengtf) of the queue is not detennined by overall inventory levels, but 
radier by the number of warrant canceilab'ons in one spedlic location. Metro has no influence 
over warrant cancellations. As such, the actual queue length is no! considered In Metro’s 
economic analysis. 

(b) is it not the case that the Incentives you offered resulted In metal being re-warranted, 
when It is likefy that such metal may otherwise have remained outside of the LME 
system? 

Response : Metro does not believe that the incentives it offered for the Transactions - which, as 
explained above, were largely klenticai to other incentives - constituted ’exceptional inducements'' 
under Clause 9.3.1 of Ihe Warehouse Agreement As the LME has recognized, "(ajt the core of 
the economic system is the choice faced by (metal owners] holding free metal in the market." 
(Report at 37.) These options may include seHir^ metal to a physical user, storing and financing 
metal off LME, or wamanting metal on the LME. (W. at 37-38.) As the LME has explained, a 
metal owner's choice between LME and norv-LME storage is a 'trade-off between quality (with the 
LME storage being higher quaRly, given the requirements imposed by the LME on providers of 
LME storage) and cost (with LME storage being more expensive, given Ihe cost of providing the 
Ina-emenlai tevel of service), {fd. at 30.) In fact, with respect to the Transaction Involving Red 
Wte, the customer deckled not to re-warrant certain metal and Iralead paid a break-fee, whir^ 
included a reimbursement for the pre-pald incentive. Whether a customer decides that its metal 
should remain outside of ihe LME system, metuding the circumstances In which It may or may not 
wish to have metal re-warranted, or indeed for new metal to be warranted, is a question that the 
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customer decides on its own based on its commerdai requirements, market dynamics and a host 
of other reasons of which Metro would not be aware. 


{c} Are the incentives for these deals in tine with those normally paid by Metro, both in 
Detroit and at its other warehouse locations? Please provide comparative figures of 
the average total value of incentive packages; 

• for these deals specifically; 

• for Metro warehouse operations relating to primary aluminium in Detroit as a 
whole; and 

• for Metro warehouse operations relating to primary aluminium in at least two 
other warehouse locations. 

These figures should cover approximately the same time periods. Please provide 
appropriate supporting documentation. 

Reawnse : The Transactions were agreed to in November 2012 (Red Kite) and February 

2013/April 2013 (Glencore). The estimated total Incentive equivalent agreed to on those deals 
range for the majority of metal from $202/mt (Indudes value of free rent of S4.02/mt) to 
$203,89/mt (includes value of rent discount of $7.89/mt). Incentives paid for primary aluminium in 
OetrcHt lri this time period are in line with those offered by Metro to re-warrant metal as part of the 
Transactions. By way of example. Metro offered the following incentives for warehousing 
aluminium in Detroit: 

• On 14 Decamber 2012 and on 14 January 2013, Metro warranted 3,375mt and 6,675mt, 
respectively, of primary aluminium with an incentive of $199.22/mt (includes value of free 
rent of $3.72/mt}. 

• On 17 December 2012, Metro warranted 1,025mt of primary aluminium with an incentive 
of $209.26/mt (includes value of free rent of $1.2$/mt). 

• On 18 February 2013 and on 16 March 2013. Metro warranted 7,375mt and 2,600mt, 
respectively, of primary aluminium with an inr^tive of $200.30/mt (Indudes value of free 
rent of $4.21 /ml). 

• On 25 March 2013 and on 13 May 2013, Metro warranted 4,675ml and 5.275mt, 
respectively, of primary aluminium with an Inc^tive of $199.9S/mt (includes value of free 
rent of $4.21/mt). 

• And on 14 June 2013, Metro warranfed 8.300ml of primary aluminium with an incentive of 
$200.60/mt (includes value of free rent of $3.6Q/t). 

Please note thal because Metro had no primary alumirnum inbound into other locations during the 
relevant time period, It Is unable to provide a comparison across locations. 


(d) Please provide details, for each of the categories of incentives set out in (c) above, as 
to whe^er the inducemonts were standardised and published, or whether they were 
offered and paid on an ad-hoc basis, e.g. to certain customers at certain locations 
only. 
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Respctfise : Consistent with indietry practice, Metro negotiates on an individual basis the terms of 
Incentives with its highly sophisticated customers whose options could change in light of evolving 
marltet conditions, and tiie ctetaiis thus varied from transaction to transaction. 

(e) What level of visibility or understanding does Metro have of the incenSves offered 
and paid by other iwarehouse companies in Deb'oH, and elsewhere? Please provide 
details. Kow does Metro consider the Incentives offered in these particuiar deals to 
compare to the incentives rival warehouse cperotions were, would have and/or are 
offering? Please provide supporting documentation If you are able. 

Response : Metro has no visibiity or specific informaten relating to the incentives offered by other 
warehouse companies in Detroit or elsewhere. As mentioned in our letter of 27 January 2014, 
Mebx> offers inducements to attract metal into its warehouses consistent vsrfth market pmctice in a 
highly competitive environment In which Metro competes svith other LME and non-LME stora^ 
options. To the extent that Metro was able to sometimes (but not always) attract meta! Into its 
warehouses, Metro believes that ks Incentives were m line with Inducements offered by other 
market padlcipants and economic parameters in the market at such times. 

{f) Please set out the basis upon which the total incentive packages offered In these 
deals were calculated (Including, for instance, calculation of incentives by reforerwe 
to the rent that could be earned <hi re^arranted metal given the length of the current 
queue), include any supporting documentation. To the extent not covered in your 
further response relating to Question 7 (see above), please set out at what level 
wHhin Metro the incentive packages were formulated and signed off. 

Response : A warehouse operator may evaluate b^nsacilons and incentives it can offer based on 
a variety of fadors, including revenues, costs and competition in the markeL Metro does not 
know who owns the warrants covering the metal In its warehouses at any specific point in time or 
whether and when warrants wiii be cancelled. In evaluating incentives to re-warrant meta! in 
Detroit, Metro’s economic analysis is based, among other things (such as general economic 
drcumslances, future costs and Investments to maintain its warehouse capadty, and possible 
regulatory changes}, on a ‘Svind down scenario,” /.e., Metro assumes that ait metal will be loaded 
out at the required mkiimum load-out rate until ^1 inventory has been shipped out. and It 
estimates associated revenues in such a total liquidation scenario, irrespective of outstanding 
cancellations. Metro then evaluates how much additional revenue would be generated from a 
customer's decision to warrant additlonai metal. Because Metro assumed that all meta! will be 
loaded out as quickly as possible, like Metro's analysis for warranting primary aluminium, the 
length of any existing queue in Detroit was not a ^clor in its assessment of the Transactions and 
the mcentives it could offer. 

(g) Does Metro consider that It had a strong bargaining position compared to Glencore 
and Red Kite in relation to Uiese deals? If not, please explain why. What Is Metro's 
understanding of the other options that were available to Giencor^Red Kite In terms 
of off-warrant or orvwarrant storage of this metal, and does it consider such 
competition to be likely to have been competitively priced against Metro's offer 
(including incentives)? 

Response : As described in the LME Report and exjrfained above, metal ownere hava a number 
of choices, and warehouses - both LME-approved and non-LME-approved warohouses - compete 
with each other to provide warehouse services. In fad, an industry researcher, Wood Mackenzie, 
estimates that about 8.4 of the 13.9 mUBon metric ions of aluminum in storage are stored off- 
warrant. As such, buyers of warehouse services enjoy a strong bargaining position. 

The LME has also recognized the "expertise” of highly sophisticated metal owners, like Giencore 
and Red Kite, “who have built up strong modeling capabilities around premiums and queues." 
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(Report at 29.) !n its negotiations with Gtenca® and Red Kite regarding the Transactions. Metro 
offered incentives to attract meta! into its warehouses and competed with other storage options 
available to them. Indeed, as recognized by the LME, the metai owner *w€! always follow the 
route which yields the highest price for the free metai,' {(d. at 3B), and thus "economic theory 
suggests' that the prices of competing op^ons 'must be in balance' {Id. at 38). As such. Metro 
does not believe that warehouses can be considered as havir^ overly strong bargaining power 
relative to metai own^s. 


Question; Follow-up question on stock records 

Pfease confam whether Metro complied with Clause 6.3.2 of the Warehouse Agreement 
(which states; **UnG( such time as stocks of metsi ere reported pursuant to LMEsword 
alone, metal taken off Warrant, but which Is still on the Warehouse's premises, must be 
combined on the stock return with those slocks actually on Warrant rounded to the 
nearest compfete Warrant lot and also separately Identified on the return, or shown in such 
other manner as prescribed by the &rchange by notice. If no stocks are held, a nil return 
must be submitted on each Business Da/*.) 

If yes, please highlight speciffc entries in, and cross-reference to, appropriate stock 
reports to expilcitiy demonstrate this compliance. 

Response : Metro believes that it has complied futly with Clause 6.3.2 of the Warehouse 
Agreement vwth respect to the Transactions. We refer you to our response to ‘Question: Your 
response to our Question 2' for an explanation as to why it was appropriate for Metro to remove 
from the stock report the metal that was loaded FOT at the owner’s Instruction and for which a bil! 
of lading was Issued. 


Collated list of clarifications needed 

In addition to implementing the list of required clarifications below, please provide such 
further vrritten explanations as are necessary to ^Ity answer the questions posed above. 

1. Combine and re-preserit the material in Appendix A and Appendix B Into one 
comprehensive document, to the extent possible. The revised document should cover, as 
a minimum, points 2 to 7 below. 

2. Make clear both the offers of incentfves made to customers, and the Incentives that were 
actually paid. 

3. Make clear whether metai moved frcmi one iocation to another tn each case, in the 
revised document, please reflect each shipment of metal from one address to another on 
separate rows. 

4. Include ail incentives offered and paid, In whatewr form, in the revised document. 

5. Detail the timings of: offers of incentives, acceptances of Incentives, and payments of 
Incentives. 

6. Detail the persons involved in brokering the deals and related incentives. Distinguish 
between persons negotiating the deals and persons making and receiving the payments, if 
different 
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7. Provide clear cross-referencing to supporting documentation for ali of the above. 

Response : Wa have pro\rtcted Ihe requested information, to the exlefrt avaiiabie, in our responses 
above and in the attoc^ments hereto. 

We hope that this letter and the attached materia address the LME’s enquiries and reiterate the 
offer that we have made to discuss your enquiries further in person. 


Please be advised that the information and spreadsheets provided herein did not previousiy exist 
in the form requested, and their compilation required ttto appilcaiion of technical and manual 
processes in order to coKect and present the requesiad Infbrmation. While we believe the 
spreadsheets are reasonably accurate and complete, we cannot make an absolute rej^esentation 
that they are or toat there were not Inadvertent errws In their preparation. W'e will provide any 
corrections if we discover missing Information or errors. 

Pursuant to Clauses 7.3.3 and/or 9.3.3 trf the Warehouse Agreement, Metro requests confidential 
treatment of the attached materiats on the ground that dtsclosuro of such material would reveal 
trad© secrets or confidential commerdai or finandal information of Mefro or its affiliates, or 
proterted personal Information. Fufthermore, Ihe disclosure of the attached materials may not 
only violate Metro's or Hs affiliates' proprietary rights, but may also grant competitors an unfa^" 
competitive advantage or compromise competitive advantages possessed by Metro and its 
affiliates, and prejudice Metro's commerdai interests. Metro considers that the attached materials 
are therefore exempt from discloaure pursuant to, inter Bits, section 43 of the Freedom of 
Infotmalion Act 2000. Metro also requests (hat ttiis letter requesting confidential treatment not be 
disclosed for the aforementioned reasons. 

Should the LME wish to publidy release the attached materials or informatbn contained in this 
letter, or be requested to do so pursuant to the Fre^tom of Infonnatlon Act 2000 or othenwse, 
Metro respectfully requests reasonable notice of Its intent to do so, or of any such request, and 
the opportunity to rT>ake representations and to object to such a release or the provision of 
information pursuant to such a request 


Please osntact Jonathan Melrose at 0207 825 4514 writh any questions. 
Yours 


Simmons & Simmons LLP 


iin^o 
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Board of Governors of the Federal Reserve System 
Washington, D. C. 20551 

Daniel K. Tarullo 
Member of the Board 


December 9, 2014 


The Honorable Carl Levin 
Chairman 

Senate Permanent Subcommittee 
on Investigations 
United States Senate 
Washington, D.C. 20510 

Dear Mr. Chairman: 

Enclosed are my responses to the supplemental written questions you submitted 
following the November 21, 2014, hearing before the Senate Permanent Subcommittee 
on Investigations. A copy has also been forwarded to the Subcommittee for inclusion in 
the hearing record. 

Please let me know if I can be of further assistance. 


Sincerely, 




Enclosure 


Permanent Subcommittee on Investieations 

EXHIBIT #100a 
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Questions for The Honorable Daniel K. Tanilio, Governor, Board of Governors of 
the Federal Reserve System from Senator Levin: 

1. The Levin-McCain report, “Wall Street Bank Involvement with Physical 

Commodities,” contains eleven bipartisan recommendations. As discussed during 
the hearing. Recommendation (8) seeks to prevent financial holding companies from 
using material non-public information gained from their physical commodities 
activities to benefit their trading in financial markets. Recommendation (11) urges 
the Office of Financial Research to conduct a study of the use of physical 
commodities or related businesses to manipulate commodity prices, including 
whether regulatory gaps make it difficult to detect, prevent, and punish that type of 
price manipulation. Please provide your reaction to each of the eleven 
recommendations, and whether each may be addressed in the rule to be proposed in 
the first quarter of 2015. 

[For ease of reference, each recommendation from the Levin-McCain report is provided 
below in italics with the response to the recommendation immediately following.] 

Recommendation 1: Reaffirm Separation of Banking and Commerce as it Relates to 
Physical Commodity Activities. Federal bank regulators should reaffirm the separation 
of banking from commerce, and reconsider all of the rules and practices related to 
physical commodity activities in light of that principle. 

Although the Bank Holding Company Act (BHC Act) generally prohibits bank holding 
companies (BHCs) from engaging in commercial activities, the statute provides a number 
of exceptions to this general principle. Section 4(o) provides permanent grandfather 
rights to several financial holding companies (FHCs) to permit them to engage in a wide 
range of physical commodities activities. Section 4(k)(4)(H) permits FHCs to own up to 
100 percent of the shares of companies engaged in commercial activities through 
merchant banking authority. 

Section 4(k) also permits the Federal Reserve Board (Board) to authorize FHCs to engage 
in coimnerclal activities that are complementary to their financial activities. The Board 
has very limited authority to restrict the scope of the commercial activities permitted to 
grandfathered FHCs under section 4(o). As I indicated in my testimony, however, the 
Board is re-examining the extent to which FHCs should be permitted to engage in 
physical commodities activities under complementary authority and is considering 
tightening the restrictions around FHCs’ merchant banking activities to the extent 
permitted by the statute. 

Recommendation 2: Clarify Size Limits. The Federal Reserve should issue a clear limit 
on a financial holding company 's physical commodity activities; clarify how to calculate 
the market value of physical commodity holdings; eliminate major exclusions; and limit 
all physical commodity activities to no more than 5 percent of the financial holding 
company 's Tier 1 capital. The Office of the Comptroller of the Currency should revise its 
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5 percent limit to protect banks from speculative or other risky positions, including by 
calculating it based on asset values on a commodity-by-commodity basis. 

To reduce the potential safety and soundness risks of physical commodities, the Board 
has limited the market value of physical commodities that a FHC is able to hold under 
section 4(k)(l)(B) (complementary authority) of the BHC Act to 5 percent of 
consolidated tier 1 capital. This limit is imposed as a condition of the Board’s approval 
of each FHC to engage in physical commodities trading under complementary authority. 

In contrast, the BHC Act specifically permits FHCs to make merchant banking 
investments without any cap on the volume of the investments and engage in activities 
pursuant to the section 4(o) grandfather provision subject to a statutory cap that is based 
on the firm’s assets, not capital. There are no prior approval requirements in order for a 
qualifying FHC to engage in either of these activities. Moreover, national banks 
controlled by FHCs may engage in activities pursuant to the National Bank Act (NBA) 
subject to the Office of the Comptroller of the Currency’s (OCC) supervision. These 
banks are not required to obtain the Board’s approval before engaging in physical 
commodities activities authorized under the NBA. 

The Board is considering how to address this recommendation and public comments 
received in response to its Advance Notice of Proposed Rulemaking (ANPR) regarding 
physical commodities activities’ that suggest that Board should adjust the current cap on 
physical commodities activities. Given its ability to impose and modify conditions on 
activities under complementary authority, one option for the Board’s consideration is 
amending the current 5 percent of tier 1 capital limitation to take account of physical 
commodities held under other authorities. Board staff expects to discuss with the OCC 
coordinating the agencies’ limits imposed on the physical commodities activities of FHCs 
and such companies’ subsidiary national banks as part of any rules proposed by the Board 
in this area. 

Recommendation 3: Strengthen Disclosures. The Federal Reserve should strengthen 
financial holding company disclosure requirements for physical commodities and related 
businesses in internal and public filings to support effective regulatory oversight, public 
disclosure, and investor protections, including with respect to commodity-related 
merchant banking and grandfathered activities. 

The Board asked for comment on potential additional reporting and disclosure 
requirements around FHC physical commodities activities in the ANPR, As I indicated 
in my testimony, the Board is exploring measures such as additional data collection and 
reporting requirements on physical commodities activities of FHCs to help ensure that 


' Complementary Activities, Merchant Banking Activities, and Other Activities of Financial Holding 
Companies Related to Physical Commodities, 79 Fed. Reg. 3329 (Jan, 21, 2014) [hereinafter “ANPR”]. 



1729 


-3- 

such activities do not pose undue risks to the safety and soundness of FHCs and their 
subsidiary depository institutions, or to financial stability. 

Recommendation 4: Narrow Scope of Complementary Activity. The Federal Reserve 
should narrow the scope of "complementary” activities by requiring financial holding 
companies to demonstrate how a proposed physical commodity activity would be directly 
linked to and support the settlement of other financial transactions conducted by the 
company. 

As noted in the ANPR, recent actions by FHCs may suggest that the relationship between 
commodities derivatives and physical commodities markets (or the relationship between 
participants in such markets) may not be as close as previously claimed or expected. 
Because complementary activities should be “meaningfully connected” to a financial 
activity such that it “complements” the financial activity, the Board is reexamining 
whether each of the previously approved complementary commodities activities 
continues to meet this statutory requirement. The Board is also comprehensively 
reevaluating the potential costs and benefits (to FHCs and the public generally) 
associated with FHC engagement in complementary commodities activities. 

Recommendation 5: Clarify Scope of Grandfathering Clause. The Federal Reserve 
should clarify the scope of the "grandfather" clause as originally intended, which was 
only to prevent disinvestment of physical commodity activities that wei-e underway in 
September 1997, and continued to be underway at the time of a company 's conversion to 
a financial holding company. 

Section 4(o) of the BHC Act is drafted in a marmer that is unusual for grandfather 
provisions. The two firms currently grandfathered under section 4(o) read the language 
of the provision to permit a broad and flexible range of activities. The Levin-McCain 
report, “Wall Street Bank Involvement with Physical Commodities,” and certain 
comments to the ANPR propose a narrower reading. 

As discussed in the ANPR, the Board is considering whether it should impose conditions 
on activities conducted pursuant to section 4(o) to insure that these activities are 
conducted in a safe and soimd manner. It should be noted that many of the current 
physical commodities activities in which these firms engage are activities that would be 
permitted under the most restrictive interpretation of section 4(o). 
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Recommendation 6: Narrow Scope of Merchant Bmtking Authority. The Federal 
Reserve should tighten controls over merchant banking activities involving physical 
commodities by shortening and equalizing the 10-year and 15-year investment time 
periods, clarifying the actions that qualify as “routine operation and management" of a 
business, and including those activities under an overall physical commodities size limit. 

The Board is considering how to address this recommendation and numerous public 
comments regarding merchant banking that it received in response to the ANPR. Options 
for the Board’s consideration include revising the regulations to reduce the investment 
periods currently permitted under the Board’s merchant banking regulations and 
providing additional clarity regarding actions that constitute routine management or 
operation or that would suggest an investment is not part of a bona fide merchant banking 
activity. 

The Board is also considering whether it is appropriate to and, if so, how it may further 
limit the amount of merchant banking investments in which a FHC engages. The BHC 
Act does not require FHCs to obtain the Board’s approval before making investments 
under the merchant banking provisions of the Act and does not impose limits on the 
amount of such investments. As noted above, one option the Board may consider is to 
amend one of its conditions for engaging in physical commodities activities under 
complementary authority— the limit of physical commodities held under complementary 
authority to 5 percent of the company’s tier 1 capital-to also include physical 
commodities held under other authorities, such as merchant banking portfolio companies’ 
ownership of physical commodities activities. 

Recommendation 7: Establish Capital and Insurance Minimums. The Federal 
Reserve should establish capital and insurance minimums based on market-prevailing 
standards to protect against potential losses from catastrophic events in physical 
commodity activities, and specify the catastrophic event models used by financial holding 
companies. 

The ANPR sought coirunent on whether the risks to the safety and soundness of FHCs 
and to financial stability generated by physical commodities activities should be further 
mitigated by imposing enhanced capital requirements or increased insurance 
requirements on FHCs that engage in physical commodities activities. As I indicated in 
my testimony, the Board is exploring measures such as additional capital requirements 
and enhanced risk-management requirements on physical commodities activities of FHCs 
to help ensure that such activities do not pose undue risks to the safety and soundness of 
FHCs and their subsidiary depository institutions, or to financial stability. 

Recommendation 8: Prevent Unfair Trading. Financial regulators should ensure that 
large Paders, including financial holding companies, are legally precluded from using 
material non-public infoinnation gained from physical commodities activities to benefit 
their Pading activities in the financial markets. 
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The Board’s supervisory and regulatory authority regarding FHCs and systemic risk is 
limited to that granted by statute and grounded in concerns for safety and soundness and 
financial stability.^ The authority to oversee the securities, derivatives, and commodities 
markets is vested in agencies such as the Commodity Futures Trading Commission 
(CFTC), the Federal Energy Regulatory Commission (FERC), and the Securities and 
Exchange Commission (SEC), which have specific oversight authority and special 
enforcement tools for addressing market manipulation and conflicts of interest in trading 
activities. In particular, these agencies have access to information regarding the practices 
of a wide range of market participants, whereas the Board only has access to the activities 
of the participants that are banking firms. As a result, the agencies with direct market 
oversight authority are in the best position to tell whether certain practices deviate from 
market practices, including trading and pricing practices. 

However, if Board staff suspects a problem as a result of its supervisory review, staff 
would refer the matter to the appropriate market regulator(s) and, of course, cooperate 
with that agency, as requested. Moreover, consistent with my testimony on November 
21, 2014, Board staff intend to discuss with banking and market regulators the adequacy 
of current policies and procedures for compliance with the agencies’ current regulations 
and whether there are any lacunae in the regulatory or statutory structure that might 
warrant revision. 

Recommendation 9: Utilize Section 620 Study. Federal regulators should use the 
ongoing Section 620 study requiring regulators to identify permissible bank activities to 
restrict hanks and their holding companies from owning or controlling physical 
commodities in excess of 5% of their Tier 1 capital and consider other appropriate 
modifications to current practice involving physical commodities. 

The Board is working with the other U.S. federal banking agencies to complete the 
section 620 study required by the Dodd-Frank Wall Street Reform and Consumer 
Protection Act (Dodd-Frank Act). As part of this effort, the agencies are considering, 
among other things, the costs and benefits of, and the existing limit structures around, the 
existing commodities activities of banks and bank holding companies. 

Recommendation 10: Reclassify Commodity-Backed ETFs. The Commodity Futures 
Trading Commission (CFTC) and Securities Exchange Commission (SEC) should treat 
exchange traded funds (ETFs) backed by physical commodities as hybrid security- 
commodity instruments subject to regulation by both agencies. The CFTC should apply 


^ See, e.g, . Board of Governors v. Dimension Financial Com.. 474 U.S. 361 (1986): Western Bancshares. 
Inc. V. Board of Governors. 480 F.2d 749 (10th Cir. 1973). The Board also has authority to take 
supervisory actions, including enforcement actions, to prevent or address unsafe and unsound practices. 12 
U.S.C. § 181g(b)(3). 
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position limits to ETF organizers and promoters, and consider banning such instruments 
due to their potential use in commodity market corners or squeezes. 

This matter is within the jurisdiction of the CFTC and SEC. 

Recommendation 11: Study Misuse of Physical Commodities to Manipulate Prices. 

The Office of Financial Research should study and produce recommendations on the 
broader issue of how to detect, prevent, and take enforcement action against all entities 
that use physical commodities or related businesses to manipulate commodity prices in 
the physical and financial markets. 

The Board welcomes the opportunity to assist the Office of Financial Research in its 
consideration or implementation of this recommendation. 

2. Please indicate what actions the Federal Reserve can take to strengthen its 
coordination with other federal agencies eharged with detecting, preventing, and 
taking enforcement action against price and market manipulation by Rnancial 
holding companies. 

As noted above, the Board’s supervisory and regulatory authority regarding FHCs 
companies and systemic risk is limited to that granted by statute. The authority to 
oversee the securities, derivatives, and commodities markets is vested in agencies such as 
the CFTC, FERC, and SEC, which have specific oversight authority including the 
jurisdiction to address market manipulation. In addition, these agencies have access to 
information regarding the practices of a wide range of market participants, whereas the 
Board only has access to the activities of the participants that are banking firms. As a 
result, the agencies with direct market oversight authority are in the best position to tell 
whether certain practices deviate from market practices, including trading and pricing 
practices. 

If Board staff suspects a problem as a result of its review of the commodities activities of 
BHCs, staff would refer the matter to the appropriate market regulator(s) and, of course, 
cooperate with that agency, as requested. Moreover, consistent with my testimony on 
hJovember21, 2014, Board staff intend to discuss with banking and market regulators the 
adequacy of current policies and procedures for compliance with the agencies’ current 
regulations and whether there are any lacunae in the regulatory or statutory structure that 
might warrant revision. 
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3. Please indicate whether you believe that the Bank Holding Company Act, 
whose purposes include separating banking from commerce, provides the Federal 
Reserve with sufficient legal authority to establish an overall limit on the size of a 
financial holding company’s physical commodity holdings, even if those holdings 
were accumulated under multiple legal authorities. Please explain. 

As explained above, the Board’s authority to impose overall size limits on the conduct of 
a FHC’s physical commodity holdings is dependent on the authority imder which the firm 
conducts the activity. The Board has imposed a size limit on the physical commodities 
held imder section 4(k)(l)(B) of the BHC Act as a condition of the Board’s approval of 
each notice of a FHC to engage in physical commodities trading under that authority. 

The Board may amend such a condition to include physical commodities held under other 
authorities. 

Subsidiaries of bank holding companies may engage in various types of physical 
commodities activities using other authorities granted by Congress by statute or by other 
agencies.^ For example, in section 4(o) of the BHC Act, Congress established a separate 
statutory authority to engage in certain physical commodities activities and investments 
and established a statutory limit on the amount such grandfathered activities or 
investments at 5 percent of the FHC’s consolidated assets. 

As explained in the Levin-McCain report, the OCC also has provided limits on the 
agency’s approvals of national banks’ requests to engage in certain physical commodities 
activities. As discussed in my testimony, the Board is considering what authority, if any, 
it has to impose an enforceable overall cap on the physical commodities activities of 
FHCs. As the OCC has authority to interpret the NBA and is the primary federal 
regulator of national banks. Board staff will discuss with the OCC coordinating the 
agencies’ size limits imposed on the physical commodities activities of FHCs and such 
companies’ subsidiary national banks. 

4. Please provide a date by which the Federal Reserve will consult with the 
Office of the Comptroller of the Currency about subjecting the physical copper 
holdings of banks and their holding companies to the same size limits that apply to 
other base metals, and also indicate whether this issue may be addressed in the rule 
to be proposed in the first quarter of 2015. 

Board staff is consulting with staff of the OCC about the OCC’s interpretation of copper 
as “coin” or “bullion” under the NBA and the related Board interpretation of the BHC 
Act that allows bank holding companies to buy, sell, or store copper under the same 
authority as tlie companies are able to buy, sell, or store gold, silver, and certain similar 
metals. It is too early in this consultation process to determine whether revisions to the 


5 See 12U.S.C. §§ 1818(b), 1843(kX7), 18440). 
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Board’s regulations, if any, would be a part of the notice of proposed rulemaking to 
which I made reference in my testimony on November 21, 2014. 
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Chiara Trabucchi, Response to Question 

1. FROM SENATOR LEVIN. During the hearing, you offered testimony about how an 
effective size limit on the physical commodity holdings of financial holding companies 
should be designed. Could you please elaborate on how that size limit should be 
designed and why? 


in my view, the Board of Governors of the Federal Reserve System (Board) should limit 
the breadth and scope of Financial Holding Company (FHC) involvement in physical commodity 
activities based on the nature of activity, and not simply on the size of aggregate investment. 

As I stated in my testimony, tightening approval of complementary activities, tightening 
controls with respect to the duration and nature of merchant banking investments, denying 
applications that involve environmentally sensitive commodities with long-tailed risk profiles, 
and eliminating the ability of any FHC to own or operate facilities engaged in the extraction, 
transportation, storage or distribution of commodities will mitigate the risk exposure facing 
FHCs from environmental or catastrophic events associated with physical commodity activities. 

Modern portfolio theory suggests that diversification reduces return variance (risk) on 
financial asset portfolios. However, in the context of physical commodity-related acquisitions 
by FHCs, diversification does not translate into reduced risk. To the contrary, the more 
diversified the FHC is across different industrial sectors with sophisticated physical systems that 
are beyond the scope of its expertise, the greater the likelihood of an environmental or 
catastrophic event resulting in incident-related expenditures that are financially material. 
Further, as FHCs continue to acquire facilities with aggressive environmental risk profiles this 
risk compounds. 

In the context of environmental risk management, "larger" in size does not translate to 
"safer" in risk. Traditional capital adequacy ratios (CARs) and liquidity coverage ratios (LCRs) fail 
to explicitly impute the environmental risk profile (and attendant probable loss scenarios) of 
physical commodity-related activities when deriving a measure of "risk-weighted" assets. In my 
view, the Board should impose financial standards that benchmark the FHC's "hard" capital, i.e., 
capital that is free and clear of encumbrances, against risk-weighted assets that impute 
maximum probable environmental and catastrophic loss scenarios. These scenarios should be 
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derived on an event-specific and site-specific basis, such that the FHC is required to derive 
monetized estimates of probable loss associated with the specific environmental and 
catastrophic risks posed by the FHC's activities in physical-commodity sectors.' Simply imputing 
monetized estimates of the lost market value of the commodities involved, or arguing that a 
legal shield obviates any financial responsibility, defies common sense and will assuredly lead to 
undervaluation of prospective risk. In addition, the Board should consider embedding a 
multiplier into the standard such that the FHC must evidence a buffer between the probable 
loss exposure and the tangible capital available to pay for incident-related expenditures.' 

The principles underpinning traditional environmental risk management and financial 
assurance dictate that companies engaged in industrial activities should remain financially 
accountable for incident related expenditures. Industrial actors that opt to self-insure must 
evidence the ability to leverage funds in the timing and amounts needed to pay for 
environmental obligations. Solvency constraints, liquidity thresholds and leverage restrictions 
ensure that these companies maintain the financial resources to adequately respond to 
environmental or catastrophic events involving their facilities. 

To the degree dedicated financial assurance instruments, e.g., insurance, exist to defray 
incident-related expenditures, then the value of these instruments should be factored into the 
design of prescriptive financial standards. However, if the FHC maintains minimal or no third- 
party financial assurances and elects to 'self-insure' its environmental risk exposure, it is 
essential that the Board appropriately assess the accessibility of the FHC's unencumbered 
assets to pay for incident-related expenditures and compensatory damages arising from an 
environmental or catastrophic event before allowing it to engage in physical commodity-related 
activities. 


' Such analyses are routinely conducted by firms expert in environmental risk management and natural 
resource damage assessment. 

' See, for example. Title 40 - Protection of Environment, Subpart H - Financial Requirements at 40 CFR 
264, and specifically, 40 CFR264.143(f)(i)(B) for an example of a multiplier standard applicable to owners 
and operators of hazardous waste facilities that self-insure their environmental obligations under the 
Resource Conservation and Recovery Act. 


3 
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Finally, when the Board conducts Its annual stress tests - in addition to "Economic" and 
"Financial Market" scenarios, the Board also should conduct environmental and catastrophic 
event scenarios. In my view, the Board should require FHCs to use at least one environmental 
incident-related scenario that reflects a high-impact, low probability catastrophic event related 
to the specific physical-commodity activity in which they are engaged. This scenario should 
involve an extreme event with maximum loss exposure involving human health effects, fatality, 
ecological damage, property damage, business interruption, and surface/subsurface trespass. 
The means by which the injury occurs will vary by commodity type, but should consider injury 
arising from pipeline rupture or explosion, impoundment failure, mine collapse, contaminant 
release, industrial accident, mechanical failure, transport accident or explosive decomposition. 
Depending on the outcome of the above stress tests, the Board should restrict further growth 
in physical commodity activities and/or require additional financial assurance in the form of 
independent, third-party financial instruments, e.g., insurance. 


4 
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By E-mail (Mary Robertson@hsgac.senate.gov) 

Senator Kelly Ayotte 

Permanent Subcorranittee on Investigations 
United States Senate 
199 Russell Senate Office Building 
1st & Constitution, N.E. 

Washington, D.C. 20510 

Re; Post-Hearing Questions for the Record 

Dear Senator Ayotte; 

1 write on behalf of The Goldman Sachs Group, Inc. (“Goldman Sachs” or the “Firm”) 
regarding your “Post-Hearing Questions for the Record” relating to Goldman Sachs* in 
connection with the Permanent Subcommittee on Investigation’s hearing titled “Wall Street 
Bank Involvement with Physical Commodities.” We have set forth below our responses to these 
questions, which we have reproduced for your convenience. 

1. Could you explain to me why you participate in the physical commodities market? 
Specifically, could you give me an example of how you would interface with an end-user - 
like a municipality or manufacturing company? 

A core function of Goldman Sachs is to act as an intermediary, or market maker, for a 
range of clients. We perform this role across markets for interest rate, currencjf, equity, credit 


’ The Goldman Sachs Group, Inc. is the Firm’s publicly-held parent company. Information 
Relevant to your questions involves the activities of affiliates controlled by the Firm 
operating both inside and outside the United States. 


New York i Washinqton, DC 


Los Anqeles 


Permanent Subcommittee on Investigations 


EXHIBIT #101a 


Warsaw isfanbu! Dubai Beijinq 
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and commodity products. We have been an active market maker in commodities and commodity 
derivatives markets since 1981. 

Many of these transactions are settled financially, in which the parties make payments 
based on the terms of the transaction. A certain portion of these transactions are settled 
physically, where one party delivers an asset to the other in exchange for a payment. Though 
these activities involve physical commodities, they otherwise mirror our market-making in 
purely financial instruments. In this role, we serve as a bridge between producers on the one 
hand and consumers and investors on the other, whose interests and exposures offset each other 
but do not perfectly match. 

Although commodity markets include exchange-traded futures contracts, they also 
encompass large over-the-counter markets, which commodity producers and consumers rely on 
for the hedging of specific, longer term risks (grade, location, form). In these types of 
transactions, companies may expect financial institutions to take title to physical commodities 
and arrange for the storage and transport of commodities with independently managed service 
providers to help ensure greater liquidity, price stability and certainty of execution. 

Goldman Sachs enters into transactions to achieve one or more client objectives, 
including: 

• Funding and Financing . We provide funding to producers and other sellers by agreeing to 
pay for the commodities we purchase sooner than other purchasers would. We also enter 
into financing arrangements that effectively monetize client inventories, increasing the 
amount of capital that these companies have available to invest in their day-to-day 
businesses and longer-term capital projects. We provide financing to commodity 
consumers by accepting payment for the commodities we sell them later than other 
sellers would require. We also provide indirect funding to commodity consumers and 
other purchasers by maintaining inventory positions in anticipation of near-term customer 
demand, which clients access as a source of supply. 

• Hedging/Investment . We enter into transactions that assist clients in managing the 
exposures to commodity prices that are inherent in their business activities. Producers 
may enter into fixed-price sale agreements to protect against price decreases, while 
consumers may enter into fixed-price purchase agreements to protect against price 
increases. Bespoke hedging transactions tailored to their specific requirements allow both 
producers and consumers to increase the efficiency of their operations and lower their 
costs, which result in more stable prices for the ultimate consumers, which include airline 
passengers and consumers heating their homes. 

• Liquidity . We also provide liquidity to market participants through our wUlingness to 
make prices and transact as a market maker. 
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Goldman Sachs’ clients in the commodities business include many of the largest 
companies in the world across virtually every sector: 

• Producers , such as natural gas or oil suppliers, power generators and miners that rely on 
commodities markets to hedge the risks associated with their long-term investment 
projects. 

• Consumers , such as transport companies, utilities and governmental entities that require 
fuels as well as manufacturers that consume raw materials. 

• Investors , such as pension funds and asset managers that buy and sell financial contracts 
in commodity derivatives markets in order to participate in price movements, act on their 
market views, and obtain diversification. 

Many of these companies as well as several municipal and trade organizations — more 
than 100 in total — have been outspoken about the importance to them of having financial 
institutions, like Goldman Sachs, participate in the commodities markets, including with respect 
to physical markets.^ 

2. A number of concerns about financial holding companies operating in the physical 
commodities markets have been raised, and we must ensure that we have a safe banking 
system, but we should also be mindful of unintended consequences. For example, an article 
in the Wall Street Journal earlier this week noted that until small-town offlcials brought it 
to their attention, the Fed was unaware that limiting banks participation in commodities 
could affect municipalities’ ability to get long-term natural-gas contracts. We all want a 
safe banking system, but we must also ensure that we do not hamper end-users’, like our 
municipalities, ability to operate efficiently. In each of your opinions, what would be the 
consequences if bank holding companies were forced out of the market? Who would fill 
the void? 


^ In response to the Federal Reserve’s January 2014 Advanced Notice of Proposed 
Rulemaking on commodities and merchant banking, end-users, particularly corporate 
entities, were outspoken in their support for continuing financial institution participation in 
the commodities markets. (Letters of commenters may be found at 
http://www.federalTeserve.gov/apps/foiaAfiew AllComments.aspx?docJd=R- 
1479&doc_ver=l). 
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Through its role as intermediary, Goldman Sachs believes that its physical commodities 
business helps producers, consumers, institutional investors arrd goverirtnents manage different 
types of financial risks, including interest rate risk, credit risk, foreign currency risk, and 
commodities risk. Although other market participants may provide intermediation services from 
time to time, their role is notably different from that of financial institutions. The most obvious 
alternative is a trading house, which participates in commodities markets by sourcing, storing, 
and delivering physical commodities for other participants. Trading houses typically do not act 
as market makers on a consistent or ongoing basis; instead they transact in commodities markets 
to earn a return on their own assets. 

Financial institutions differ from trading houses and other non-bank organizations, 
including non-U.S. companies, in several other important ways. Financial institutions are subject 
to comprehensive regulation and stringent prudential oversight. Because they have developed an 
infrastructure and capability to provide multiple financial services, financial institutions are able 
to offer clients more economical terms than providers that offer a more limited set of services. 

3. Mr. Agran, Goldman Sachs has publicly stated that it intends to maintain its 
commodities business. Why is Goldman Sachs staying in the commodities market while 
many of your competitors are exiting? 

We believe that the participation of financial institutions such as Goldman Sachs in 
commodities markets provides substantial benefits to these markets and thus to the broader 
economy. 

Companies manage their commodities exposure through physical or financial markets, or 
both, often using financial institutions as intermediaries. For producers and consumers, hedging 
the risks associated with their day-to-day operations or their long-term investment projects can 
support higher returns, lower capital costs, and promote stronger growth, particularly if it 
encourages companies to undertake worthwhile investment projects. In particular, hedging in 
commodities markets allows companies to adjust the size and timing of the capital they need to 
borrow or raise. Such hedging also reduces the size of required equity reserves, which allows 
more resources to be shifted to profit-making opportunities and companies to avoid project 
disruptions and undesirable asset sales, the net economic impact of which can be considerable. 

In many instances, standardized contracts offered on exchanges are not perfect matches for these 
risks. 


Financial institutions like Goldman Sachs provide funding and risk management products 
to the smaller and mid-sized producers that are at the vanguard of unlocking new discoveries and 
commodity supplies, lowering prices in the long-term. For example, the United States recently 
overtook Saudi Arabia as the largest producer of crude oil. But unlike Saudi Arabia, in which a 
single company, Saudi Aramco, is responsible for the country’s entire output, over 4,000 distinct 
enterprises contribute to U.S. production. The mid- and smaller sized producers in particular 
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need the funding and fmancial expertise that institutions such as Goldman Sachs are particularly 
well suited to provide. Hedge programs that financial institutions offer enable these producers to 
lock in prices on new projects, which help them to attract new capital. In fact, the United States 
has experienced a surge in U.S. oil and natural gas production since 2008. Many of the 
companies involved in this “Shale Revolution,” which has completely altered the position of the 
United States economically and strategically, have been clients of Goldman Sachs and other 
financial institutions. 

4. The Subcommittee Report references a 2012 New York Fed report that indicates that 
your companies did not have allocated capital and insurance to cover extreme loss 
scenarios. The Subcommittee report notes that your companies each had a shortfall of $1 
billion to $15 biUion. The Report concludes that if a catastrophic event happened and a 
financial holding company was subject to muiti-billion-dollar losses, that the fmancial 
holding company would not have the capital and insurance to cover losses. Have you seen 
the referenced 2012 New York Fed report and how do you respond? Do you have adequate 
capital and insurance to cover losses? 

Goldman Sachs has not been provided with a copy of the “2012 New York Fed report” 
referenced in the Subcommittee’s Report. We nevertheless disagree with the assertion that 
Goldman Sachs has a shortfall of $1 billion to $15 billion with respect to allocated capital and 
insurance to cover extreme loss scenarios. 

As an initial matter, we believe that given the limited nature of bank holding companies’ 
participation in the physical commodities markets, the risks are quite limited and manageable. 
Financial intermediary activities involve taking title to commodities and arranging for them to be 
stored and transported by independently managed service providers. For example, with respect 
to the activities of Nufcor, an affiliate that is a market maker in uranium, the Firm has limited its 
intermediation activities to unenriched uranium, which as Senator Levin has recognized, “is not a 
harmfully radioactive substance.’” We do not take physical possession of uranium — let alone 
transport, deliver, or process it. Our ownership interest is merely reflected as book entries at 
highly secure depositories that are subject to substantial government oversight. 

Most laws that have been enacted to deter environmental damage and allocate liability 
are based on the common sense notion that the parties that are in the best position to prevent 


Letter from Senator Carl Levin to Robert deV. Frierson, Secretary, Board of Governors of 
the Federal Reserve System, dated April 16, 2014, at 14. 
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damages are the parties that will be liable for damages should they arise. Under these laws, it is 
the owners and operators of facilities that will be liable for damages. Goldman Sachs does not 
own or operate such facilities as part of its intermediation activities and therefore would not be 
subject to liability unless Goldman Sachs itself is found to have caused or contributed to the 
incident. Moreover, it is a bedrock principle of coiporate law that stockholders are not liable for 
the obligations of a corporation, even when the stockholder owns 100% of the shares of the 
corporation, except where, for example, the shareholder exercises complete domination over the 
company and uses the domination to commit fraud or wrongful acts against another party. 

Consistent with the laws allocating liability, Goldman Sachs has a range of policies, 
procedures and resources dedicated to ensuring that the risk of our investing activity is limited to 
the capital at risk. And before making an investment, Goldman Sachs conducts .substantial 
diligence with respect to the target company and its business, including its approach to risk 
management and mitigation and the strength of its insurance program. 

Goldman Sachs believes that it has adequate insurance and capital to cover any potential 
losses in connection with its role in the physical commodities markets. Although we believe that 
such role is limited as de.scribed above, following Goldman Sachs’ acquisition of Nufcor, the 
Firm enhanced its insurance program to obtain additional coverage, the cost of which was low in 
light of the remoteness of any potential risks. With respect to capital, Goldman Sachs conducts a 
comprehensive analysis to determine the amount of operational risk capital to set a.side, including 
examining environmental risk scenarios. 



cc; Chief Clerk Mary D. Robertson 
Steven R. Peikin, Esq. 
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VIA ELECTRONIC DELIVERY 


The Honorable Carl Levin 
Chainnan 

Pennanent Subcommittee on Investigations 

Committee on Homeland Security & Government Affairs 

United States Senate 

Russell Senate Office Building, SR-199 

Washington, DC 20510 

Re: JPMorgan Chase & Co 's Responses Co Questions for the Record 
Dear Chairman Levin: 

On behalf of JPMorgan Ciiase & Co (“J.P. Morgan”), I write in connection with the 
November 20 and 21, 2014 Permanent Subcommittee on Investigations hearing titled “Wall 
Street Bank Involvement With Physical Commodities.” Tliis submission includes J.P. Morgan’s 
responses to the post-hearing questions for the record posed by Senator Kelly Ayotte. J.P. 
Morgan’s responses to the specific questions below are as follows: 

Question 1: Could you explain to me why you participate in the physical commodities market? 
Specifically, could you give me an example of how you would interface with an end-user - like 
a municipality or manufacturing company? 

Response: J.P. Morgan has engaged in a physical commodities business to help its clients that, 
by nature of their business or investments, buy or sell physical commodities. Specifically, 
through its Global Commodities Group (“GCG”), J.P. Morgan manages a customer-driven 
commodity derivatives and commodities financial intermediation business, providing its clients 
with risk management and financing solutions for their commodity exposures. 

As a market-maker, J.P, Morgan serves as a readily available counter-party for entities 
looking to manage their commodities exposures. Those entities include manufacturers seeking 
to lock in the price of their commodity inputs, such as a car manufacturer that seeks to hedge the 
cost of the aluminum needed to make its product, and they include entities that seek to hedge 
their production of commodities, such as an exploration and production company that seeks to 


Robert s. Strauss Building 1 1 333 New HampshJ Pataa nenl Subcommittee on l.iYcstigr.tio.i I 


I fax: 202.687.4288 j akingump.com 
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hedge the price it will receive for its commodities. These hedges can be financial swaps or they 
could be forwards that settle by delivery of the commodity. Thus, when J.P. Morgan has bought 
a physical commodity, it has not done so for itself, but rather to .satisfy the needs of those clients 
that desired a physical hedge. J.P. Morgan strives to maintain a balance between its contracts to 
buy and its contracts to sell, so that at all times its actual net position for a given physical 
commodity is fairly modest, and the risk exposure is fairly limited. This is very different from 
those investors who, speculating that the price of a particular commodity will either rise or fall, 
build up a position in that commodity for themselves. 

J.P. Morgan’s physical commodities business — and specifically its role as market-maker, 
liquidity provider, and financial intermediary — has provided a tangible benefit to its customers. 
For example, an airline that needs to obtain jet fuel on a regular basis may want to hedge its 
exposure to fluctuations in the price of the fuel. By offering a financial derivative to the airline, 
J.P. Morgan’s commodities business delivers not only a hedge against future price fluctuations, 
but also a predictability that allows the airline to focus on the safe operation of its business. J.P. 
Morgan then hedges the exposure incurred by entering into an offsetting trade with another 
customer or by transacting in the futures markets. As another example, through the use of 
derivatives that hedged natural gas prices, J.P. Morgan has facilitated the purchase of natural gas 
by municipalities around the United Stales at below the prevailing market price under what are 
called “municipal gas pre-pay transactions,” allowing those municipalities to pass on the benefits 
to their resident.s. 

Question 2: A number of concerns about financial holding companies operating in the physical 
commodities markets have been raised, and we must ensure that we have a safe banking system, 
but we should also be mindful of unintended consequences. 

For example, an article in the Wall Street Journal earlier this week noted that until small- 
town officials brought it to their attention, the Fed was unaware that limiting banks participation 
in commodities could affect municipalities’ ability to get long-term natural-gas contracts. We all 
want a safe banking system, but we mu.st also ensure that we do not hamper end-users’, like our 
municipalities, ability to operate efficiently. 

In each of your opinions, what would be the consequences if bank holding companies 
were forced out of the market? Who would fill the void? 

Response; In J.P. Morgan’s experience, the other major entities involved in the commodity 
financing space generally include commodity merchant traders, private equity, hedge funds, and 
sovereign wealth funds. It is impossible to predict how that might change if banks and bank 
holding companies were no longer involved. However, it is worth noting that, in J.P. Morgan’s 
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experience, there are not many other entities involved with respect to the specific example 
identified. 

Question 3: Mr. Anderson, you stated that JPMorgan has already sold much of its physical 
commodities assets and business and that going forward, JPMorgan plans to focus on its 
financial derivatives business, not physical commodities. Why has JPMorgan decided to get out 
of physical commodities? 

Response: It is correct that much of J.P. Morgan’s physical commodities assets and business 
has been sold. In October 2014, J.P. Morgan closed on the sale of a large portion of the business 
to Mercuria Energy Group and, in addition, has sold and continues to sell other portions of the 
business to different buyers. The decision to significantly reduce J.P. Morgan’s physical 
commodities activities was part of an overall bu.siness simplification strategy and reflects a 
commitment to concentrate on J.P. Morgan’s core strengths. This will allow J.P. Morgan to 
remain focused on its financial derivatives business going forward. The associated physical 
commodities activities will be limited to an exchange warrants business in base metals, 
traditional bank activities involving precious metals, and a commodities finance business that 
may involve taking title to physical commodities as the underlying collateral to the financing. 

Question 4: The Subcommittee Report references a 2012 New York Fed report that indicates 
that your companies did not have allocated capital and insurance to cover extreme loss scenarios. 
The Subcommittee report notes that your companies each had a shortfall of $1 billion to S15 
billion. 


The Report concludes that if a catastrophic event happened and a financial holding 
company was subject to multi-billion-dollar losses, that the financial holding company would not 
have the capital and insurance to cover losses. 

Have you seen the referenced 2012 New York Fed report and how do you respond? Do 
you have adequate capital and insurance to cover losses? 

Response: J.P. Morgan does not have and has not reviewed a copy of the referenced 2012 
report, and so is unable to comment specifically on the contents or conclusions of that report. 
That said, the safety and soundness of J.P. Morgan is the institution’s number one priority. J.P. 
Morgan is very proud of its risk management practices and of its capital strength. 

Any discussion regarding the risk of catastrophic events should begin with the 
understanding that J.P. Morgan has significantly reduced its physical commodities activities and, 
for instance, does not operate any power plants or transport oil. 
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J.P. Morgan first limits its risk and potential liabilities thrnngli a robust risk management 
program that, within GCG, has been tailored to its activities — or, in many cases, prior 
activities— involving physical commodities. It is important to note that J.P. Morgan does not 
operate any vessels, vehicles, pipelines or other means of transporting commodities, nor does it 
operate storage facilities for oil nr natural gas. That risk management program includes: (1) pre- 
operating controls, which include, among other things, hiring skilled personnel who have had 
specific prior operational experience regarding the relevant physical commodities and 
maintaining a comprehensive Operating Risk Committee approval process for proposed new 
business initiatives; (2) strenuous operating controls for ongoing activities, which include 
policies imposing strict standards tliat must be used by third party vendors retained by GCG to 
work with physical commodities'; and (3) comprehensive post-operating controls regarding 
incident management, including a customized, stand-alone emergency response procedure. 
Through this risk management program, GCG has first sought to mitigate any unintended event 
related to its physical commodities business, as well as any potential exposure for J.P. Morgan 
that could arise following such an event. 

In addition, GCG carries a significant level of insurance as an additional layer of 
protection. This insurance coverage includes (as of July 2014): $1,45 billion in coverage for 
offshore marine and cargo owner liability; $500 million in coverage for onshore marine liability; 
and another combined $650 million in coverage for all-risks cargo, terrorism, and pollution/legal 
liability. 

Finally, even if — notwithstanding the risk management program described above — an 
event occurred and liability was ascribed in excess of GCG’s robust insurance coverage, J.P. 
Morgan maintains a sufficient amount of operational risk capital across the institution, as 
determined by the Federal Reserve, to address such a contingency. The amount of operational 
risk capital held by J.P. Morgan has increased substantially since 2012, and J.P. Morgan is in 
frequent communication with the Federal Reserve about this and many other issues. 

Question 5; The Subcommittee Report alleges that JPMorgan circumvented both the Fed and 
OCC 5% limits by excluding certain categories of commodities from your calculation. Can you 


^ For instance, it GCG had charlered a ship to transport oil (an activity in which J.P. Morgan is no longer 
involved), that ship would have been operated by a vetted and qualified third party vendor, not by J.P. Morgan. 
Further, the actual owners and/or operators — and not J.P. Morgan — would have carried the primary liability tor any 
incidents. GCG also requires these vendors to carry their own liability insurance policies. 
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explain how these limits work and how you calculated them in light of the guidance your 
regulators provided? 

Response: J.P. Morgan is and has always been committed to candor and transparency with its 
regulators. At no time has it been J.P. Morgan’s intent to misrepresent the relevant facts or 
circumstances, or to circumvent the applicable Federal Reserve or OCC limits. 

J.P. Morgan is in regular and ongoing dialogue with both its regulators, the OCC and the 
Federal Reserve, about its physical commodities business and its compliance with the applicable 
limits. J.P. Morgan’s compliance with the Federal Reserve’s limit is reported monthly, and the 
OCC, per its request, receives reports from J.P. Morgan on a quarterly basis (though, as 
discussed below, the relevant activity is calculated daily). In addition, J.P. Morgan meets 
quarterly with both regulating entities, providing the regulators with a broader picture of the 
status of its overall commodities business, including its activities in physical commodities. 

The OCC — as the lead regulator of JP Morgan Chase Bank, N.A. (the “Bank), a national 
bank — oversees the physical commodities activities done within the Bank. The OCC has 
restricted the Bank’s physical commodities activities to hedging customer related derivatives 
business and has imposed an activity limit, requiring that physical activities be only a nominal 
percentage (5%) of the Bank’s overall commodities activity. J.P. Morgan calculates its 
compliance with the OCC’s activity limit daily. As the only physical activity that is in the Bank 
is base metals, this calculation looks at, within the Bank, the total amount of LME metals and off 
warrant metals versus the total amount of its overall metals activity (derivatives, LME metals, off 
warrant metals, and futures). The physical component of these activities is limited to 5%, and is 
calculated in terms of volumes (measured in metric tonnes). Tlie numerator is the gross amount 
of base metals held in inventory plus the gross amount of metal that moves through the bank that 
day in instantaneous title transfer transactions, and the denominator is the gross notional of all 
metals activity, both physical and outstanding derivatives and futures referencing base metals. 
Finally, while the OCC’s quantity of activity limit is not a risk limit, even if these activities were 
to be included in a risk limit, the incremental market risk is minimal as the physical commodities 
activities in question are a hedge within a customer-driven derivatives business, yielding a very 
minimal net position at any given point in time. 

The Federal Reserve regulates J.P. Morgan’s physical commodities activities in bank 
holding company subsidiaries (outside the Bank) and requires that the market value of physical 
commodities held by J.P. Morgan’s holding company (and its subsidiaries other than the Bank) 
as complementary activities not exceed 5 % of its consolidated Tier 1 ciipital. This 5 % limit 
applies to all complemenlary physical commodity activities approved by the Federal Reserve 
under Regulation Y and, accordingly, the limit does not include commodities positions held in 
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the Bank pursuant to the authority granted by the OCC, and it also does not include precious 
metals for which the holding company and the Bank have express regulatory and statutory 
authority, respectively. Thus, for purposes of the Federal Reserve’s 5 % limit, the numerator is 
tire value of the physical commodity inventory of J.P. Morgan’s holding company and its 
subsidiaries (aside from precious metals), and the denominator is J.P. Morgan’s Tier 1 capital. 


Production of this information and documents is not intended to constitute a waiver of the 
attorney-client, attorney work product, or any other applicable rights or privileges in this or any 
other forum. J.P. Morgan expressly reserves its rights in this regard. 

Please let me know if you have any questions. 



cc: The Honorable John McCain, Ranking Member 
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By E-mail and Courier 
Hon. Kelly Ayotte 

Pennanent Subcommittee on Investigations 
Committee on Homeland Security and Government Affairs 
United States Senate 
SR-199 Russell Senate Office Building 
Washington, DC 20510 

Dear Senator Ayotte, 

We submit this letter on behalf of Simon GreenshieldS and Morgan Stanley’s 
Commodities Division (“Morgan Stanley”) in response to Senator Ayotte’s Post-Hearing 
Questions for the Record that were submitted on November 24, 2014, in connection with the 
Subcommittee’s two-day healing, “Wall Street Bank Involvement With Physical Commodities,” 
held on November 20 and 21, 2014. 

Responses to Senator Ayotte’s Post-Hearing Questions for the Record follow. 

♦ ♦ ♦ + 

Could you explain to me why you participate in the physical commodities market? 

Specifically, could you give me an example of how you would intetface with an end-user — like 
a municipality or manufacturing company? 

Morgan Stanley plays a critical role in meeting the needs of producers, processors, and 
commercial users of commodities by helping them manage complex and long-term commodity 
price and physical supply risk. Morgan Stanley’s clients and counterparties are cooperatives, 
cities, governments, and corporations, ranging from small businesses to global enterprises. 

By owning physical inventory, Morgan Stanley has been able to meet the demands of its 
clients whose businesses require that they transact in the physical market. These clients may not 
have the means to fulfill their physical supply requirements economically and efficiently, or they 
may not have the right infrastructure in the right locations, or they may have diffioult-to-address 
seasonal or cyclical requfrements. Ownership of physical commodities also facilitates 
participation in tile derivatives market, where contracts may be settled by physical delivery. 
Morgan Stanley’s ability to participate in both the physical and derivative markets has enabled it 
to provide clients with customized solutions to their price risk management and supply needs. 
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For example, in recent years Morgan Stanley has helped public utility districts (“PUDs”) 
stabilize power rates through a number of hydropower transactions. Typically, Morgan Stanley 
makes fixed payments to tlie PUDs in exchange for a percentage of hydropower production 
under whatever generating conditions exist at the time. The payment stream serves to stabilize 
rates and overall revenues from year to year, providing more predictability in future revenues 
and decreasing tire risks associated with river flows and changes in wholesale electricity prices. 
Although it is not guaranteed a specific number of megawatts, as a pro vider of liquidity and risk 
management services, Morgan Stanley is able to manage those risks. 

Morgan Stanley also helped aiprivate U.S. buyer purchase three struggling U.S^ refineries 
in late 2010 and mid-201 1. The private buyer needed working capital along with logistical 
expertise to supply crude oil at one Ohio refinery and offtake the refined products at two other 
refineries located in New Jersey and Delaware. Morgan Stanley had the expertise and capacity 
to offer the logistical services, crude supply, product offtake, and inventory ownership (which 
replaced tlie need for financing). Morgan Stanley’s services facilitated the continued operation 
of these refineries during a period of supply constraints in the Northeast market 

In your opinion, what would be the consequences if bank holding companies were forced out 
of the market? Who would fill the void? 

The historical role of U.S, financial institutions in the commodities markets has 
contributed to etihanced liquidity, more sources of finanGing, and stronger support for 
commodity-related projects, while also promoting national economic stability arid securitjf. . 
Financial institutions play an important role inmeeting the needs of U.S. businesses in critical 
industries, such as airlines and energy producers, that depend on wholesale commodity markets. 
The public benefits of permittihg financial institutions to engage in wholesale .physical 
commodities activities are real and significant. 

Tire consequences of impairing the role of financial institutions in the commodities 
marketplace could be negative and wide-reaching. It could reduce competition and our clients’ 
access to risk management and financing services. For example, the development of renewable 
energy projects such as Wind farms and solar power projects could be curtailed if developers are 
unable to effectively hedge price risks. Airlines, highly vulnerable to jet fuel prices, wovild also 
have less access to hedging services. While it is difficult to predict who Would attempt to fill the 
void, it is unlikely that others would be as highly-regulated as finaneial institutions. 

Have you seen the referenced 2012 New York Fed report and how do you respond? Do you 
have adequate capital and insurance to cover losses? 

Morgan Stanley has not seen the 2012 Summary Report. Morgan Stanley is adequately 
capitalized and insured. 
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* * * * 


Thank you for the opportunity to provide this response. 


Sincerely, 



Reginald J. Brown 
Sarah Pfiihl 


cc: 


Hon. Carl Levin, Chairman 

Hon. John McCain, Ranking Minority Member 
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Written Answers of Jorge Vazquez 

Founder and Managing Director of HARBOR Aluminum Intelligence LLC 
Submitted to 
Senator Tammy Baldwin 
on Post-Hearing Questions on 
"Wall Street Bank Involvement with Physical Commodities" 
December 3, 2014 


Senator Baldwin, 

Thank you for your questions related to aluminum warehousing in the United States and 
aluminum physical premiums in the market. Please find my thoughts below. 

1. The price of aluminum has two major components, the London Metal Exchange (LME) 
Price and the Regional Premium, which in the U.S. is referred to as the Midwest 
Aluminum Premium, correct? 

Correct. The "all-in price" of aluminum in North America {a collective term comprising the 
US, Canada and Mexico) has two major components: the LME Price and the Midwest 
Transactional Premium (regional premium). 

2. Is it also true that for many years, the Midwest Premium was relatively flat and 
represented a small portion of the all-in price for physical aluminum? 

Correct. Historically and through the end of 2010, Midwest Premiums were relatively flat 
within a range, moving between $44-144 per mton and averaging 5 percent of the all-in 
price of aluminum (LME+ Midwest premium). Today, the Midwest premium is above $500 
per mton and represents more than 19% of the all-in price of physical aluminum. 

3. Quoting the committee report here, "At the end of February 2010, just after Goldman 
acquired Metro, the Midwest Premium was approximately $134 per metric per ton. It has 
since steadily climbed to over $400. In dollar terms the Midwest Premium climbed over 
300% in just a few years. Over the same period, the queue went from about 40 days to 
over 600 days." Do you agree with the reports assessment on why this happened? Also, in 
your opinion, who is paying for that increase? 

In June 2009, before Goldman Sachs (G5) acquired Metro, LME Detroit Metro had a critical 
mass of metal stored in its warehouses. At that time, cancelled warrants were in place for 
only 11,275 mton, less than 2 percent of the 600,000 mton that LME Detroit actually had on 
hand, and equivalent to only 11 days of queue waiting time. 

Seven months after GS acquired Metro (LME Detroit), in September 2010, the company 
started to experience on-going massive cancelations of metal, which stretched the load-out 
queue to an unprecedented waiting time that eventually surpassed 700 days at some point 
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this year. Today, 98 percent of the 992,900 mton of metal stored in LME Detroit remains in 
a queue with a waiting time of 665 days. 

As a result of these cancelations and the unprecedented lengthening of the queue, the cost 
of sourcing metal from LME Detroit rose more than 500 percent— from $77 per mton in 
February 2010 to $600 per mton today. As the cost of sourcing metal from LME Detroit 
skyrocketed, so too did the reference point that consumers negotiate with, and so did 
market premiums. The Midwest premium increased from $133 per mton in February 2010 
to more than $500 per mton today. 

Indeed, HARBOR'S studies confirm that the lengthening of the queue in LME Detroit {Metro) 
has been the main driver behind the unprecedented increase in Midwest premiums. 

Because of the long queue that exists in LME Detroit and the regional production growing 
shortfall of aluminum, at different points of time in 2014 an additional $25 -$75 per mton 
premium has been added over Midwest premium by some suppliers when selling to 
consumers on prompt metal needs. 

The aluminum end-user has been ultimately paying for this increase in premiums. HARBOR 
estimates that the impact on the Midwest premium of the lengthening queue in LME 
Detroit has cost the North American aluminum consumer an accumulated sum of at least 
$3.5 Billion USD since 2011. 

4. If we saw this sort of wild increase in premium and long queue develop in any other 
commodity market, what would you believe the CFTC would do? 

I am not an expert on how the CFTC operates or should operate. 

However, in my view, the United States needs a regulatory body with the capacity to 
effectively and promptly identify and correct as soon as possible unusual market 
developments like those experienced by the aluminum market in Detroit in recent years (by 
which I mean concentration of metal, inappropriate load-out rates, conflicts of interest 
issues, and lengthening of load-out queues to unprecedented levels). This regulatory body 
needs a robust legal framework, and effective jurisdiction and power over any Exchange 
that operates warehouses in the United States (i.e. LME). 

5. What role did Metro's rapid increase in freight incentives have on the Midwest Premium? 
My understanding is that these incentives increased nearly 350% over four years. Isn't it 
correct that these incentives lured metal away from the physical markets and thus the 
very end users that actually use aluminum in products? 

Historically, it has been a standard practice for LME-approved warehouses to attract metal 
to their warehouses by offering financial incentives to producers and traders, known as 
"freight allowances or incentives" or "warehousing incentives" or "warehousing premiums." 
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In principle, the higher the revenue a warehouse expects (from rental and FOT fees), the 
greater the incentive that warehouse can offer. Still, warehouses prefer to pay the smallest 
incentive possible to attract metal and thus maximize their profit. 

As a result of the aluminum market surplus generated during 2007 and 2008, by January 
2009, LME Detroit Metro had accumulated 342,000 mton of primary aluminum in its 
warehouses. LME Baltimore had similar volumes back then, but the metal was spread 
among several warehouse companies, which meant each warehouse company in Baltimore 
held a fraction of what Metro had in Detroit. Given the minimum load-out rate of 1,500 
mton per business day that was in force at the time and the 342,000 mton of metal stored 
in its warehouses, Metro had at least 570 calendar days of guaranteed rent/revenue for 
each additional mton unit it managed to attract— since the warehousing rent fee in LME 
Detroit is almost ten times more than the cost of warehousing, the warehouse is able to 
profit considerably for any incoming metal and can share a portion of that profit with the 
owner of the metal by paying a "warehouse incentive". Because of the concentration of a 
critical mass of metal in its warehouses in Detroit, Metro had dramatically more capacity to 
pay warehouse incentives than any other warehouse company in North America. This 
disparity between Metro and its warehouse competitors gave Metro three things: the ability 
to offer more attractive warehouse incentives than its warehouse competitors in other 
locations, b) the ability to pay above-market premiums that consumers were paying 
(Midwest premium), and c) the start of a self-feeding cycle that allowed the company to 
permanently increase the metal stored in its warehouses. 

Sitting on this critical mass of aluminum and able to outbid with its incentives other 
warehousing competitors and consumers, in December 2009 LME Detroit became the 
world's largest LME location of stored aluminum, with more than 800,000 mton of metal. 
Aluminum stocks stored in LME Detroit continued to increase for the next 3 years 
eventually reaching a peak of 1.56 million mton in December 2013. In the meantime. North 
America experienced a strong bounce in aluminum demand and a growing annual deficit of 
primary aluminum, which eventually reached 1.5 million tons in 2013. 

LME Detroit's critical mass gave smelters and traders additional benefits that incentivized 
them to continue shipping their metal to Detroit despite the growing consumer demand 
and regional production shortfall. These were: 

(a) Cheaper railroad rates. The big volumes traveling Metro warehouses in Detroit gave 
smelters/traders a favored position (economies of scale) in negotiating rail rates that saved 
them 1-2 cent/lb off the prevailing standard rate vs. diluting those volumes among several 
plant locations in the Midwest consumer area; b) Cash payments. Warehouses pay cash 
while selling to consumers typically involves a 30-day wait for payment; c) No credit risk. 
Selling cash to warehouses shielded the smelter from the risk of default, which smelters 
faced when sellingto consumers; d) Reliable demand. The warehouse provided a steady 
demand flow, compared to the irregular demand from consumers; e) Flexibility on delivery 
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deadlines. Consumers have tight schedules, whereas the warehouses don't require strict 
delivery deadlines, which smelters/traders usually leverage into contango profits; and f) 
Flexibility on metal purity. Smelters were able to ship metal with trace elements such as 
Lithium (used to increase purity) that some aluminum consumers wouldn't accept. 

As a result of the above - Metro's financial and non financial incentives and the growing 
regional deficit of aluminum -- LME stocks in Detroit increased while other LME locations in 
the region declined. 

HARBOR estimates that warehouse incentives offered by Metro in Detroit increased from 
about $22 per mton in early 2008 to more than $395 per mton by early 2014. 

However, given HARBOR'S market intelligence and studies, I do not believe that Metro 
warehouse incentives per se have been the main driver of the notorious increase in market 
premiums we have seen in North America, in particular since early 2011. The core problem 
has been the lengthening of the load-queue in Detroit. Although warehouse incentives 
offered by Metro skyrocketed after GS acquired Metro in February 2010- from $110 to 
$395 per mton, they did so in response to the on-going increase in Midwest premiums 
caused by the lengthening of the load-out queue in LME Detroit. In other words, the 
lightening of the queue in Detroit drove up market premiums, and higher market premiums 
drove up the warehouse incentives that Metro was offering to its clients. This relationship 
lasted until January 2014, when the maximum warehouse incentive that Metro was able to 
offer was not high enough to compete with the on-going increase in market premiums. 

To illustrate my point further. In the second half of January 2014, Metro basically stopped 
offering warehouse incentives, and yet market premiums have continued to rise to fresh 
record highs because the ever-longer queue in Detroit inflated the cost of sourcing metal 
out from an LME warehouse in Detroit. One cannot make the case that warehouse 
incentives perse were the main driver behind the unprecedented increase in market 
premiums, when the lengthening queue in Detroit has had such a demonstrable impact. 

6. Can you name the most important LME warehouse practices that should be changed and 
what positive impact those changes would have for end-users? 

In my view, the following changes to warehouses practice would be appropriate to 
consider: 

A. Concentrating a critical mass of metal, in one warehouse company in one location, should 
not be allowed. 

If nothing else, the unprecedented developments that have occurred in the aluminum 
market since 2010 have taught us that regulators should not allow a critical mass of metal 
to be formed in LME warehouses in one location belonging to one warehouse company. 
Making sure such a concentration of metal disappears as soon a possible and never takes 
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place again would eliminate and avoid conditions that have led to; a)warehousing 
companies attracting metal at the expense of the consumer in times of market deficits; b) 
metal bottlenecks that restrict the flow of metal out of a warehouse and; cj inorganic 
premium inflation. 

6. Minimum load-out rates should be established as a percentage of the metal stored in a 
warehouse company in one location, and not, as is currently done, in mton/day. 

Establishing a load-out rate as a percentage of total metal stored in one warehouse will help 
make sure metal bottlenecks that restrict metal flow— and cause price inflation— disappear 
and don't emerge again. For example, the Chicago Mercantile Exchange {CME) currently 
requires warehouse companies that store aluminum to load-out each business day at least 
2 percent of the volume stored in each location or 1,000 tons (whichever volume is bigger). 
This imposes a maximum load-out queue of 70 calendar days per warehousing company per 
location. Under the CME's current load-out rule, a warehouse company holding the volume 
that Metro has in Detroit (almost one million mton), would be required to load out 20,000 
mton per day, instead of the 3,000 mton per day requirement set by current LME rules. This 
change would reduce to 70 days the load-out waiting time at LME Detroit Metro, instead of 
the 600 days it faces today. Requiring warehousing companies to load-out metal in terms of 
percentage of metal stored would help avoid and eliminate material bottlenecks and would 
also significantly lower the cost of sourcing metal from the LME warehouse, which would 
bring down market premiums. 

C. There should be no need of Chinese walls. 

In my view, the best Chinese Wall that could ever exist in the aluminum market is to simply 
ban players with potential conflict of interest from directly or indirectly owning or operating 
an LME warehousing company (that is, physical and derivative traders such as banks and 
merchants). Banning companies with potential conflict of interest would contribute to a 
level field among market players, and would also reduce tbe potential of undesirable 
market developments and artificial inflation of premiums. 

D. Warehouse revenues should not be linked to market prices. 

This would eliminate any potential conflict of interest for the warehousing company, 
especially when the link has the effect of letting the warehouse company indirectly trade 
market premiums, 

E. Warehousing Companies should not be allowed to incentivize metal cancellations. 

This would eliminate any potential conflict of interest because incentivizingthe lengthening 
of load-out queues can materially impact market prices (Midwest premium). 


### 
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RESPONSES TO SUPPLEMENT QUESTIONS FOR THE RECORD 
Submitted By Senator Tammy Baldwin 
To 

NICK MADDEN 

Senior Vice President and Chief Supply Chain Officer 
Novelis Inc. 


Hearing On 

Wall Street Bank Involvement with Physical Commodities 
November 20, 2014 


1. To paraphrase your testimony, you have essentially stated financial institutions 
have cornered the market on aluminum and through their effective control of the 
London Metal Exchange, they have created an artificial bottleneck which distorts your 
ability to access ready available aluminum without paying inflated premiums which are 
at an historic high.” On the bottleneck issue, why would someone have to wait for 
access to their property for close to 700 days after payment in full, and furthermore, 
then have to pay rent while they wait? 

RESPONSE : 

Once a buyer of aluminum pays in full for the aluminum in Metro warehouse, Detroit, to 
access the metal they must cancel the warrant which is the title to the metal, and wait 
approximately 665 days to collect the metal and must pay rent during this period. The 
delay is caused by the slow rate at which metal can be withdrawn from the warehouse. 
The LME requires Metro warehouse in Detroit to load metal out at a minimum rate of 
3,000 toimes per day while stocks in the warehouse are greater than 900,000 tormes. 
Metro treats the minimum load out rate as a maximum. Hence there is a long line of 
aluminum queuing to leave the warehouse. 

We learned from the report that this line was created as a result of contracts between 
Metro and certain owners of aluminum in the warehouse (e.g. JP Morgan, Deutsche 
Bank, Red Kite and Glencore) and it is believed that the objective of these deals was to 
create a queue whilst appearing to meet the LME’s minimum load out requirements. This 
was shocking to most observers. 

The owner of metal is required to pay rent during the wait time because the rules provide 
for that and do not specify a maximum waiting period nor a cap on rents whilst metal is 
in a queue. Novelis and the Aluminum User Group are lobbying for such a cap. 

2. How much aluminum do you think the Metro warehouse system in Detroit can load out 
from their 27 sheds in one day? 

RESPONSE : 

Novelis believes that Metro could ship at least 10,000 tormes a day. However the LME 
and warehouse owners have claimed that it is difficult to hire fork lift truck drivers in 
Detroit, difficult to arrange transport and there are logistical issues finding specific 
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parcels of metal. This is what I have read in news articles and have heard in discussions 
with the LME. Of course, I never have accepted these apparent obstacles. 

Novelis conducted a small experiment at storage facility in the United States and we 
concluded that it takes 20 minutes to load a fork lift truck. If the warehouse was operating 
24x7, as our plants do, it could theoretically ship 1,500 tonnes per fork lift per day. Of 
course, this is not how they operate. However, the report does inform us that they were 
moving metal in and out of warehouses to maintain the queue so I am sure they could 
ship at the rate we have requested. 

To me, the major issue is that the LME only applies the minimum load out rate to a 
company in a city. As Metro has added significantly to the number of warehouses in 
Detroit, it enables them to create a massive stockpile behind a single exit door, speaking 
figuratively. If the load out rule applied to individual warehouses, rather than a city 
complex, Metro would he required to ship 81,000 tonnes per day. If this were feasible, 
there would he no queue. 

3. What are the consequences to your business if you cannot take timely delivery of 
aluminum from some of the major strategic U.S. warehouses especially in Detroit? 

RESPONSE : 

Novelis buys about 800,000 tonnes of LME grade metal per year and is the largest buyer 
of aluminum, overall, in the world. We commit to longer term contracts with producers, 
banks and traders to ensure that we have a secure supply. To date, we have not run out of 
metal. However, if we forecast our needs incorrectly and find ourselves short, we would 
need to buy on the spot market. We would normally look to the LME as an option. As a 
consequence of the wait time, this option no longer exists. Consequently it is a risk to our 
supply chain. 

Novelis is a key supplier of aluminum body sheet to the new aluminum intensive Ford 
FI 50. Imagine the irony if we run out of metal and cannot access spot metal in Detroit 
MI, and as a consequence fail to supply Ford and close down manufacturing in Dearborn 
MI. From my perspective as Chief Supply Chain Officer of Novelis, this is an 
unacceptable and artificial supply risk. 

4. How does this impact transparency and price discovery in the aluminum market? 

RESPONSE : 

The price discovery of the Mid West Premium is severely impacted. The inability to 
withdraw aluminum from Detroit, which has held 85% of the aluminum stocks in LME 
registered warehouses in the United States, creates a divergence between the physical and 
derivatives markets. As a consequence we have seen the Mid West Premium rise to an 
all-time high of 23 cents per pound at a time when stocks have been at their highest levels 
in history. Indeed, premiums have tripled since the banks and trading companies bought 
into the warehouse business in 2010. 
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Normally a consumer would assess offers from primary producers and traders and 
compare these with the cost of taking aluminum from a warehouse like Detroit. If the 
offers were higher, we would consider buying from Detroit. However, this option is no 
longer available because of the wait time and therefore suppliers can offer at least a price 
equivalent to the full cost of a consumer buying warrants and paying rent and finance for 
665 days . This is how the premium has risen to an unprecedented level - because the 
LME option no longer really exists in the United States. And this is caused by the queue 
which has been engineered by Metro via the “merry go round deals”. 

5. What would happen if Metro were to release a large amount of aluminum waiting in 
line at its Metro International’s warehouses in Detroit? 

RESPONSE : 

If Metro released a large amount of aluminum today, two things could happen. If the 
metal was released to the free market, I believe that premiums would fall. However, if the 
owners of the metal are traders and banks, it might move into other warehouses, LME or 
non-LME and remain out of reach of consumers. All of the companies who own or 
produce primary aluminum benefit from higher premiums. In the last 4 years, the market 
has been managed very effectively, with all surplus metal finding its way into financing 
deals or warehousing deals. Owners and producers have a lot to lose if the premium fell 
sharply and consequently 1 believe that they will try to ensure that there is not a flood into 
the free market. 

Having said this, the LME is in backwardation right now, where the future price is lower 
than the spot price. This makes it impossible for financing deals to be renewed at a profit. 
If this is sustained, we might see more aluminum becoming available as financing and 
warehouse deals come to an end. 

Novelis still believes that the LME should insist on a much higher load out rate applying 
to warehouses with large stocks. We believe that ultimately it will free-up aluminum and 
ease the situation. 


6. I have read in the press that Goldman Sachs plans to exit the aluminum warehousing 
market by selling Metro. Would this action resolve the artificial shortages in the 
aluminum market? If not, what will solve the problem? 

RESPONSE : 

Goldman Sachs announced in the Summer that it would try to sell the Metro business. 
Longer term it would improve the situation because we believe that banks and trading 
companies get an unfair advantage over other players in the aluminum market when they 
control warehouses. In the case of Goldman Sachs, they have an LME brokerage 
business, a physical metal trading business, access to low cost finance, stocks of 
aluminum and a warehousing business. We believe that this gives a huge information 
advantage, as was illuminated during the hearing. They also can leverage positions in 
these different areas of the bank to create value for themselves. It was very clear in the 
excellent report from the PSI that Goldman and Metro have used the Metro system to 
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create a queue (through merry go round deals), increase the Mid West premium and 
benefit from all. 

Although there are meant to be Chinese Walls that arc intended to avoid this, it was clear 
that Metro provided information about their business to many people in the Goldman 
Sachs organization and the Board was comprised entirely of Goldman employees. This 
creates major questions about the credibility of Chinese Walls and tells me that the 
industry would be better served if the warehouse was not owned by a bank. The same is 
true of trading companies like Glencore which owns, through its subsidiary, Pacorini. 

The Pacorini warehouse in Vlissingen in the Netherlands has a similar stockpile and 
queue to Detroit. 

Plowever, if ownership changes tomorrow, I don’t think it would have much impact on 
the market in the short term. The damage has already been done. It would simply help to 
make it less likely that the same situation would arise in the future, when we are back in a 
normal market environment. 

7. Can you name the most important LME warehouse practices that should be changed 
and what positive impact those changes would have for end-users? 

RESPONSE : 

I would recommend the following measures to improve the situation for end users. 

a. Banks and trading companies should not be allowed to own LME warehouses. 

b. The owner of metal should not pay rent once a warrant has been cancelled. This 
would lake away much of the incentive for warehouses to bid for metal and pay 
incentives to producers because they could no longer expect rent whilst a queue 
existed. 

c. The minimum load-out rate should apply to every warehouse in the complex, not one 
rate for the entire complex. If this is not achievable, then the load-out obligation of a 
large complex should be increased appropriately e.g. 10,000 tonnes per day. 

d. There should be a cap on the amount of metal any individual warehousing company 
should be allowed to store in any location. 

At Novelis we believe that one or a combination of these measures would greatly 
improve the situation for end users. 


### 



